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Practicing Strategic 
Management: An 
Interactive Approach 


Preface 


Since the seventh edition was published, this book has strengthened its position as 
the most widely used strategic management textbook on the market. This tells us that 
we continue to meet the expectations of existing users and attract many new users to 
our book. It is clear that most strategy instructors share with us a concern for cur- 
rency in the text and its examples to ensure that cutting-edge issues and new devel- 
opments in strategic management are continually addressed. 

Just as in the last edition, our objective in writing the eighth edition has been to 
maintain all that was good about prior editions, while refining our approach to dis- 
cussing established strategic management issues and adding new material to the text 
to present a more complete, clear, and current account of strategic management as 
we move steadily into the twenty-first century. We believe that the result is a book 
that is more closely aligned with the needs of today’s professors and students and 
with the realities of competition in the new global environment. 


We have updated many of the features running throughout the chapters, including 
all new Opening Cases and Running Cases. For the Running Cases, Dell has replaced 
Wal-Mart as the focus company. In this edition, we have made no changes to the 
number or sequencing of our chapters. However, we have made many significant 
changes inside each chapter to refine and update our presentation of strategic man- 
agement. Continuing real-world changes in strategic management practices such as 
the increased use of cost reduction strategies like global outsourcing, ethical issues, 
and lean production, and a continued emphasis on the business model as the driver 
of differentiation and competitive advantage, have led to many changes in our ap- 
proach. To emphasize the importance of ethical decision making in strategic man- 
agement, we have included a new feature in the end matter of every chapter that in- 
troduces concept-specific ethical dilemmas that could develop in a real-world 
business setting. 

Throughout the revision process, we have been careful to preserve the balanced 
and integrated nature of our account of strategic management. As we have continued 
to add new material, we have also shortened or deleted coverage of out-of-date or 
less important models and concepts to help students identify and focus on the core 
concepts and issues in the field. We have also paid close attention to retaining the 
book’s readability. 


We have received a lot of positive feedback about the usefulness of the end-of-chap- 
ter exercises and assignments in the Practicing Strategic Management sections in our 
book. They offer a wide range of hands-on learning experiences for students. Follow- 
ing the Chapter Summary and Discussion Questions, each chapter contains the fol- 
lowing exercises and assignments: 
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Teaching and 
Learning Aids 


@ Small Group Exercise. This short (20-minute) experiential exercise asks students 
to divide into groups and discuss a scenario concerning some aspect of strategic 
management. For example, the scenario in Chapter 11 asks students to identify 
the stakeholders of their educational institution and evaluate how stakeholders’ 
claims are being and should be met. 


e@ Ethics Exercise. The ethics exercise has replaced the Exploring the Web feature 
(now online). This feature has been developed to highlight the importance of 
ethical decision making in today’s business environment. With today’s current 
examples of poor decision making (as seen in Enron, Tyco, and WorldCom, to 
name a few), we hope to equip students with the tools they need to be strong eth- 
ical leaders. 


e Article File. As in the last edition, this exercise requires students to search busi- 
ness magazines to identify a company that is facing a particular strategic manage- 
ment problem. For instance, students are asked to locate and research a company 
pursuing a low-cost or a differentiation strategy, and to describe this company’s 
strategy, its advantages and disadvantages, and the core competencies required to 
pursue it. Students’ presentations of their findings lead to lively class discussions. 


@ Strategic Management Project. In small groups, students choose a company to 
study for the whole semester and then analyze the company using the series of 
questions provided at the end of every chapter. For example, students might se- 
lect Ford Motor Co. and, using the series of chapter questions, collect informa- 
tion on Ford’s top managers, mission, ethical position, domestic and global strat- 
egy and structure, and so on. Students write a case study of their company and 
present it to the class at the end of the semester. In the past, we also had students 
present one or more of the cases in the book early in the semester, but now in our 
classes, we treat the students’ own projects as the major class assignment and 
their case presentations as the climax of the semester’s learning experience. 


@ Closing Case Study. A short closing case provides an opportunity for a short class 
discussion of a chapter-related theme. 


In creating these exercises, it is not our intention to suggest that they should all be 
used for every chapter. For example, over a semester, an instructor might combine a 
group Strategic Management Project with five to six Article File assignments and five 
to six Exploring the Web exercises, while doing eight to ten Small Group Exercises in 
class. 

We have found that our interactive approach to teaching strategic management 
appeals to students. It also greatly improves the quality of their learning experience. 
Our approach is more fully discussed in the Instructor’s Resource Manual. 


Taken together, the teaching and learning features of Strategic Management provide 
a package that is unsurpassed in its coverage and that supports the integrated ap- 
proach that we have taken throughout the book. 


For the Instructor 


e@ The Instructor’s Resource Manual: Theory has been completely revised. For 
each chapter, we provide a clearly focused synopsis, a list of teaching objectives, a 
comprehensive lecture outline, suggested answers to discussion questions, and 


Acknowledgments 
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comments on the end-of-chapter activities. Each chapter-opening case, Strategy 
in Action boxed feature, and chapter-closing case has a synopsis and a correspon- 
ding teaching note to help guide class discussion. 


@ The HMtTesting CD has been revised and offers a set of comprehensive true/false 
and multiple-choice questions, and new essay questions for each chapter in the 
book. The mix of questions has been adjusted to provide fewer fact-based or sim- 
ple memorization items and to provide more items that rely on synthesis or ap- 
plication. Also, more items now reflect real or hypothetical situations in organiza- 
tions. Every question is keyed to the teaching objectives in the Instructor’s 
Resource Manual and includes an answer and page reference to the textbook. 


@ The video program highlights many issues of interest and can be used to spark 
class discussion. It offers a compilation of footage from the Videos for Humani- 
ties series. 


@ An extensive website contains many features to aid instructors, including down- 
loadable files for the text and case materials from the Instructor’s Resource Manu- 
als, the downloadable Premium and Basic PowerPoint slides, the Video Guide, 
and sample syllabi. Additional materials on the student website may also be of use 
to instructors. 


@ Eduspace®, powered by Blackboard®, is a course management tool that includes 
chapter outlines, chapter summaries, audio chapter summaries and quizzes, all 
questions from the textbook with suggested answers, Debate Issues, ACE self-test 
questions, auto-graded quizzes, Premium and Basic PowerPoint slides, Class- 
room Response System content, links to content on the websites, video activities, 
and test pools. A Course Materials Guide is available to help instructor organiza- 
tion. 


@ Blackboard®/Web CT® includes course material, chapter outlines, chapter sum- 
maries, audio chapter summaries and quizzes, all questions from the textbook 
with suggested answers, Premium and Basic PowerPoint slides, Classroom Re- 
sponse System content, links to content on the websites, video activities, and Test 
Bank content. 


For the Student 


@ The student website includes chapter overviews, Internet exercises, ACE self- 
tests, audio summaries and quizzes, case discussion questions to help guide stu- 
dent case analysis, glossaries, flashcards for studying the key terms, a section with 
guidelines on how to do case study analysis, and much more. 


This book is the product of far more than two authors. We are grateful to Lisé John- 
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OPENING CASE 


Dell Computer 
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Dell Computer has enjoyed a decade of very high profitability. Between 1998 and 2006, its aver- i 
age return on invested capital (ROIC) was a staggering 48.3%, far ahead of the profitability of | 
competing manufacturers of personal computers (see Figure 1.1). Moreover, while the prof- | 
itability of its competitors fell sharply during 2001-2004, reflecting a tough selling environment | 
in the personal computer industry, Dell managed to maintain a very high ROIC. Clearly, Dell | 
has had a sustained competitive advantage over its rivals. Where did this come from? i 
An answer can be found in Dell’s business model: selling directly to retail customers. 1 
Michael Dell reasoned that by cutting out wholesalers and retailers, he would obtain the profit | 
they would otherwise receive and could give part of the profit back to customers in the form of 1 
lower prices. Initially, Dell did its direct selling through mailings and telephone contacts, but} 
since the mid-1990s, much of its sales have been made through its website. Dell’s sophisticated ; 
website allows customers to mix and match product features such as microprocessors, memory, 1 
monitors, internal hard drives, CD and DVD drives, keyboard and mouse format, and so on, to } 
customize their own computer systems. The ability to customize orders kept retail customers 1 
coming back to Dell and helped to drive sales to a record $55.9 billion in 2004. t 
Another reason for Dell’s high performance is the way it manages its supply chain to mini- 
mize the costs of holding inventory. Dell has about 200 suppliers, over half of them located out- | 
side the United States. Dell uses the Internet to feed real-time information about order flow to | 
its suppliers so they have up-to-the-minute information about demand trends for the compo- 1 
nents they produce, along with volume expectations for the upcoming four to twelve weeks. | 
Dell’s suppliers use this information to adjust their own production schedules, manufacturing 
just enough components for Dell’s needs and shipping them by the most appropriate mode so 
that they arrive just in time for production. This tight coordination is pushed back even further | 
down the supply chain because Dell shares this information with its suppliers’ biggest suppliers. 1 
Dell’s goal is to coordinate its supply chain to such an extent that it drives all inventories out | 

of the supply chain, apart from those actually in transit between suppliers and Dell, effectively re- | 
placing inventory with information. Dell has succeeded in driving down inventory to the lowest | 
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FIGURE 1.1 
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level in the industry. In mid-2006, it was turning its in- 
ventory over every five days, compared to an average of 
forty-one days at key competitor Hewlett-Packard. This is 
a major source of competitive advantage in the computer 
industry, where component costs account for 75% of rev- 
enues and typically fall by 1% per week due to rapid ob- 
solescence. 

Despite its high profitability, between mid-2005 and 
mid-2006, Dell’s stock lost half its market value, sliding 
from $42 a share to $22. There were several reasons for 
this. First, after years of trying, three of Dell’s competi- 
tors, Acer, Hewlett-Packard, and Lenovo, had reduced 
their cost structure and become more competitive with 
Dell, enabling them to match Dell on prices and still 
make profits. Second, by 2005, the consumer market for 
PCs in developed nations had become mature. To keep 
growing, Dell tried to expand its share of the business 
market—but here it faces tough competition from 
Hewlett-Packard, which can offer business users a wider 
range of products, and extensive consulting services and 


after-sales service and support, all things that business 
users value highly. Third, Dell’s growth had been hurt by 
poor customer service. Dell had outsourced customer 
service to India in an attempt to reduce costs, only to find 
that poor service alienated its customers. Even though 
Dell moved customer service for business users back to 
the United States, some damage had already been done, 
and this only served to emphasize the difference between 
Dell and HP in the minds of business customers. Fourth, 
in an attempt to gain market share from competitors, 
Dell cut prices in 2005 and 2006, but it gained little in 
sales volume, made less profit per computer, and experi- 
enced only sluggish profit growth for 2006. 

Many investors, deciding that Dell’s years of rapid 
profit growth might be over, sold the stock. Looking for- 
ward, analysts think that Dell’s profitability, as measured 
by ROIC, will decline from over 60% in 2006 to 30% by 
2009 as competitors like Acer, Lenovo, and Hewlett- 
Packard start to match Dell’s cost structure, and differen- 
tiate themselves from Dell in ways that users value.! 
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“OVERVIEW. Why do some companies succeed while others fail? Why has Dell Computer been able to 
do so well in the fiercely competitive personal computer industry, while competitors like 
Gateway have struggled to make money? In the airline industry, how is it that Southwest 
Airlines has managed to keep increasing its revenues and profits through both good times 
and bad, while rivals such as US Airways and United Airlines have had to seek bankruptcy 
protection? What explains the persistent growth and profitability of Nucor Steel, now the 
largest steel maker in America, during a period when many of its once larger rivals disap- 
peared into bankruptcy? 

In this book, we argue that the strategies that a company’s managers pursue have 
a major impact on its performance relative to its competitors. A strategy is a set of 
related actions that managers take to increase their company’s performance. For 
most, if not all, companies, achieving superior performance relative to rivals is the 
ultimate challenge. If a company’s strategies result in superior performance, it is said 
to have a competitive advantage. Dell Computer’s strategies produced superior per- 
formance during the late 1990s and first half of the 2000s; as a result, Dell enjoyed a 
competitive advantage over its rivals. How did Dell achieve this competitive advan- 
tage? As explained in the Opening Case, it was due to the successful pursuit of a 
number of strategies by Dell’s managers. These strategies enabled the company to 
lower its cost structure, charge low prices, gain market share, and become more 
profitable than its rivals. We will return to the example of Dell several times through- 
out this book in a Running Case that examines various aspects of Dell strategy and 
performance. 

This book identifies and describes the strategies that managers can pursue to 
achieve superior performance and provide their company with a competitive advan- 
tage. One of its central aims is to give you a thorough understanding of the analytical 
techniques and skills necessary to identify and implement strategies successfully. The 
first step toward achieving this objective is to describe in more detail what superior 
performance and competitive advantage mean and to explain the pivotal role that 
managers play in leading the strategy-making process. 

Strategic leadership is about how to most effectively manage a company’s 
strategy-making process to create competitive advantage. The strategy-making 
process is the process by which managers select and then implement a set of 
strategies that aim to achieve a competitive advantage. Strategy formulation is 
the task of selecting strategies, whereas strategy implementation is the task of 
putting strategies into action, which includes designing, delivering, and support- 
ing products; improving the efficiency and effectiveness of operations; and design- 
ing a company’s organization structure, control systems, and culture. Paraphrasing 
the well-known saying that “success is 10% inspiration and 90% perspiration,” in 
the strategic management arena we might say that “success is 10% formulation and 
90% implementation.” The task of selecting strategies is relatively easy (but re- 
quires good analysis and some inspiration); the hard part is putting those strate- 
gies into effect. 

By the end of this chapter, you will understand how strategic leaders can manage 
the strategy-making process by formulating and implementing strategies that enable 
a company to achieve a competitive advantage and superior performance. Moreover, 
you will learn how the strategy-making process can go wrong and what managers 
can do to make this process more effective. 
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Strategic Leadership, Competitive Advantage, and Superior Performance 
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Strategic leadership is concerned with managing the strategy-making process to in- 
crease the performance of a company, thereby increasing the value of the enterprise to 
its owners, its shareholders. As shown in Figure 1.2, to increase shareholder value, man- 
agers must pursue strategies that increase the profitability of the company and ensure 
that profits grow (for more details, see the Appendix to this chapter). To do this, a com- 
pany must be able to outperform its rivals; it must have a competitive advantage. 


Maximizing shareholder value is the ultimate goal of profit-making companies, for 
two reasons. First, shareholders provide a company with the risk capital that enables 
managers to buy the resources needed to produce and sell goods and services. Risk 
capital is capital that cannot be recovered if a company fails and goes bankrupt. In 
the case of Dell, for example, shareholders provided the company with capital to 
build its assembly plants, invest in information systems, build its order taking and 
customer support system, and so on. Had Dell failed, its shareholders would have lost 
their money; their shares would have been worthless. Thus, shareholders will not 
provide risk capital unless they believe that managers are committed to pursuing 
strategies that give them a good return on their capital investment. Second, share- 
holders are the legal owners of a corporation, and their shares therefore represent a 
claim on the profits generated by a company. Thus, managers have an obligation to 
invest those profits in ways that maximize shareholder value. Of course, as explained 
later in this book, managers must behave in a legal, ethical, and socially responsible 
manner while working to maximize shareholder value. 

By shareholder value, we mean the returns that shareholders earn from purchas- 
ing shares in a company. These returns come from two sources: (a) capital apprecia- 
tion in the value of a company’s shares and (b) dividend payments. For example, be- 
tween January 2 and December 31, 2003, the value of one share in the bank 
JPMorgan increased from $23.96 to $35.78, which represents a capital appreciation 
of $11.82. In addition, JPMorgan paid out a dividend of $1.30 a share during 2003. 
Thus, if an investor had bought one share of JPMorgan on January 2 and held on to 
it for the entire year, her return would have been $13.12 ($11.82 + $1.30), an impres- 
sive 54.8% return on her investment. One reason JPMorgan’s shareholders did so 
well during 2003 was that investors came to believe that managers were pursuing 
strategies that would both increase the long-term profitability of the company and 
significantly grow its profits in the future. 
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One way of measuring the profitability of a company is by the return that it 
makes on the capital invested in the enterprise.* The return on invested capital 
(ROIC) that a company earns is defined as its net profit over the capital invested in 
the firm (profit/capital invested). By net profit, we mean net income after tax. By cap- 
ital, we mean the sum of money invested in the company: that is, stockholders’ equity 
plus debt owed to creditors. So defined, profitability is the result of how efficiently 
and effectively managers use the capital at their disposal to produce goods and serv- 
ices that satisfy customer needs. A company that uses its capital efficiently and effec- 
tively makes a positive return on invested capital. 

The profit growth of a company can be measured by the increase in net profit 
over time. A company can grow its profits if it sells products in markets that are 
growing rapidly, gains market share from rivals, increases the amount it sells to exist- 
ing customers, expands overseas, or diversifies profitably into new lines of business. 
For example, between 1996 and 2005, Dell increased its net profit from $531 million 
to $3.825 billion. It was able to do this because the company had a low cost structure, 
which enabled it to take market share from rivals such as Gateway, Hewlett-Packard, 
and IBM. In addition, the entire PC industry was growing at a healthy pace during 
this period, further boosting Dell’s profits. 

Together, profitability and profit growth are the principal drivers of shareholder 
value (see the Appendix to this chapter for details). To both boost profitability and 
grow profits over time, managers must formulate and implement strategies that give 
their company a competitive advantage over rivals. Dell’s strategies achieved this 
until 2005. As a result, investors who purchased Dell stock on January 1, 1996, at 
$1.11 a share, and held that position until December 30, 2005, when the stock was 
worth $29.95, would have made a 2,700% return on their investment! However, as 
noted in the Opening Case, now Dell is finding it increasingly difficult to achieve 
profit growth and high profitability. Indeed, Dell’s net profits shrank between 2005 
and 2006. As a result, the shares traded as low as $18.95 in 2006, even though the 
company remained very profitable. To get the share price up, managers at Dell need 
to pursue strategies that reignite profit growth while maintaining the company’s his- 
torically high profitability. 

One of the key challenges managers face is to simultaneously generate high prof- 
itability and increase the profits of the company. As Dell’s managers have discovered 
since 2005, companies that have high profitability but whose profits are not growing 
will not be as highly valued by shareholders as a company that has both high prof- 
itability and rapid profit growth (see the Appendix for details). At the same time, 
managers need to be aware that if they grow profits but profitability declines, that too 
will not be as highly valued by shareholders. What shareholders want to see, and what 
managers must try to deliver through strategic leadership, is profitable growth: that is, 
high profitability and sustainable profit growth. This is not easy, but some of the most 
successful enterprises of our era have achieved it—companies such as Microsoft, Intel, 
and Wal-Mart, and until 2005 at least, Dell. 


e Competitive Managers do not make strategic decisions in a competitive vacuum. Their company 
Advantage anda __is competing against other companies for customers. Competition is a rough-and- 
Company’s Business — tumble process in which only the most efficient and effective companies win out. It is 
Model a race without end. To maximize shareholder value, managers must formulate and 

implement strategies that enable their company to outperform rivals—that give it a 

competitive advantage. A company is said to have a competitive advantage over its 

rivals when its profitability is greater than the average profitability and profit growth 
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of other companies competing for the same set of customers. The higher its prof- 
itability relative to rivals, the greater its competitive advantage will be. A company 
has a sustained competitive advantage when its strategies enable it to maintain 
above-average profitability for a number of years. As discussed in the Opening Case, 
Dell had a significant and sustained competitive advantage over rivals such as Gateway 
and Hewlett-Packard between 1996 and 2004. That competitive advantage may now 
be starting to dissipate. 

If a company has a sustained competitive advantage, it is likely to gain market share 
from its rivals and thus grow its profits more rapidly than those of rivals. In turn, com- 
petitive advantage will also lead to higher profit growth than that shown by rivals. 

The key to understanding competitive advantage is appreciating how the differ- 
ent strategies managers pursue over time can create activities that fit together to 
make a company unique or different from its rivals and able to consistently outper- 
form them. A business model is managers’ conception of how the set of strategies 
their company pursues should mesh together into a congruent whole, enabling the 
company to gain a competitive advantage and achieve superior profitability and 
profit growth. In essence, a business model is a kind of mental model, or gestalt, of 
how the various strategies and capital investments made by a company should fit to- 
gether to generate above-average profitability and profit growth. A business model 
encompasses the totality of how a company will: 


Select its customers 

Define and differentiate its product offerings 
Create value for its customers 

Acquire and keep customers 

Produce goods or services 

Lower costs 

Deliver those goods and services to the market 
Organize activities within the company 
Configure its resources 


Achieve and sustain a high level of profitability 


Grow the business over time 


The business model at Dell Computer, for example, is based on the idea that costs 
can be lowered by selling directly to consumers and avoiding using a distribution chan- 
nel (see the Opening Case). The cost savings that are attained as a result of this model 
are passed to consumers in the form of lower prices, which has enabled Dell to gain mar- 
ket share from rivals. Over time, this business model proved superior to the established 
business model in the industry, which involved selling computers through retailers. 

Dell outperformed close rivals, like Gateway, who adopted the same basic direct- 
selling business model because Dell implemented its business model more effectively. 
Most important, Dell did a much better job of using the Internet to coordinate its 
supply chain and to match orders for computers to the delivery of inventory from 
suppliers, so that it increased its inventory turnover and reduced its costs. 

The business model that managers develop may not only lead to higher prof- 
itability and thus competitive advantage at a certain point in time, but it may also 
help the firm to grow its profits over time, thereby maximizing shareholder value 
while maintaining or even increasing profitability. Dell’s business model was so 
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efficient and effective that it enabled the company to take market share from rivals 
and thereby increase its profits over time. 


It is important to recognize that in addition to its business model and associated strate- 
gies, a company’s performance is also determined by the characteristics of the industry 
in which it competes. Different industries are characterized by different competitive 
conditions. In some, demand is growing rapidly, and in others it is contracting. Some 
might be beset by excess capacity and persistent price wars, others by excess demand 
and rising prices. In some, technological change might be revolutionizing competition. 
Others might be characterized by a lack of technological change. In some industries, 
high profitability among incumbent companies might induce new companies to enter 
the industry, and these new entrants might depress prices and profits in the industry. In 
other industries, new entry might be difficult, and periods of high profitability might 
persist for a considerable time. Thus, the different competitive conditions prevailing in 
different industries might lead to differences in profitability and profit growth. For ex- 
ample, average profitability might be higher in some industries and lower in other in- 
dustries because competitive conditions vary from industry to industry. 

Figure 1.3 shows the average profitability, measured by ROIC, among companies 
in several different industries between 2002 and 2006. The drug industry had a fa- 
vorable competitive environment: demand for drugs was high and competition was 
generally not based on price. Just the opposite was the case in the air transport in- 
dustry, which was extremely price competitive. Exactly how industries differ is dis- 
cussed in detail in Chapter 2. For now, the important point to remember is that the 
profitability and profit growth of a company are determined by two main factors: its 
relative success in its industry and the overall performance of its industry relative to 
other industries.° 


A final point concerns the concept of superior performance in the nonprofit sector. 
By definition, nonprofit enterprises such as government agencies, universities, and 
charities are not in “business” to make profits. Nevertheless, they are expected to use 
their resources efficiently and operate effectively, and their managers set goals to 
measure their performance. The performance goal for a business school might be to 
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get its programs ranked among the best in the nation. The performance goal for a 
charity might be to prevent childhood illnesses in poor countries. The performance 
goal for a government agency might be to improve its services while not exceeding its 
budget. The managers of nonprofits need to map out strategies to attain these goals. 
They also need to understand that nonprofits compete with each other for scarce re- 
sources, just as businesses do. For example, charities compete for scarce donations, 
and their managers must plan and develop strategies that lead to high performance 
and demonstrate a track record of meeting performance goals. A successful strategy 
gives potential donors a compelling message about why they should contribute addi- 
tional donations. Thus, planning and thinking strategically are as important for 
managers in the nonprofit sector as they are for managers in profit-seeking firms. 


Managers are the linchpin in the strategy-making process. It is individual managers 
who must take responsibility for formulating strategies to attain a competitive advan- 
tage and for putting those strategies into effect. They must lead the strategy-making 
process. The strategies that made Dell Computer so successful were not chosen by 
some abstract entity known as the company; they were chosen by the company’s 
founder, Michael Dell, and the managers he hired. Dell’s success, like the success of 
any company, was based in large part on how well the company’s managers per- 
formed their strategic roles. In this section, we look at the strategic roles of different 
managers. Later in the chapter, we discuss strategic leadership, which is how man- 
agers can effectively lead the strategy-making process. 

In most companies, there are two main types of managers: general managers, 
who bear responsibility for the overall performance of the company or for one of its 
major self-contained subunits or divisions, and functional managers, who are re- 
sponsible for supervising a particular function, that is, a task, activity, or operation, 
such as accounting, marketing, research and development (R&D), information tech- 
nology, or logistics. 

A company is a collection of functions or departments that work together to 
bring a particular good or service to the market. If a company provides several differ- 
ent kinds of goods or services, it often duplicates these functions and creates a series 
of self-contained divisions (each of which contains its own set of functions) to man- 
age each different good or service. The general managers of these divisions then be- 
come responsible for their particular product line. The overriding concern of general 
managers is for the health of the whole company or division under their direction; 
they are responsible for deciding how to create a competitive advantage and achieve 
high profitability with the resources and capital they have at their disposal. Figure 1.4 
shows the organization of a multidivisional company, that is, a company that com- 
petes in several different businesses and has created a separate self-contained division 
to manage each. As you can see, there are three main levels of management: corpo- 
rate, business, and functional. General managers are found at the first two of these 
levels, but their strategic roles differ depending on their sphere of responsibility. 


The corporate level of management consists of the chief executive officer (CEO), 
other senior executives, and corporate staff. These individuals occupy the apex of de- 
cision making within the organization. The CEO is the principal general manager. In 
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consultation with other senior executives, the role of corporate-level managers is to 
oversee the development of strategies for the whole organization. This role includes 
defining the goals of the organization, determining what businesses it should be in, 
allocating resources among the different businesses, formulating and implementing 
strategies that span individual businesses, and providing leadership for the entire or- 
ganization. 

Consider General Electric as an example. GE is active in a wide range of busi- 
nesses, including lighting equipment, major appliances, motor and transportation 
equipment, turbine generators, construction and engineering services, industrial 
electronics, medical systems, aerospace, aircraft engines, and financial services. The 
main strategic responsibilities of its CEO, Jeffrey Immelt, are setting overall strategic 
goals, allocating resources among the different business areas, deciding whether the 
firm should divest itself of any of its businesses, and determining whether it should 
acquire any new ones. In other words, it is up to Immelt to develop strategies that 
span individual businesses; his concern is with building and managing the corporate 
portfolio of businesses to maximize corporate profitability. 

It is not his specific responsibility to develop strategies for competing in the indi- 
vidual business areas, such as financial services. The development of such strategies is 
the responsibility of the general managers in these different businesses, or business- 
level managers. However, it is Immelt’s responsibility to probe the strategic thinking 
of business-level managers to make sure that they are pursuing robust business mod- 
els and strategies that will contribute toward the maximization of GE’s long-run 
profitability, to coach and motivate those managers, to reward them for attaining or 
exceeding goals, and to hold them accountable for poor performance. 

Corporate-level managers also provide a link between the people who oversee the 
strategic development of a firm and those who own it (the shareholders). Corporate- 
level managers, and particularly the CEO, can be viewed as the agents of sharehold- 
ers.’ It is their responsibility to ensure that the corporate and business strategies 
that the company pursues are consistent with maximizing profitability and profit 
growth. If they are not, then ultimately the CEO is likely to be called to account by 
the shareholders. 


e Business-Level 
Managers 


e Functional-Level 
Managers 
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A business unit is a self-contained division (with its own functions—for example, fi- 
nance, purchasing, production, and marketing departments) that provides a product 
or service for a particular market. The principal general manager at the business 
level, or the business-level manager, is the head of the division. The strategic role of 
these managers is to translate the general statements of direction and intent that 
come from the corporate level into concrete strategies for individual businesses. 
Whereas corporate-level general managers are concerned with strategies that span 
individual businesses, business-level general managers are concerned with strategies 
that are specific to a particular business. At GE, a major corporate goal is to be first or 
second in every business in which the corporation competes. Then the general man- 
agers in each division work out for their business the details of a business model that 
is consistent with this objective. 


Functional-level managers are responsible for the specific business functions or opera- 
tions (human resources, purchasing, product development, customer service, and so on) 
that constitute a company or one of its divisions. Thus, a functional manager’s sphere of 
responsibility is generally confined to one organizational activity, whereas general man- 
agers oversee the operation of a whole company or division. Although they are not re- 
sponsible for the overall performance of the organization, functional managers never- 
theless have a major strategic role: to develop functional strategies in their area that help 
fulfill the strategic objectives set by business- and corporate-level general managers. 

In GE’s aerospace business, for instance, manufacturing managers are responsible 
for developing manufacturing strategies consistent with corporate objectives. More- 
over, functional managers provide most of the information that makes it possible for 
business- and corporate-level general managers to formulate realistic and attainable 
strategies. Indeed, because they are closer to the customer than is the typical general 
manager, functional managers themselves may generate important ideas that subse- 
quently become major strategies for the company. Thus, it is important for general 
managers to listen closely to the ideas of their functional managers. An equally great 
responsibility for managers at the operational level is strategy implementation: the 
execution of corporate- and business-level plans. 


The Strategy-Making Process 


e A Model of the 
Strategic Planning 
Process 


We can now turn our attention to the process by which managers formulate and im- 
plement strategies. Many writers have emphasized that strategy is the outcome of a 
formal planning process and that top management plays the most important role in 
this process.° Although this view has some basis in reality, it is not the whole story. As 
we shall see later in the chapter, valuable strategies often emerge from deep within 
the organization without prior planning. Nevertheless, a consideration of formal, ra- 
tional planning is a useful starting point for our journey into the world of strategy. 
Accordingly, we consider what might be described as a typical formal strategic plan- 
ning model for making strategy. 


The formal strategic planning process has five main steps: 
1. Select the corporate mission and major corporate goals. 


Analyze the organization’s external competitive environment to identify oppor- 
tunities and threats. 
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3. Analyze the organization’s internal operating environment to identify the organi- 
zation’s strengths and weaknesses. 


4. Select strategies that build on the organization’s strengths and correct its weak- 
nesses in order to take advantage of external opportunities and counter external 
threats. These strategies should be consistent with the mission and major goals of 
the organization. They should be congruent and constitute a viable business 
model. 


5. Implement the strategies. 


The task of analyzing the organization’s external and internal environments and 
then selecting appropriate strategies constitutes strategy formulation. In contrast, as 
noted earlier, strategy implementation involves putting the strategies (or plan) into 
action. This includes taking actions consistent with the selected strategies of the 
company at the corporate, business, and functional levels; allocating roles and respon- 
sibilities among managers (typically through the design of organization structure); al- 
locating resources (including capital and money); setting short-term objectives; and 
designing the organization’s control and reward systems. These steps are illustrated in 
Figure 1.5 (which can also be viewed as a plan for the rest of this book). 

Each step in Figure 1.5 constitutes a sequential step in the strategic planning 
process. At step 1, each round or cycle of the planning process begins with a statement 
of the corporate mission and major corporate goals. This statement is shaped by the 
existing business model of the company. The mission statement is followed by the 
foundation of strategic thinking: external analysis, internal analysis, and strategic 
choice. The strategy-making process ends with the design of the organizational 
structure and the culture and control systems necessary to implement the organiza- 
tion’s chosen strategy. This chapter discusses how to select a corporate mission and 
choose major goals. Other parts of strategic planning are reserved for later chapters, 
as indicated in Figure 1.5. 

Some organizations go through a new cycle of the strategic planning process 
every year. This does not necessarily mean that managers choose a new strategy each 
year. In many instances, the result is simply to modify and reaffirm a strategy and 
structure already in place. The strategic plans generated by the planning process gen- 
erally look out over a period of one to five years, with the plan being updated, or 
rolled forward, every year. In most organizations, the results of the annual strategic 
planning process are used as input into the budgetary process for the coming year so 
that strategic planning is used to shape resource allocation within the organization. 


e Mission Statement The first component of the strategic management process is crafting the organiza- 
tion’s mission statement, which provides the framework or context within which 
strategies are formulated. A mission statement has four main components: a state- 
ment of the raison d’étre of a company or organization—its reason for existence— 
which is normally referred to as the mission; a statement of some desired future state, 
usually referred to as the vision; a statement of the key values that the organization is 
committed to; and a statement of major goals. 


THE Mission A company’s mission describes what the company does. For example, 
the mission of Kodak is to provide “customers with the solutions they need to cap- 
ture, store, process, output, and communicate images—anywhere, anytime.”° In other 
words, Kodak exists to provide imaging solutions to consumers. In its mission state- 
ment, Ford Motor Company describes itself as a company that is “passionately committed 


FIGURE 1.5 
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STRATEGY FORMULATION 


FEEDBACK 


STRATEGY IMPLEMENTATION 


to providing personal mobility for people around the world. . . . We anticipate con- 
sumer need and deliver outstanding products and services that improve people’s 
lives.”” In short, Ford is a company that exists to satisfy consumer needs for personal 
mobility; that is its mission. Both of these missions focus on the customer needs that the 
company is trying to satisfy rather than on particular products (imaging and personal 
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FIGURE 1.6 
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mobility rather than conventional film or cameras and automobiles). These are 
customer-oriented rather than product-oriented missions. 

An important first step in the process of formulating a mission is to come up with 
a definition of the organization’s business. Essentially, the definition answers these 
questions: “What is our business? What will it be? What should it be?”® The responses 
guide the formulation of the mission. To answer the question, “What is our busi- 
ness?” a company should define its business in terms of three dimensions: who is 
being satisfied (what customer groups), what is being satisfied (what customer 
needs), and how customers’ needs are being satisfied (by what skills, knowledge, or 
distinctive competencies).’ Figure 1.6 illustrates these dimensions. 

This approach stresses the need for a customer-oriented rather than a product- 
oriented business definition. A product-oriented business definition focuses on the 
characteristics of the products sold and the markets served, not on which kinds of 
customer needs the products are satisfying. Such an approach obscures the com- 
pany’s true mission because a product is only the physical manifestation of applying 
a particular skill to satisfy a particular need for a particular customer group. In prac- 
tice, that need may be served in many different ways, and a broad customer-oriented 
business definition that identifies these ways can safeguard companies from being 
caught unaware by major shifts in demand. 

By helping anticipate demand shifts, a customer-oriented mission statement can 
also assist companies in capitalizing on changes in their environment. It can help an- 
swer the question, “What will our business be?” Kodak’s mission statement—to pro- 
vide “customers with the solutions they need to capture, store, process, output, and 
communicate images”—is a customer-oriented statement that focuses on customer 
needs rather than a particular product (or solution) for satisfying those needs, such 
as chemical film processing. For this reason, it is helping to drive Kodak’s current in- 
vestments in digital imaging technologies, which are now fast replacing its traditional 
business based on chemical film processing. 
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The need to take a customer-oriented view of a company’s business has often 
been ignored. History is littered with the wreckage of once-great corporations that 
did not define their business or defined it incorrectly so that ultimately they declined. 
In the 1950s and 1960s, many office equipment companies such as Smith Corona 
and Underwood defined their businesses as being the production of typewriters. This 
product-oriented definition ignored the fact that they were really in the business of 
satisfying customers’ information-processing needs. Unfortunately for those compa- 
nies, when a new technology came along that better served customer needs for infor- 
mation processing (computers), demand for typewriters plummeted. The last great 
typewriter company, Smith Corona, went bankrupt in 1996, a victim of the success of 
computer-based word-processing technology. 

In contrast, IBM correctly foresaw what its business would be. In the 1950s, IBM 
was a leader in the manufacture of typewriters and mechanical tabulating equipment 
using punch-card technology. However, unlike many of its competitors, IBM defined 
its business as providing a means for information processing and storage, rather than 
just supplying mechanical tabulating equipment and typewriters.!° Given this defini- 
tion, the company’s subsequent moves into computers, software systems, office sys- 
tems, and printers seem logical. 


Vision The vision of a company lays out some desired future state; it articulates, 
often in bold terms, what the company would like to achieve. Nokia, the world’s 
largest manufacturer of mobile (wireless) phones, operates with a very simple but 
powerful vision: “If it can go mobile, it will!” This vision implies that not only will 
voice telephony go mobile (it already has), but so will a host of other services based 
on data, such as imaging and Internet browsing. This vision has led Nokia to develop 
multimedia mobile handsets that not only can be used for voice communication but 
that also take pictures, browse the Internet, play games, and manipulate personal and 
corporate information. 


VALuES The values of a company state how managers and employees should conduct 
themselves, how they should do business, and what kind of organization they should 
build to help a company achieve its mission. Insofar as they help drive and shape be- 
havior within a company, values are commonly seen as the bedrock of a company’s 
organizational culture: the set of values, norms, and standards that control how em- 
ployees work to achieve an organization’s mission and goals. An organization’s cul- 
ture is commonly seen as an important source of its competitive advantage.!! (We 
discuss the issue of organization culture in depth in Chapter 12.) For example, Nucor 
Steel is one of the most productive and profitable steel firms in the world. Its com- 
petitive advantage is based in part on the extremely high productivity of its work 
force, which the company maintains is a direct result of its cultural values, which in 
turn determine how it treats its employees. These values are as follow: 


e@ “Management is obligated to manage Nucor in such a way that employees will 
have the opportunity to earn according to their productivity.” 


e@ “Employees should be able to feel confident that if they do their jobs properly, 
they will have a job tomorrow.” 


e@ “Employees have the right to be treated fairly and must believe that they will be.” 


e@ “Employees must have an avenue of appeal when they believe they are being 


treated unfairly.”? 
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At Nucor, values emphasizing pay for performance, job security, and fair treatment 
for employees help to create an atmosphere within the company that leads to high 
employee productivity. In turn, this has helped to give Nucor one of the lowest cost 
structures in its industry, which helps to explain the company’s profitability in a very 
price-competitive business. 

In one study of organizational values, researchers identified a set of values associ- 
ated with high-performing organizations that help companies achieve superior fi- 
nancial performance through their impact on employee behavior.!> These values in- 
cluded respect for the interests of key organizational stakeholders: individuals or 
groups that have an interest, claim, or stake in the company, in what it does, and in 
how well it performs.'* They include stockholders, bondholders, employees, cus- 
tomers, the communities in which the company does business, and the general pub- 
lic. One study found that deep respect for the interests of customers, employees, sup- 
pliers, and shareholders was associated with high performance.!? The study also 
noted that the encouragement of leadership and entrepreneurial behavior by mid- 
and lower-level managers and a willingness to support change efforts within the or- 
ganization contributed to high performance. Companies that emphasize such values 
consistently throughout their organization include Hewlett-Packard, Wal-Mart, and 
PepsiCo. The same study identified the values of poorly performing companies— 
values that, as might be expected, are not articulated in company mission statements: 
(1) arrogance, particularly to ideas from outside the company; (2) a lack of respect 
for key stakeholders; and (3) a history of resisting change efforts and “punishing” 
mid- and lower-level managers who showed “too much leadership.” General Motors 
was held up as an example of one such organization. According to the authors of this 
study, a mid- or lower-level manager who showed too much leadership and initiative 
there was not promoted! 


Major GOALS Having stated the mission, vision, and key values, strategic managers 
can take the next step in the formulation of a mission statement: establishing major 
goals. A goal is a precise and measurable desired future state that a company attempts 
to realize. In this context, the purpose of goals is to specify with precision what must 
be done if the company is to attain its mission or vision. 

Well-constructed goals have four main characteristics:!° 


@ They are precise and measurable. Measurable goals give managers a yardstick or 
standard against which they can judge their performance. 


@ They address crucial issues. To maintain focus, managers should select a limited 
number of major goals to assess the performance of the company. The goals that 
are selected should be crucial or important ones. 


@ They are challenging but realistic. They give all employees an incentive to look for 
ways of improving the operations of an organization. If a goal is unrealistic in the 
challenges it poses, employees may give up; a goal that is too easy may fail to mo- 
tivate managers and other employees.! 


@ They specify a time period in which the goals should be achieved, when that is ap- 
propriate. Time constraints tell employees that success requires a goal to be attained 
by a given date, not after that date. Deadlines can inject a sense of urgency into goal 
attainment and act as a motivator. However, not all goals require time constraints. 


Well-constructed goals also provide a means by which the performance of managers 
can be evaluated. 


e External Analysis 
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As noted earlier, although most companies operate with a variety of goals, the 
central goal of most corporations is to maximize shareholder returns, and doing this 
requires both high profitability and sustained profit growth. Thus, most companies 
operate with goals for profitability and profit growth. However, it is important that 
top managers do not make the mistake of overemphasizing current profitability to 
the detriment of long-term profitability and profit growth.!® The overzealous pursuit 
of current profitability to maximize short-term ROIC can encourage such misguided 
managerial actions as cutting expenditures judged to be nonessential in the short 
run—for instance, expenditures for research and development, marketing, and new 
capital investments. Although cutting current expenditure increases current prof- 
itability, the resulting underinvestment, lack of innovation, and diminished market- 
ing can jeopardize long-run profitability and profit growth. These expenditures are 
vital if a company is to pursue its long-term mission and sustain its competitive ad- 
vantage and profitability over time. Despite these negative consequences, managers 
may make such decisions because the adverse effects of a short-run orientation may 
not materialize and become apparent to shareholders for several years, or because 
they are under extreme pressure to hit short-term profitability goals.!? It is also 
worth noting that pressures to maximize short-term profitability may drive man- 
agers to act unethically. This apparently occurred during the late 1990s at Enron Cor- 
poration, Tyco, WorldCom, and Computer Associates, where managers systemati- 
cally inflated profits by manipulating financial accounts in a manner that 
misrepresented the true performance of the firm to shareholders. (Chapter 11 pro- 
vides a detailed discussion of the issues.) 

To guard against short-run behavior, managers need to ensure that they adopt 
goals whose attainment will increase the long-run performance and competitive- 
ness of their enterprise. Long-term goals are related to such issues as product devel- 
opment, customer satisfaction, and efficiency, and they emphasize specific objec- 
tives or targets concerning such details as employee and capital productivity, 
product quality, innovation, customer satisfaction and customer service. At Dell 
Computer, for example, the goal of replacing inventory with information is to focus 
management attention on what can be done to increase inventory turnover and thus 
reduce costs. 


The second component of the strategic management process is an analysis of the or- 
ganization’s external operating environment. The essential purpose of the external 
analysis is to identify strategic opportunities and threats in the organization’s operat- 
ing environment that will affect how it pursues its mission. Strategy in Action 1.1 de- 
scribes how an analysis of opportunities and threats in the external environment led 
to a strategic shift at Time Inc. 

Three interrelated environments should be examined when undertaking an ex- 
ternal analysis: the industry environment in which the company operates, the coun- 
try or national environment, and the wider socioeconomic or macroenvironment. 
Analyzing the industry environment requires an assessment of the competitive 
structure of the company’s industry, including the competitive position of the com- 
pany and its major rivals. It also requires analysis of the nature, stage, dynamics, and 
history of the industry. Because many markets are now global markets, analyzing 
the industry environment also means assessing the impact of globalization on com- 
petition within an industry. Such an analysis may reveal that a company should 
move some production facilities to another nation, that it should aggressively ex- 
pand in emerging markets such as China, or that it should beware of new competition 
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from emerging nations. Analyzing the macroenvironment consists of examining 
macroeconomic, social, government, legal, international, and technological fac- 
tors that may affect the company and its industry. We look at external analysis in 


Chapter 2. 


Strategic Analysis at Time Inc. 


Time Inc., the magazine publishing division of media 
conglomerate Time Warner, has a venerable history. Its 
magazine titles include Time, Fortune, Sports Illustrated, 
and People, all long-time leaders in their respective cate- 
gories. By the mid 2000s, however, Time Inc. recognized 
that it needed to change its strategy. In 2005, circulation 
at Time was off by 12%; Fortune, by 10%; and Sports Illus- 
trated, by 17%. 

An external analysis revealed what was going on. The 
readership of Time’s magazines was aging. Increasingly, 
younger readers were getting what they wanted from the 
Web. This was both a threat for Time Inc., since its Web 
offerings were not strong, and an opportunity, since with 
the right offerings Time Inc. could capture this audience. 
Time also realized that advertising dollars were migrating 
rapidly to the Web, and if the company was going to hold 
onto its share, its Web offerings had to be every bit as 
good as its print offerings. 

An internal analysis revealed why, despite multiple at- 
tempts, Time had failed to capitalize on the opportunities 
offered by the emergence of the Web. Although Time had 
tremendous strengths, including powerful brands and 
strong reporting, development of its Web offerings had 
been hindered by a serious weakness—an editorial culture 
that regarded Web publishing as a backwater. At People, 
for example, the online operation used to be “like a distant 
moon” according to managing editor Martha Nelson. 
Managers at Time Inc. had also been worried that Web 
offerings would cannibalize print offerings and help to 
accelerate the decline in the circulation of magazines, 
with dire financial consequences for the company. As a 
result of this culture, efforts to move publications onto 
the Web were underfunded or were stymied by a lack of 
management attention and commitment. 

It was Martha Nelson at People who in 2003 showed the 
way forward for the company. Her strategy for overcoming 


the weakness at Time Inc., and better exploiting opportuni- 
ties on the Web, started with merging the print and online 
newsrooms at People, removing the distinction between 
them. Then she relaunched the magazine’s online site, 
made major editorial commitments to Web publishing, 
stated that original content should appear on the Web, 
and emphasized the importance of driving traffic to the 
site and earning advertising revenues. Over the next two 
years, page views at People.com increased fivefold. 

Ann Moore, the CEO at Time Inc., formalized this 
strategy in 2005, mandating that all print offerings 
should follow the lead of People.com, integrating print 
and online newsrooms and investing significantly more 
resources in Web publishing. To drive this home, Time 
hired several well-known bloggers to write for its online 
publications. The goal of Moore’s strategy was to neutral- 
ize the cultural weakness that had hindered online efforts 
in the past at Time Inc. and to direct resources toward 
Web publishing. 

In 2006, Time made another strategic move designed 
to exploit the opportunities associated with the Web when 
it started a partnership with the twenty-four-hour news 
channel, CNN, putting all of its financial magazines onto 
a site that is jointly owned, CNNMoney.com. The site, 
which offers free access to Fortune, Money, and Business 
2.0, quickly took the third spot in online financial websites 
behind Yahoo finance and MSN. This was followed with a 
redesigned website for Sports Illustrated that has rolled out 
video downloads for iPods and mobile phones. 

To drive home the shift to Web-centric publishing, in 
late 2006, Time announced another change in strategy— 
it would sell off eighteen magazine titles that, while good 
performers, did not appear to have much traction on the 
Web. Ann Moore stated that going forward Time would 
be focusing its energy, resources, and investments on the 
company’s largest and most profitable brands, brands 
that have demonstrated an ability to draw large audiences 
in digital form.* 
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the Business Model 
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Internal analysis, the third component of the strategic planning process, focuses on 
reviewing the resources, capabilities, and competencies of a company. The goal is to 
identify the strengths and weaknesses of the company. For example, as described in 
Strategy in Action 1.1, an internal analysis at Time Inc. revealed that while the com- 
pany had strong well-known brands such as Fortune, Money, Sports Illustrated, and 
People (a strength), and a strong reporting capabilities (another strength), it suffered 
from a lack of editorial commitment to online publishing (a weakness). We consider 
internal analysis in Chapter 3. 


The next component of strategic thinking requires the generation of a series of 
strategic alternatives, or choices of future strategies to pursue, given the company’s 
internal strengths and weaknesses and its external opportunities and threats. The 
comparison of strengths, weaknesses, opportunities, and threats is normally referred 
to as a SWOT analysis.”° The central purpose is to identify the strategies to exploit 
external opportunities, counter threats, build on and protect company strengths, and 
eradicate weaknesses. 

At Time Inc., managers saw the move of readership to the Web as both an opportu- 
nity that they must exploit and a threat to Time’s established print magazines. They rec- 
ognized that Time’s well-known brands and strong reporting capabilities were strengths 
that would serve it well online, but that an editorial culture that marginalized online 
publishing was a weakness that had to be fixed. The strategies that managers at Time 
Inc. came up with included merging the print and online newsrooms to remove dis- 
tinctions between them; investing significant financial resources in online sites; and 
entering into a partnership with CNN, which already had a strong online presence. 

More generally, the goal of a SWOT analysis is to create, affirm, or fine-tune a 
company-specific business model that will best align, fit, or match a company’s re- 
sources and capabilities to the demands of the environment in which it operates. 
Managers compare and contrast the various alternative possible strategies against 
each other and then identify the set of strategies that will create and sustain a com- 
petitive advantage. These strategies can be divided into four main categories: 


e@ Functional-level strategies, directed at improving the effectiveness of operations 
within a company, such as manufacturing, marketing, materials management, 
product development, and customer service. We review functional-level strate- 
gies in Chapter 4. 


@ Business-level strategies, which encompasses the business’s overall competitive 
theme, the way it positions itself in the marketplace to gain a competitive advan- 
tage, and the different positioning strategies that can be used in different industry 
settings—for example, cost leadership, differentiation, focusing on a particular niche 
or segment of the industry, or some combination of these. We review business-level 
strategies in Chapters 5, 6 and 7. 


@ Global strategies, which addresses how to expand operations outside the home 
country to grow and prosper in a world where competitive advantage is deter- 
mined at a global level. We review global strategies in Chapter 8. 


@ Corporate-level strategies, which answer the primary questions: What business or 
businesses should we be in to maximize the long-run profitability and profit 
growth of the organization, and how should we enter and increase our presence 
in these businesses to gain a competitive advantage? We review corporate-level 
strategies in Chapters 9 and 10. 
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The strategies identified through a SWOT analysis should be congruent with each 
other. Thus, functional-level strategies should be consistent with, or support, the 
company’s business-level strategy and global strategy. Moreover, as we explain later 
in this book, corporate-level strategies should support business-level strategies. 
When taken together, the various strategies pursued by a company constitute a viable 
business model. In essence, a SWOT analysis is a methodology for choosing between 
competing business models and for fine-tuning the business model that managers 
choose. For example, when Microsoft entered the videogame market with its Xbox 
offering, it had to settle on the best business model for competing in this market. Mi- 
crosoft used a SWOT type of analysis to compare alternatives and settled on a “razor 
and razor blades” business model in which the Xbox console is priced below cost to 
build sales (the “razor”), while profits are made from royalties on the sale of games 
for the Xbox (the “blades”). 


e Strategy Having chosen a set of congruent strategies to achieve a competitive advantage and 
Implementation increase performance, managers must put those strategies into action: strategy has to 
be implemented. Strategy implementation involves taking actions at the functional, 
business, and corporate levels to execute a strategic plan. Implementation can include, 
for example, putting quality improvement programs into place, changing the way a 
product is designed, positioning the product differently in the marketplace, segment- 
ing the marketing and offering different versions of the product to different consumer 
groups, implementing price increases or decreases, expanding through mergers and 
acquisitions, or downsizing the company by closing down or selling off parts of the 

company. These and other topics are discussed in detail in Chapters 4 through 10. 
Strategy implementation also entails designing the best organization structure 
and the best culture and control systems to put a chosen strategy into action. In addi- 
tion, senior managers need to put a governance system in place to make sure that all 
within the organization act in a manner that is not only consistent with maximizing 
profitability and profit growth but also legal and ethical. In this book, we look at the 
topic of governance and ethics in Chapter 11; we discuss the organization structure, 
culture, and controls required to implement business-level strategies in Chapter 12; 
and the structure, culture, and controls required to implement corporate-level strate- 

gies in Chapter 13. 


e The Feedback Loop The feedback loop in Figure 1.5 indicates that strategic planning is ongoing; it never 
ends. Once a strategy has been implemented, its execution must be monitored to de- 
termine the extent to which strategic goals and objectives are actually being achieved 
and to what degree competitive advantage is being created and sustained. This infor- 
mation and knowledge pass back to the corporate level through feedback loops and 
become the input for the next round of strategy formulation and implementation. 
Top managers can then decide whether to reaffirm the existing business model and 
the existing strategies and goals or suggest changes for the future. For example, if a 
strategic goal proves too optimistic, the next time, a more conservative goal is set. 
Or feedback may reveal that the business model is not working, so managers may 
seek ways to change it. In essence, this is what happened at Time Inc. (see Strategy in 
Action 1.1). This may also be what is now happening at Dell Computer (see the 
Opening Case). Dell’s business model, which worked so well for so long, now seems 
to be faltering, and to reestablish its competitive advantage in the personal computer 
industry, Dell’s managers may well have to make strategic changes. 
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Strategy as an Emergent Process 


e Strategy Making in 
an Unpredictable 
World 


e Autonomous Action: 
Strategy Making 

by Lower-Level 
Managers 


The basic planning model suggests that a company’s strategies are the result of a plan, 
that the strategic planning process itself is rational and highly structured, and that the 
process is orchestrated by top management. Several scholars have criticized the formal 
planning model for three main reasons: the unpredictability of the real world, the role 
that lower-level managers can play in the strategic management process, and the fact 
that many successful strategies are often the result of serendipity, not rational strate- 
gizing. They have advocated an alternative view of strategy making.”! 


Critics of formal planning systems argue that we live in a world in which uncertainty, 
complexity, and ambiguity dominate, and in which small chance events can have a 
large and unpredictable impact on outcomes.”* In such circumstances, they claim, 
even the most carefully thought-out strategic plans are prone to being rendered use- 
less by rapid and unforeseen change. In an unpredictable world, there is a premium 
on being able to respond quickly to changing circumstances and to alter the strate- 
gies of the organization accordingly. The dramatic rise of Google, for example, with 
its business model based revenues earned from advertising links associated with 
search results (the so-called pay-per-click business model), disrupted the online ad- 
vertising industry in 2003-2004. Nobody foresaw this development or planned for it, 
but they had to respond to it, and rapidly. Companies with a strong online advertis- 
ing presence, including Yahoo.com and Microsoft’s MSN network, rapidly changed 
their strategies to adapt to the threat posed by Google. Specifically, both developed 
their own search engines and copied Google’s pay-per-click business model. Accord- 
ing to critics of formal systems, such a flexible approach to strategy making is not 
possible within the framework of a traditional strategic planning process, with its 
implicit assumption that an organization’s strategies need to be reviewed only during 
the annual strategic planning exercise. 


Another criticism leveled at the rational planning model of strategy is that too much 
importance is attached to the role of top management, particularly the CEO.”? An al- 
ternative view now gaining wide acceptance is that individual managers deep within 
an organization can and often do exert a profound influence over the strategic direc- 
tion of the firm.*4 Writing with Robert Burgelman of Stanford University, Andy 
Grove, the former CEO of Intel, noted that many important strategic decisions at 
Intel were initiated not by top managers but by the autonomous action of lower-level 
managers deep within Intel who, on their own initiative, formulated new strategies 
and worked to persuade top-level managers to alter the strategic priorities of the 
firm.”° These strategic decisions included the decision to exit an important market 
(the DRAM memory chip market) and to develop a certain class of microprocessors 
(RISC-based microprocessors) in direct contrast to the stated strategy of Intel’s top 
managers. Similarly, the original prototype for Microsoft’s first Xbox videogame sys- 
tem was developed by four lower-level engineering employees on their own initiative. 
They then successfully lobbied top managers to dedicate resources toward commercial- 
izing their prototype. Another example of autonomous action, this one at Starbucks, is 
given in Strategy in Action 1.2. 

Autonomous action may be particularly important in helping established com- 
panies deal with the uncertainty created by the arrival of a radical new technology 
that changes the dominant paradigm in an industry.”° Top managers usually rise to 
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Starbucks’s Music Business 


Anyone who has walked into a Starbucks cannot help but 
notice that, in addition to various coffee beverages and 
food, the company also sells music CDs. Most Starbucks 
stores now have racks displaying about twenty CDs. Re- 
ports suggest that when Starbucks decides to carry a CD, 
it typically ranks among the top four retailers selling it. 
The interesting thing about Starbucks’s entry into music 
retailing is that it was not the result of a formal planning 
process. The company’s journey into music retailing 
started in the late 1980s when Tim Jones, then the manager 


of a Starbucks in Seattle’s University Village, started to 
bring his own tapes of music compilations into the store 
to play. Soon Jones was getting requests for copies from 
customers. Jones told this to Starbucks’s CEO, Howard 
Schultz, and suggested that Starbucks start to sell its own 
music. At first, Schultz was skeptical but after repeated 
lobbying efforts by Jones, he eventually took up the sug- 
gestion. Today, Starbucks not only sells CDs, it is also 
moving into music downloading with its “Hear Music” 
Starbucks stores, where customers can listen to music 
from Starbucks’s 200,000-song online music library while 
sipping their coffee and can burn their own CDs.> 


ee ee 


e Serendipity 
and Strategy 


preeminence by successfully executing the established strategy of the firm. Therefore, 
they may have an emotional commitment to the status quo and are often unable to 
see things from a different perspective. In this sense, they are a conservative force that 
promotes inertia. Lower-level managers, however, are less likely to have the same 
commitment to the status quo and have more to gain from promoting new technolo- 
gies and strategies. They may be the first ones to recognize new strategic opportuni- 
ties and lobby for strategic change. As described in Strategy in Action 1.3, this seems 
to have been the case at discount stockbroker, Charles Schwab, which had to adjust to 
the arrival of the Web in the 1990s. 


Business history is replete with examples of accidental events that help to push com- 
panies in new and profitable directions. What these examples suggest is that many 
successful strategies are not the result of well-thought-out plans but of serendipity, 
that is, of stumbling across good things unexpectedly. One such example occurred at 
3M during the 1960s. At that time, 3M was producing fluorocarbons for sale as 
coolant liquid in air conditioning equipment. One day, a researcher working with 
fluorocarbons in a 3M lab spilled some of the liquid on her shoes. Later that day 
when she spilled coffee over her shoes, she watched with interest as the coffee formed 
into little beads of liquid and then ran off her shoes without leaving a stain. Reflect- 
ing on this phenomenon, she realized that a fluorocarbon-based liquid might turn 
out to be useful for protecting fabrics from liquid stains, and so the idea for Scotch 
Guard was born. Subsequently, Scotch Guard became one of 3M’s most profitable 
products and took the company into the fabric protection business, an area it had 
never planned to participate in.”” 

Serendipitous discoveries and events can open all sorts of profitable avenues for a 
company. But some companies have missed profitable opportunities because serendip- 
itous discoveries or events were inconsistent with their prior (planned) conception of 
what their strategy should be. In one of the classic examples of such myopia, a century 
ago, the telegraph company Western Union turned down an opportunity to purchase 
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A Strategic Shift at Charles Schwab 


In the mid-1990s, Charles Schwab was the most success- 
ful discount stockbroker in the world. Over twenty 
years, it had gained share from full-service brokers like 
Merrill Lynch by offering deep discounts on the com- 
missions charged for stock trades. Although Schwab 
had a nationwide network of branches, most customers 
executed their trades through a telephone system called 
Telebroker. Others used online proprietary software, 
Street Smart, which had to be purchased from Schwab. 
It was a business model that worked well—then along 
came E*Trade. 

E*Trade was a discount broker started in 1994 by Bill 
Porter, a physicist and inventor, to take advantage of the 
opportunity created by the rapid emergence of the 
World Wide Web. E*Trade launched the first dedicated 
website for online trading. E*Trade had no branches, no 
brokers, and no telephone system for taking orders, and 
thus it had a very low-cost structure. Customers traded 
stocks over the company’s website. Due to its low-cost 
structure, E*Trade was able to announce a flat $14.95 
commission on stock trades, a figure significantly below 
Schwab’s average commission, which at the time was $65. 
It was clear from the outset that E*Trade and other on- 
line brokers, such as Ameritrade, who soon followed, of- 
fered a direct threat to Schwab. Not only were their cost 
structures and commission rates considerably below 
Schwab’s, but the ease, speed, and flexibility of trading 
stocks over the Web suddenly made Schwab’s Street 
Smart trading software seem limited and its telephone 
system antiquated. 


Deep within Schwab, William Pearson, a young soft- 
ware specialist who had worked on the development of 
Street Smart, immediately saw the transformational 
power of the Web. Pearson believed that Schwab needed 
to develop its own Web-based software, and quickly. Try 
as he might, though, Pearson could not get the attention 
of his supervisor. He tried a number of other executives 
but found support hard to come by. Eventually he ap- 
proached Anne Hennegar, a former Schwab manager who 
now worked as a consultant to the company. Hennegar 
suggest that Pearson meet with Tom Seip, an executive 
vice president at Schwab who was known for his ability to 
think outside the box. Hennegar approached Seip on 
Pearson's behalf, and Seip responded positively, asking 
her to set up a meeting. Hennegar and Pearson turned up 
expecting to meet just Seip, but to their surprise in 
walked Charles Schwab; his chief operating officer, David 
Pottruck; and the vice presidents in charge of strategic 
planning and the electronic brokerage arena. 

As the group watched Pearson’s demo of how a Web- 
based system would look and work, they became increas- 
ingly excited. It was clear to those in the room that a Web- 
based system using real-time information, personalization, 
customization, and interactivity all advanced Schwab's 
commitment to empowering customers. By the end of 
the meeting, Pearson had received a green light to start 
work on the project. A year later, Schwab launched its 
own Web-based offering, eSchwab, which enabled 
Schwab clients to execute stock trades for a low flat-rate 
commission. eSchwab went on to become the core of the 
company’s offering, enabling it to stave off competition 
from deep discount brokers like E*Trade.° 


the rights to an invention made by Alexander Graham Bell. The invention was the tele- 
phone, a technology that subsequently made the telegraph obsolete. 


e Intended 
and Emergent 
Strategies 


Henry Mintzberg’s model of strategy development provides a more encompassing 
view of what strategy actually is. According to this model, illustrated in Figure 1.7, a 
company’s realized strategy is the product of whatever planned strategies are actually 


put into action (the company’s deliberate strategies) and of any unplanned, or emer- 
gent, strategies. In Mintzberg’s view, many planned strategies are not implemented 
because of unpredicted changes in the environment (they are unrealized). Emergent 
strategies are the unplanned responses to unforeseen circumstances. They arise from 
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autonomous action by individual managers deep within the organization, from 
serendipitous discoveries or events, or from an unplanned strategic shift by top-level 
managers in response to changed circumstances. They are not the product of formal 
top-down planning mechanisms. 

Mintzberg maintains that emergent strategies are often successful and may be 
more appropriate than intended strategies. In the classic description of this process, 
Richard Pascale described how this was the case for the entry of Honda Motor Co. 
into the U.S. motorcycle market.” When a number of Honda executives arrived in 
Los Angeles from Japan in 1959 to establish a U.S. operation, their original aim (in- 
tended strategy) was to focus on selling 250-cc and 350-cc machines to confirmed 
motorcycle enthusiasts rather than 50-cc Honda Cubs, which were a big hit in Japan. 
Their instinct told them that the Honda 50s were not suitable for the U.S. market, 
where everything was bigger and more luxurious than in Japan. 

However, sales of the 250-cc and 350-cc bikes were sluggish, and the bikes them- 
selves were plagued by mechanical failure. It looked as if Honda’s strategy was going 
to fail. At the same time, the Japanese executives who were using the Honda 50s to 
run errands around Los Angeles were attracting a lot of attention. One day, they got a 
call from a Sears, Roebuck buyer who wanted to sell the 50-cc bikes to a broad mar- 
ket of Americans who were not necessarily motorcycle enthusiasts. The Honda exec- 
utives were hesitant to sell the small bikes for fear of alienating serious bikers, who 
might then associate Honda with “wimpy” machines. In the end, however, they were 
pushed into doing so by the failure of the 250-cc and 350-cc models. 

Honda had stumbled onto a previously untouched market segment that was to 
prove huge: the average American who had never owned a motorbike. Honda had 
also found an untried channel of distribution: general retailers rather than specialty 
motorbike stores. By 1964, nearly one out of every two motorcycles sold in the 
United States was a Honda. 

The conventional explanation for Honda’s success is that the company redefined 
the U.S. motorcycle industry with a brilliantly conceived intended strategy. The fact 
was that Honda’s intended strategy was a near-disaster. The strategy that emerged did 
so not through planning but through unplanned action in response to unforeseen 
circumstances. Nevertheless, credit should be given to the Japanese management for 
recognizing the strength of the emergent strategy and for pursuing it with vigor. 
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The critical point demonstrated by the Honda example is that successful strate- 
gies can often emerge within an organization without prior planning and in response 
to unforeseen circumstances. As Mintzberg has noted, strategies can take root wher- 
ever people have the capacity to learn and the resources to support that capacity. 

In practice, the strategies of most organizations are probably a combination of the 
intended (planned) and the emergent. The message for management is that it needs to 
recognize the process of emergence and to intervene when appropriate, killing off bad 
emergent strategies but nurturing potentially good ones.”? To make such decisions, 
managers must be able to judge the worth of emergent strategies. They must be able to 
think strategically. Although emergent strategies arise from within the organization 
without prior planning—that is, without going through the steps illustrated in Figure 1.5 
in a sequential fashion—top management still has to evaluate emergent strategies. 
Such evaluation involves comparing each emergent strategy with the organization’s 
goals, external environmental opportunities and threats, and internal strengths and 
weaknesses. The objective is to assess whether the emergent strategy fits the company’s 
needs and capabilities. In addition, Mintzberg stresses that an organization’s capability 
to produce emergent strategies is a function of the kind of corporate culture that the 
organization’s structure and control systems foster. In other words, the different com- 
ponents of the strategic management process are just as important from the perspec- 
tive of emergent strategies as they are from the perspective of intended strategies. 


Strategic Planning in Practice 


e Scenario Planning 


Despite criticisms, research suggests that formal planning systems do help managers 
make better strategic decisions. A study that analyzed the results of twenty-six previ- 
ously published studies came to the conclusion that, on average, strategic planning 
has a positive impact on company performance.°? Another study of strategic plan- 
ning in 656 firms found that formal planning methodologies and emergent strategies 
both form part of a good strategy formulation process, particularly in an unstable en- 
vironment.*! For strategic planning to work, it is important that top-level managers 
plan not just in the context of the current competitive environment but also in the 
context of the future competitive environment. To try to forecast what that future will 
look like, managers can use scenario planning techniques to plan for different possible 
futures. They can also involve operating managers in the planning process and seek 
to shape the future competitive environment by emphasizing strategic intent. 


One reason that strategic planning may fail over the long run is that strategic man- 
agers, in their initial enthusiasm for planning techniques, may forget that the future is 
inherently unpredictable. Even the best-laid plans can fall apart if unforeseen contin- 
gencies occur, and that happens all the time in the real world. The recognition that un- 
certainty makes it difficult to forecast the future accurately led planners at Royal Dutch 
Shell to pioneer the scenario approach to planning.** Scenario planning involves for- 
mulating plans that are based upon what-if scenarios about the future. In the typical 
scenario planning exercise, some scenarios are optimistic and some are pessimistic. 
Teams of managers are asked to develop specific strategies to cope with each scenario. A 
set of indicators is chosen to be used as signposts to track trends and identify the prob- 
ability that any particular scenario is coming to pass. The idea is to get managers to 
understand the dynamic and complex nature of their environment, to think through 
problems in a strategic fashion, and to generate a range of strategic options that might 
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be pursued under different circumstances.*? The scenario approach to planning has 
spread rapidly among large companies. One survey found that over 50 percent of the 
Fortune 500 companies use some form of scenario-planning methods.*4 

The oil company Royal Dutch Shell has perhaps done more than most to pioneer 
the concept of scenario planning, and its experience demonstrates the power of the 
approach.*» Shell has been using scenario planning since the 1980s. Today, it uses two 
main scenarios to refine its strategic planning. The scenarios relate to future demand 
for oil. One, called “Dynamics as Usual,” sees a gradual shift from carbon fuels such 
as oil to natural gas and eventually to renewable energy. The second scenario, “The 
Spirit of the Coming Age,” looks at the possibility that a technological revolution will 
lead to a rapid shift to new energy sources.*° Shell is making investments that will en- 
sure the profitability of the company whichever scenario comes to pass, and it is care- 
fully tracking technological and market trends for signs of which scenario is becom- 
ing more likely over time. 

The great virtue of the scenario approach to planning is that it can push man- 
agers to think outside the box, to anticipate what they might have to do in different 
situations, and to learn that the world is a complex and unpredictable place that 
places a premium on flexibility rather than on inflexible plans based on assumptions 
about the future that may turn out to be incorrect. As a result of scenario planning, 
organizations might pursue one dominant strategy related to the scenario that is 
judged to be most likely, but they make some investments that will pay off if other 
scenarios come to the fore (see Figure 1.8). Thus, the current strategy of Shell is 
based on the assumption that the world will only gradually shift way from carbon- 
based fuels (its “Dynamics as Usual” scenario), but the company is also hedging its 
bets by investing in new energy technologies and mapping out a strategy to pursue 
should its second scenario come to pass. 


A mistake that some companies have made in constructing their strategic planning 
process has been to treat planning as an exclusively top management responsibility. 
This ivory tower approach can result in strategic plans formulated in a vacuum by top 
managers who have little understanding or appreciation of current operating realities. 
Consequently, top managers may formulate strategies that do more harm than good. 
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For example, when demographic data indicated that houses and families were 
shrinking, planners at GE’s appliance group concluded that smaller appliances were 
the wave of the future. Because they had little contact with home builders and retail- 
ers, they did not realize that kitchens and bathrooms were the two rooms that were 
not shrinking. Nor did they appreciate that working women wanted big refrigerators 
to cut down on trips to the supermarket. GE ended up wasting a lot of time design- 
ing small appliances with limited demand. 

The ivory tower concept of planning can also lead to tensions between corporate-, 
business-, and functional-level managers. The experience of GE’s appliance group is 
again illuminating. Many of the corporate managers in the planning group were re- 
cruited from consulting firms or top-flight business schools. Many of the functional 
managers took this pattern of recruitment to mean that corporate managers did not 
think they were smart enough to think through strategic problems for themselves. 
They felt shut out of the decision-making process, which they believed to be unfairly 
constituted. Out of this perceived lack of procedural justice grew an us-versus-them 
mindset that quickly escalated into hostility. As a result, even when the planners were 
right, operating managers would not listen to them. For example, the planners cor- 
rectly recognized the importance of the globalization of the appliance market and the 
emerging Japanese threat. However, operating managers, who then saw Sears, Roebuck 
as the competition, paid them little heed. Finally, ivory tower planning ignores the im- 
portant strategic role of autonomous action by lower-level managers and serendipity. 

Correcting the ivory tower approach to planning requires recognizing that suc- 
cessful strategic planning encompasses managers at all levels of the corporation. 
Much of the best planning can and should be done by business and functional man- 
agers who are closest to the facts; in other words, planning should be decentralized. 
The role of corporate-level planners should be that of facilitators who help business 
and functional managers do the planning by setting the broad strategic goals of the 
organization and providing the resources required to identify the strategies that 
might be required to attain those goals. 

It is not enough to involve lower-level managers in the strategic planning process, 
however; they also need to perceive that the decision-making process is fair, a con- 
cept that Chan Kim and Renée Mauborgne refer to as procedural justice.°” If people 
perceive the decision-making process to be unjust, they are less likely to be commit- 
ted to any resulting decisions and to cooperate voluntarily in activities designed to 
implement those decisions. Consequently, the strategy chosen might fail for lack of 
support among those who must implement it at the operating level. 


The formal strategic planning model has been characterized as the fit model of strategy 
making because it attempts to achieve a fit between the internal resources and capabili- 
ties of an organization and the external opportunities and threats in the industry envi- 
ronment. Gary Hamel and C. K. Prahalad have criticized the fit model because it can 
lead to a mindset in which management focuses too much on the degree of fit between 
the existing resources of a company and current environmental opportunities, and not 
enough on building new resources and capabilities to create and exploit future oppor- 
tunities.°*® Strategies formulated with only the present in mind, argue Prahalad and 
Hamel, tend to be more concerned with today’s problems than with tomorrow’s op- 
portunities. As a result, companies that rely exclusively on the fit approach to strategy 
formulation are unlikely to be able to build and maintain a competitive advantage. This 
is particularly true in a dynamic competitive environment, where new competitors are 
continually arising and new ways of doing business are constantly being invented. 
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As Prahalad and Hamel note, again and again, companies using the fit approach have 
been surprised by the ascent of competitors that initially seemed to lack the resources and 
capabilities needed to make them a real threat. This happened to Xerox, which ignored 
the rise of Canon and Ricoh in the photocopier market until they had become serious 
global competitors; to General Motors, which initially overlooked the threat posed by 
Toyota and Honda in the 1970s; and to Caterpillar, which ignored the danger Komatsu 
posed to its heavy earthmoving business until it was almost too late to respond. 

The secret of the success of companies like Toyota, Canon, and Komatsu, accord- 
ing to Prahalad and Hamel, is that they all had bold ambitions that outstripped their 
existing resources and capabilities. All wanted to achieve global leadership, and they 
set out to build the resources and capabilities that would enable them to attain this 
goal. Consequently, top management created an obsession with winning at all levels 
of the organization that they sustained over a ten- to twenty-year quest for global 
leadership. Prahalad and Hamel refer to this type of obsession as strategic intent. 
They stress that strategic intent is more than simply unfettered ambition. It encom- 
passes an active management process that includes “focusing the organization’s at- 
tention on the essence of winning; motivating people by communicating the value of 
the target; leaving room for individual and team contributions; sustaining enthusi- 
asm by providing new operational definitions as circumstances change; and using in- 
tent consistently to guide resource allocations.”*? 

Thus, underlying the concept of strategic intent is the notion that strategic plan- 
ning should be based on setting an ambitious vision and ambitious goals that stretch 
a company and then finding ways to build the resources and capabilities necessary to 
attain that vision and those goals. As Prahalad and Hamel note, in practice, the two 
approaches to strategy formulation are not mutually exclusive. All the components of 
the strategic planning process that we discussed earlier (see Figure 1.5) are important. 

In addition, say Prahalad and Hamel, the strategic management process should 
begin with a challenging vision, such as attaining global leadership, that stretches the 
organization. Throughout the subsequent process, the emphasis should be on find- 
ing ways (strategies) to develop the resources and capabilities necessary to achieve 
these goals rather than on exploiting existing strengths to take advantage of existing 
opportunities. The difference between strategic fit and strategic intent, therefore, 
may just be one of emphasis. Strategic intent is more internally focused and is con- 
cerned with building new resources and capabilities. Strategic fit focuses more on 
matching existing resources and capabilities to the external environment. 


Strategic Decision Making 


Even the best-designed strategic planning systems will fail to produce the desired results 
if managers do not use the information at their disposal effectively. Consequently, it is 
important that strategic managers learn to make better use of the information they have 
and understand why they sometimes make poor decisions. One important way in which 
managers can make better use of their knowledge and information is to understand how 
common cognitive biases can result in good managers making bad decisions.*° 


e Cognitive Biases The rationality of human decisionmakers is bounded by our own cognitive capabili- 
and Strategic _ ties.4! We are not supercomputers, and it is difficult for us to absorb and process 
Decision Making large amounts of information effectively. As a result, when making decisions, we tend 
to fall back on certain rules of thumb, or heuristics, that help us to make sense out of 
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a complex and uncertain world. However, sometimes these rules lead to severe and 
systematic errors in the decision-making process.*7 Systematic errors are those that 
appear time and time again. They seem to arise from a series of cognitive biases in 
the way that human decisionmakers process information and reach decisions. Be- 
cause of cognitive biases, many managers end up making poor strategic decisions. 

A number of biases have been verified repeatedly in laboratory settings, so we can 
be reasonably sure that they exist and that we are all prone to them.** The prior hy- 
pothesis bias refers to the fact that decisionmakers who have strong prior beliefs about 
the relationship between two variables tend to make decisions on the basis of these be- 
liefs, even when presented with evidence that their beliefs are wrong. Moreover, they 
tend to seek and use information that is consistent with their prior beliefs while ignoring 
information that contradicts these beliefs. To put this bias in a strategic context, it sug- 
gests that a CEO who has a strong prior belief that a certain strategy makes sense might 
continue to pursue that strategy, despite evidence that it is inappropriate or failing. 

Another well-known cognitive bias, escalating commitment, occurs when deci- 
sionmakers, having already committed significant resources to a project, commit 
even more resources even if they receive feedback that the project is failing.“4 This 
may be an irrational response; a more logical response would be to abandon the 
project and move on (that is, to cut your losses and run), rather than escalate com- 
mitment. Feelings of personal responsibility for a project apparently induce decision- 
makers to stick with a project despite evidence that it is failing. 

A third bias, reasoning by analogy, involves the use of simple analogies to make 
sense out of complex problems. The problem with this heuristic is that the analogy 
may not be valid. A fourth bias, representativeness, is rooted in the tendency to 
generalize from a small sample or even a single vivid anecdote. This bias violates the 
statistical law of large numbers, which says that it is inappropriate to generalize 
from a small sample, let alone from a single case. In many respects, the dot-com 
boom of the late 1990s was based on reasoning by analogy and representativeness. 
Prospective entrepreneurs saw some of the early dot-com companies such Amazon 
and Yahoo! achieve rapid success, at least judged by some metrics. Reasoning by anal- 
ogy from a very small sample, they assumed that any dot-com could achieve similar 
success. Many investors reached similar conclusions. The result was a massive wave 
of start-ups that jumped into the Internet space in an attempt to capitalize on the 
perceived opportunities. That the vast majority of these companies subsequently 
went bankrupt is testament to the fact that the analogy was wrong and that the suc- 
cess of the small sample of early entrants was no guarantee that all dot-coms would 
succeed. 

A fifth cognitive bias is referred to as the illusion of control: the tendency to 
overestimate one’s ability to control events. General or top managers seem to be par- 
ticularly prone to this bias: having risen to the top of an organization, they tend to be 
overconfident about their ability to succeed. According to Richard Roll, such overcon- 
fidence leads to what he has termed the hubris hypothesis of takeovers.*° Roll argues 
that top managers are typically overconfident about their ability to create value by ac- 
quiring another company. Hence, they end up making poor acquisition decisions, 
often paying far too much for the companies they acquire. Subsequently, servicing 
the debt taken on to finance such an acquisition makes it all but impossible to make 
money from the acquisition. 

The availability error is yet another common bias. The availability error arises 
from our predisposition to estimate the probability of an outcome based on how easy 
the outcome is to imagine. For example, more people seem to fear a plane crash than 
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a car accident, and yet statistically one is far more likely to be killed in a car on the 
way to the airport than in a plane crash. They overweigh the probability of a plane 
crash because the outcome is easier to imagine, and because plane crashes are more 
vivid events than car crashes, which affect only small numbers of people at a time. As 
a result of the availability error, managers might allocate resources to a project whose 
outcome is easier to imagine rather than to one that might have the highest return. 


eGroupthink Because most strategic decisions are made by groups, the group context within which 
and Strategic decisions are made is clearly an important variable in determining whether cognitive 
Decisions _ biases will operate to adversely affect the strategic decision-making process. The psy- 
chologist Irvin Janis has argued that many groups are characterized by a process 
known as groupthink and, as a result, make poor strategic decisions.*° Groupthink 
occurs when a group of decisionmakers embarks on a course of action without ques- 
tioning underlying assumptions. Typically, a group coalesces around a person or pol- 
icy. It ignores or filters out information that can be used to question the policy and 
develops after-the-fact rationalizations for its decision. Commitment to the mission 
or goals becomes based on an emotional rather than an objective assessment of the 
“correct” course of action. The consequences can be poor decisions. 
The phenomenon of groupthink may explain, at least in part, why companies 
often make poor strategic decisions in spite of sophisticated strategic management. 
Janis traced many historical fiascoes to defective policymaking by government lead- 
ers who received social support from their in-group of advisers. For example, he sug- 
gested that President John F. Kennedy’s inner circle suffered from groupthink when 
the members of this group supported the decision to launch the Bay of Pigs invasion 
of Cuba in 1961, even though available information showed that it would be an un- 
successful venture and would damage U.S. relations with other countries. Janis has 
observed that groupthink-dominated groups are characterized by strong pressures 
toward uniformity, which make their members avoid raising controversial issues, 
questioning weak arguments, or calling a halt to soft-headed thinking. As discussed 
in Strategy in Action 1.4, the Senate Intelligence Committee believed that groupthink 
biased CIA and other reports on Iraq’s weapons of mass destruction that the Bush 
administration subsequently used to justify the 2003 invasion of that nation. 


e Techniques The existence of cognitive biases and groupthink raises the issue of how to bring crit- 
for Improving ical information to bear on the decision-making mechanism so that a company’s 
Decision Making _ strategic decisions are realistic and based on thorough evaluation. Two techniques 
known to enhance strategic thinking and counteract groupthink and cognitive biases 

are devil’s advocacy and dialectic inquiry.*” 

Devil’s advocacy requires the generation of both a plan and a critical analysis of 
the plan. One member of the decision-making group acts as the devil’s advocate, 
bringing out all the reasons that might make the proposal unacceptable. In this way, 
decisionmakers can become aware of the possible perils of recommended courses of 
action. 

Dialectic inquiry is more complex because it requires the generation of a plan (a 
thesis) and a counterplan (an antithesis) that reflect plausible but conflicting courses 
of action.** Strategic managers listen to a debate between advocates of the plan and 
counterplan and then decide which plan will lead to the higher performance. The pur- 
pose of the debate is to reveal the problems with definitions, recommended courses of 
action, and assumptions of both plans. As a result of this exercise, strategic managers 
are able to form a new and more encompassing conceptualization of the problem, 
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Was Intelligence on Iraq Biased 
by Groupthink? 


In October 2002, intelligence agencies in the United 
States issued a national intelligence estimate on Iraq's ef- 
forts to procure and build weapons of mass destruction 
(WMDs). The report concluded that there was good evi- 
dence that Iraq was actively pursuing a nuclear weapons 
program and, furthermore, had tried to procure uranium 
for its bomb-making efforts from the African nation of 
Niger. In addition, the report claimed that Iraq was stock- 
piling chemical weapons, including mustard, saran, and 
nerve gas, and was actively pursuing a research program 
to produce biological weapons, including anthrax and 
smallpox viruses. The report was used by the Bush ad- 
ministration to help justify the 2003 invasion of Iraq, 
which culminated in the removal of Saddam Hussein’s 
regime. The report also helped convince the U.S. Senate 
that Iraq was violating United Nations conditions im- 
posed after the first Gulf War in 1991. On the basis of this 
intelligence, seventy-five senators voted to authorize the 
2003 war. 

By late 2003, however, it was becoming increasingly 
apparent that if there were WMDs in Iraq, they were very 
few in number and extremely well hidden. Had the pre- 
war intelligence been wrong? In mid-2004, the Senate In- 
telligence Committee published a report evaluating the 
information contained in the October 2002 national intel- 
ligence estimate. The findings of the Senate report were 
endorsed by all seventeen members of the committee, nine 
Republicans and eight Democrats. In total, they consti- 
tuted a damning indictment of the prewar intelligence pro- 
vided by the CIA and others to the Bush administration 
and Congress. 

The Senate report concluded that a groupthink dy- 
namic inside American intelligence agencies generated a 
“collective presumption that Iraq had an active and grow- 
ing weapons program.” This internal bias, according to 
the senators, prompted analysts, collectors, and managers 
in the CIA and other agencies to “interpret ambiguous ev- 
idence as being conclusively indicative of a WMD pro- 
gram as well as ignore or minimize evidence that Iraq did 
not have active or expanding weapons of mass destruction 
programs.” As a consequence, most of the key judgments 


in the October 2002 national intelligence estimate were 
“either overstated, or were not supported by the underly- 
ing intelligence reporting.” 

One of the most critical parts of the Senate report 
dealt with the prewar assessment of Iraq’s nuclear 
weapons program. The report stated that the 2002 na- 
tional intelligence estimate represented a sharp break 
from previous assessments, which had concluded that Iraq 
had not reconstituted its nuclear weapons program. The 
Senate report stated that the CIA made a significant shift 
in its assessment shortly after Vice President Dick Cheney 
began stating publicly that Iraq had actively reconstituted 
its nuclear weapons program. The implication was that 
the CIA gave the administration the information it 
thought it wanted rather than accurate information. 
Moreover, the Senate report claimed that the CIA's leading 
advocate of the Iraqi nuclear weapons threat withheld evi- 
dence from analysts who disagreed with him, misstated 
the analysis and information produced by others, and 
distributed misleading information both inside and out- 
side the agency. The committee also concluded that the 
CIA overstated what it knew about Iraq’s attempts to pro- 
cure uranium from Niger and that it delayed for months 
examining documents pertaining to those attempts that 
would later prove to be forgeries. 

On the topic of biological weapons, the Senate report 
concluded that none of the claims about Iraq’s biological 
weapons or capabilities was supported by intelligence and 
that claims that Iraq had restarted its chemical weapons 
program were the results of “analytical judgments” and 
not based on hard evidence. The intelligence on biologi- 
cal weapons came from a single Iraqi defector code- 
named Curve Ball who was apparently an alcoholic and, 
in the opinion of the one person who had interviewed 
him, a Pentagon analyst, “utterly useless as a source.” 
When the same analyst saw information provided by 
Curve Ball included in a speech that Colin Powell made 
to the United Nations to justify war with Iraq, he con- 
tacted the CIA to express his concerns. A CIA official 
quickly responded in an email: “Let’s keep in mind the 
fact that this war’s going to happen regardless of what 
Curve Ball said or didn’t say. The powers that be probably 
aren't terribly interested in whether Curve Ball knows 
what he is talking about.” 
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In sum, the Senate report painted a picture of intelli- “who did not encourage analysts to challenge their as- I 
gence institutions that selectively interpreted information sumptions, fully consider alternative arguments, accu- : 
to support what they thought administration policy was, _ rately characterize the intelligence reporting, or counsel ' 
while ignoring or dismissing contradictory information— —_ analysts who lost their objectivity.” Be this as it may, an I 
sure signs of groupthink. At the same time, the report objective observer might also wonder why neither the ; 
concluded that there was no evidence of undue political Senate nor the administration asked hard questions I 
pressure by policymakers in the administration or Con- about the quality and source of the intelligence informa- 
gress. Instead, the committee blamed intelligence leaders _ tion in the run-up to the war.4 : 
4 

? 


which then becomes the final plan (a synthesis). Dialectic inquiry can promote strate- 
gic thinking. 

Another technique for countering cognitive biases is the outside view, which has 
been championed by Nobel Prize winner Daniel Kahneman and his associates.” The 
outside view requires planners to identify a reference class of analogous past strategic 
initiatives, determine whether those initiatives succeeded or failed, and evaluate the 
project at hand against those prior initiatives. According to Kahneman, this technique 
is particularly useful for countering biases such as the illusion of control (hubris), rea- 
soning by analogy, and representativeness. For example, when considering a potential 
acquisition, planners should look at the track record of acquisitions made by other en- 
terprises (the reference class), determine if they succeeded or failed, and objectively 
evaluate the potential acquisition against that reference class. Kahneman argues that 
such a reality check against a large sample of prior events tends to constrain the inher- 
ent optimism of planners and produce more realistic assessments and plans. 


Strategic Leadership 


One of the key strategic roles of both general and functional managers is to use all 
their knowledge, energy, and enthusiasm to provide strategic leadership for their 
subordinates and develop a high-performing organization. Several authors have 
identified a few key characteristics of good strategic leaders that do lead to high per- 
formance: (1) vision, eloquence, and consistency; (2) articulation of a business 
model; (3) commitment; (4) being well informed; (5) willingness to delegate and 
empower; (6) astute use of power; and (7) emotional intelligence.>° 


One of the key tasks of leadership is to give an organization a sense of direction. 
Strong leaders seem to have a clear and compelling vision of where the organization 
should go, are eloquent enough to communicate this vision to others within the or- 
ganization in terms that energize people, and consistently articulate their vision until 
it becomes part of the organization’s culture.>! 

In the political arena, John F. Kennedy, Winston Churchill, Martin Luther King, 
Jr., and Margaret Thatcher have all been held up as examples of visionary leaders. 
Think of the impact of Kennedy’s sentence, “Ask not what your country can do for 
you, ask what you can do for your country,” of King’s “I have a dream” speech, and of 
Churchill’s “we will never surrender.” Kennedy and Thatcher were able to use their po- 
litical office to push for governmental actions that were consistent with their vision. 


e Vision, Eloquence, 
and Consistency 


e Articulation of the 
Business Model 


e Commitment 


e Being Well Informed 
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Churchill’s speech galvanized a nation to defend itself against an aggressor, and King 
was able to pressure the government from outside to make changes in society. 

Examples of strong business leaders include Microsoft’s Bill Gates; Jack Welch, 
the former CEO of General Electric; and Sam Walton, Wal-Mart’s founder. For years, 
Bill Gates’s vision of a world in which there would be a Windows-based personal 
computer on every desk was a driving force at Microsoft. More recently, the vision 
has evolved into one of a world in which Windows-based software can be found on 
any computing device, from PCs and servers to videogame consoles (Xbox), cell 
phones, and hand-held computers. At GE, Jack Welch was responsible for articulat- 
ing the simple but powerful vision that GE should be first or second in every business 
in which it competed, or it should exit from that business. Similarly, it was Wal-Mart 
founder Sam Walton who established and articulated the vision that has been central 
to Wal-Mart’s success: passing on cost savings from suppliers and operating efficien- 
cies to customers in the form of everyday low prices. 


Another key characteristic of good strategic leaders is their ability to identify and ar- 
ticulate the business model the company will use to attain its vision. A business 
model is managers’ conception of how the various strategies that the company pur- 
sues fit together into a congruent whole. At Dell Computer, for example, it was 
Michael Dell who identified and articulated the basic business model of the com- 
pany: the direct sales business model. The various strategies that Dell has pursued 
over the years have refined this basic model, creating one that is very robust in terms 
of its efficiency and effectiveness. Although individual strategies can take root in 
many different places in an organization, and although their identification is not the 
exclusive preserve of top management, only strategic leaders have the perspective re- 
quired to make sure that the various strategies fit together into a congruent whole 
and form a valid and compelling business model. If strategic leaders lack a clear con- 
ception of what the business model of the company is or should be, it is likely that 
the strategies the firm pursues will not fit together, and the result will be lack of focus 
and poor performance. 


Strong leaders demonstrate their commitment to their vision and business model by 
actions and words, and they often lead by example. Consider Nucor’s former CEO, 
Ken Iverson. Nucor is a very efficient steel maker with perhaps the lowest cost struc- 
ture in the steel industry. It has turned in thirty years of profitable performance in an 
industry where most other companies have lost money because of a relentless focus 
on cost minimization. In his tenure as CEO, Iverson set the example: he answered his 
own phone, employed only one secretary, drove an old car, flew coach class, and was 
proud of the fact that his base salary was the lowest of the Fortune 500 CEOs (Iverson 
made most of his money from performance-based pay bonuses). This commitment 
was a powerful signal to employees that Iverson was serious about doing everything 
possible to minimize costs. It earned him the respect of Nucor employees and made 
them more willing to work hard. Although Iverson has retired, his legacy lives on in 
the cost-conscious organization culture that has been built at Nucor, and like all 
other great leaders, his impact will last beyond his tenure. 


Effective strategic leaders develop a network of formal and informal sources who 
keep them well informed about what is going on within their company. At Starbucks 
for example, the first thing that CEO Jim Donald does every morning is call five to 
ten stores to talk to the managers and other employees there and get a sense for how 
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their stores are performing. Donald also stops at a local Starbucks every morning on 
the way to work to buy his morning coffee. This has allowed him to get to know indi- 
vidual employees there very well. Donald finds these informal contacts to be a very 
useful source of information about how the company is performing.” 

Similarly, Herb Kelleher at Southwest Airlines was able to find out much about 
the health of his company by dropping in unannounced on aircraft maintenance fa- 
cilities and helping workers perform their tasks. Herb Kelleher would also often help 
airline attendants on Southwest flights, distributing refreshments and talking to cus- 
tomers. One frequent flyer on Southwest Airlines reported sitting next to Kelleher 
three times in ten years. Each time Kelleher asked him and others sitting nearby how 
Southwest Airlines was doing in a number of areas, looking for trends and spotting 
inconsistencies.*° 

Using informal and unconventional ways to gather information is wise because 
formal channels can be captured by special interests within the organization or by 
gatekeepers, managers who may misrepresent the true state of affairs to the leader. 
People like Donald and Kelleher who constantly interact with employees at all levels 
are better able to build informal information networks than leaders who closet them- 
selves and never interact with lower-level employees. 


e Willingness to High-performance leaders are skilled at delegation. They recognize that unless they 
Delegate and learn how to delegate effectively, they can quickly become overloaded with responsi- 
Empower bilities. They also recognize that empowering subordinates to make decisions is a 
good motivation tool and often results in decisions being made by those who must 
implement them. At the same time, astute leaders recognize that they need to main- 
tain control over certain key decisions. Thus, although they will delegate many im- 
portant decisions to lower-level employees, they will not delegate those that they 
judge to be of critical importance to the future success of the organization, such as 
articulating the company’s vision and business model. 


e The Astute Use Ina now classic article on leadership, Edward Wrapp noted that effective leaders tend 
of Power _ to be very astute in their use of power.** He argued that strategic leaders must often 
play the power game with skill and attempt to build consensus for their ideas rather 
than use their authority to force ideas through; they must act as members of a coali- 
tion or its democratic leaders rather than as dictators. Jeffery Pfeffer has articulated a 
similar vision of the politically astute manager who gets things done in organizations 
through the intelligent use of power.>° In Pfeffer’s view, power comes from control 
over resources that are important to the organization: budgets, capital, positions, in- 
formation, and knowledge. Politically astute managers use these resources to acquire 
another critical resource: critically placed allies who can help them attain their strate- 
gic objectives. Pfeffer stresses that one does not need to be a CEO to assemble power 
in an organization. Sometimes junior functional managers can build a surprisingly 
effective power base and use it to influence organizational outcomes. 


e Emotional Emotional intelligence is a term that Daniel Goldman coined to describe a bundle of 
Intelligence psychological attributes that many strong and effective leaders exhibit:>° 


@ Self-awareness—the ability to understand one’s own moods, emotions, and drives, 
as well as their effect on others. 


e@ Self-regulation—the ability to control or redirect disruptive impulses or moods, 
that is, to think before acting. 
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@ Motivation—a passion for work that goes beyond money or status and a propen- 
sity to pursue goals with energy and persistence. 
e@ Empathy—the ability to understand the feelings and viewpoints of subordinates 
and to take those into account when making decisions. 
e@ Social skills—friendliness with a purpose. 

According to Goldman, leaders who possess these attributes—who exhibit a high 
degree of emotional intelligence—tend to be more effective than those who lack these 
attributes. Their self-awareness and self-regulation help to elicit the trust and confi- 
dence of subordinates. In Goldman’s view, people respect leaders who, because they 
are self-aware, recognize their own limitations and, because they are self-regulating, 
consider decisions carefully. Goldman also argues that self-aware and self-regulating 
individuals tend to be more self-confident and therefore better able to cope with am- 
biguity and more open to change. A strong motivation exhibited in a passion for 
work can also be infectious, helping to persuade others to join together in pursuit of 
a common goal or organizational mission. Finally, strong empathy and social skills 
can help leaders earn the loyalty of subordinates. Empathetic and socially adept indi- 
viduals tend to be skilled at managing disputes between managers, better able to find 
common ground and purpose among diverse constituencies, and better able to move 
people in a desired direction compared to leaders who lack these skills. In short, 
Goldman argues that the psychological makeup of a leader matters. 

Summary of Chapter 

1. A strategy is a set of related actions that managers take 6. Functional managers are responsible for a particular 
to increase their company’s performance goals. business function or operation. Although they lack 

2. The major goal of companies is to maximize the re- general management responsibilities, they play a very 
turns that shareholders get from holding shares in the important strategic role. 
company. To maximize shareholder value, managers 7. Formal strategic planning models stress that an orga- 
must pursue strategies that result in high and sus- nization’s strategy is the outcome of a rational plan- 
tained profitability and also in profit growth. ning process. 

3. The profitability of a company can be measured by the 8. The major components of the strategic management 
return that it makes on the capital invested in the enter- process are defining the mission, vision, and major 
prise. The profit growth of a company can be measured goals of the organization; analyzing the external and in- 
by the growth in earnings per share. Profitability and ternal environments of the organization; choosing a 
profit growth are determined by the strategies man- business model and strategies that align an organiza- 
agers adopt. tion’s strengths and weaknesses with external environ- 

4. A company has a competitive advantage over its rivals mental opportunities and threats; and adopting orga- 
when it is more profitable than the average for all firms nizational structures and control systems to implement 
in its industry. It has a sustained competitive advan- the organization’s chosen strategies. 
tage when it is able to maintain above-average prof- 9. Strategy can emerge from deep within an organiza- 
itability over a number of years. In general, a company tion in the absence of formal plans as lower-level 
with a competitive advantage will grow its profits more managers respond to unpredicted situations. 
rapidly than its rivals will. 10. Strategic planning often fails because executives do 

5. General managers are responsible for the overall per- not plan for uncertainty and because ivory tower 
formance of the organization or for one of its major planners lose touch with operating realities. 
self-contained divisions. Their overriding strategic 11. The fit approach to strategic planning has been criti- 


concern is for the health of the total organization 
under their direction. 


cized for focusing too much on the degree of fit be- 
tween existing resources and current opportunities, 
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and not enough on building new resources and capa- 
bilities to create and exploit future opportunities. 

12. Strategic intent refers to an obsession with achieving 
an objective that stretches the company and requires 
it to build new resources and capabilities. 

13. In spite of systematic planning, companies may adopt 
poor strategies if their decision-making processes are vul- 
nerable to groupthink and if individual cognitive biases 
are allowed to intrude into the decision-making process. 


Discussion Questions 


1. What do we mean by strategy? How is a business 
model different from a strategy? 

2. What do you think are the sources of sustained supe- 
rior profitability? 

3. Between 1997 and 2004, Microsoft’s ROIC fell from 
32% to 17.5%. Over the same period, Microsoft’s 
profits grew from $3.45 billion to $11.33 billion. How 
can a company have declining profitability (as meas- 
ured by ROIC) but growing profits? What do you 
think explains this situation at Microsoft? For 2004, 
analysts predicted that Microsoft's ROIC would jump 
to 35%. Why do you think this was the case? Was it 
due to any change in the company’s strategy? 


Strategic Leadership: Managing the Strategy-Making Process for Competitive Advantage 


14. Devil’s advocacy, dialectic inquiry, and the outside 
view are techniques for enhancing the effectiveness of 
strategic decision making. 

15. Good leaders of the strategy-making process have a 
number of key attributes: vision, eloquence, and con- 
sistency; ability to craft a business model; commit- 
ment; being well informed; a willingness to delegate 
and empower; political astuteness; and emotional in- 
telligence. 


4. What are the strengths of formal strategic planning? 
What are its weaknesses? 

5. Discuss the accuracy of the following statement: For- 
mal strategic planning systems are irrelevant for firms 
competing in high-technology industries where the 
pace of change is so rapid that plans are routinely 
made obsolete by unforeseen events. 

6. Pick the current or a past president of the United 
States and evaluate his performance against the lead- 
ership characteristics discussed in the text. On the 
basis of this comparison, do you think that the presi- 
dent was/is a good strategic leader? Why? 
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ARTICLE FILE 1 


At the end of every chapter in this book is an article file 
task. The task requires you to search newspapers or mag- 
azines in the library for an example of a real company 
that satisfies the task question or issue. 

Your first article file task is to find an example of a 
company that has recently changed its strategy. Identify 
whether this change was the outcome of a formal planning 
process or whether it was an emergent response to unfore- 
seen events occurring in the company’s environment. 


STRATEGIC MANAGEMENT PROJECT 
Module 1 


To give you practical insight into the strategic manage- 
ment process, we provide a series of strategic modules; 
one is at the end of every chapter in this book. Each 
module asks you to collect and analyze information relat- 
ing to the material discussed in that chapter. By complet- 
ing these strategic modules, you will gain a clearer idea of 
the overall strategic management process. 

The first step in this project is to pick a company to 
study. We recommend that you focus on the same com- 
pany throughout the book. Remember also that we will 
be asking you for information about the corporate and 
international strategy of your company as well as its 
structure. We strongly recommend that you pick a com- 
pany for which such information is likely to be available. 

There are two approaches that can be used to select a 
company to study, and your instructor will tell you 
which one to follow. The first approach is to pick a well- 
known company that has a lot of information written 
about it. For example, large publicly held companies 
such as IBM, Microsoft, and Southwest Airlines are rou- 
tinely covered in the business and financial press. By 
going to the library at your university, you should be 
able to track down a great deal of information on such 
companies. Many libraries now have comprehensive 
web-based electronic data search facilities such as 
ABI/Inform, the Wall Street Journal Index, the F&S 
Index, and the Nexis-Lexis databases. These enable you 
to identify any article that has been written in the busi- 
ness press on the company of your choice within the 
past few years. A number of nonelectronic data sources 
are also available and useful. For example, F&S Predi- 
casts publishes an annual list of articles relating to 
major companies that appeared in the national and in- 
ternational business press. S&P Industry Surveys is also a 


great source for basic industry data, and Value Line Ratings 
and Reports contain good summaries of a firm’s financial 
position and future prospects. Collect full financial infor- 
mation on the company that you pick. This information 
can be accessed from web-based electronic databases 
such as the Edgar database, which archives all forms that 
publicly quoted companies have to file with the Securi- 
ties and Exchange Commission (SEC); for example, 10-K 
filings can be accessed from the SEC’s Edgar database. 
Most SEC forms for public companies can now be ac- 
cessed from Internet-based financial sites, such as 
Yahoo!’s finance site (www.finance.yahoo.com/). 

A second approach is to pick a smaller company in 
your city or town to study. Although small companies are 
not routinely covered in the national business press, they 
may be covered in the local press. More importantly, this 
approach can work well if the management of the com- 
pany will agree to talk to you at length about the strategy 
and structure of the company. If you happen to know 
somebody in such a company or if you have worked there 
at some point, this approach can be very worthwhile. 
However, we do not recommend this approach unless 
you can get a substantial amount of guaranteed access to 
the company of your choice. If in doubt, ask your in- 
structor before making a decision. The key issue is to 
make sure that you have access to enough interesting in- 
formation to complete a detailed and comprehensive 
analysis. 

Your assignment for Module 1 is to choose a com- 
pany to study and to obtain enough information about it 
to carry out the following instructions and answer the 
questions: 

1. Give a short account of the history of the company, 
and trace the evolution of its strategy. Try to deter- 
mine whether the strategic evolution of your com- 
pany is the product of intended strategies, emergent 
strategies, or some combination of the two. 

2. Identify the mission and major goals of the com- 
pany. 

3. Do a preliminary analysis of the internal strengths 
and weaknesses of the company and the opportuni- 
ties and threats that it faces in its environment. On 
the basis of this analysis, identify the strategies that 
you think the company should pursue. (You will 
need to perform a much more detailed analysis later 
in the book.) 

4. Who is the CEO of the company? Evaluate the 
CEO?’s leadership capabilities. 
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CHAPTER 1 


ETHICS EXERCISE 


Sarah has recently been hired as an assistant manager by 
Smith & Sons, a midsize retail company located in her 
small town. Previously, Sarah worked for a smaller retail 
company that always seemed to be trailing along in 
Smith & Sons’ wake, struggling to make ends meet. Both 
companies sell commonly used items such as greeting 
cards, stationery, party decorations, and more. Hoping to 
open her own retail store someday, Sarah was intrigued 
by the idea of working for a company that appeared to 
hold competitive advantage in the area. 

John, Smith & Sons’ manager and Sarah’s superior, 
put Sarah out on the floor immediately. There she began 
to meet Smith & Sons’ employees—the frontline who was 
expected to provide customer satisfaction and product in- 
formation. During her second week on the job, Sarah met 
Molly, a single mother of two. Being a mother herself, 
Sarah found she had a lot in common with Molly and the 
two began to talk. Over the course of their talk, Molly re- 
vealed that she was being paid $6 an hour and could 
barely make ends meet. Sarah knew that her previous em- 
ployer had been struggling, in part, due to the fact that she 
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was determined to pay her employees a fair wage. With 
jobs in short supply in the small town, Sarah resolved to 
talk with John to find out if something could be done. 

That afternoon, Sarah brought the issue to John’s at- 
tention. “John, I happen to know that some of the other 
retail firms in the area are raising pay rates in order to be 
fair to their employees. Don’t you think that we should 
do the same to make certain that we retain our employees 
and their loyalty?” 

John’s response shocked Sarah. “How do you think we 
got to be successful, Sarah—by coddling our employees— 
by running business into the ground in order to focus on 
their best interests? No, we pay our employees as little as 
possible! They're a dime a dozen—if one leaves, another 
takes her place! Those other retail firms—they’ll be going 
out of business sooner than they realize, and we'll still be 
here thriving.” 

1. Identify the ethical dilemma addressed in this case. 
2. Do you think that paying low wages really con- 
tributes to Smith & Sons’ competitive advantage? 

3. How might the other companies offering higher 
wages gain competitive advantage over Smith & Sons? 


The Best-Laid Plans—Chrysler Hits the Wall 


In 1998, after Germany’s Daimler-Benz acquired Chrysler, 
the third largest U.S. automobile manufacturer, to form 
DaimlerChrysler, many observers thought that Chrysler 
would break away from its troubled U.S. brethren, Ford 
and General Motors, and join ranks with the Japanese au- 
tomobile makers. The strategic plan was to emphasize 
bold design, better product quality, and higher produc- 
tivity by sharing designs and parts between the two com- 
panies. Jurgen Schrempp, the CEO of the combined com- 
panies, told shareholders to “expect the extraordinary” 


and went on to say that DaimlerChrysler “has the size, 
profitability and reach to take on everyone.” 

Eight years later, the grand scheme has proved extraor- 
dinary, but for all of the wrong reasons. In 2006, Chrysler 
saw its market share fall to 10.6%, and the company an- 
nounced that it would lose $1.26 billion in 2006. This 
shocked shareholders, who had been told a few months 
earlier that the Chrysler unit would break even in 2006. 

What went wrong? First, Schrempp and his planners 
may have overestimated Chrysler's competitiveness prior 
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to the merger. Chrysler was the most profitable of the 
three U.S. auto companies in the late 1990s, but the U.S. 
economy was very strong and the company’s core offer- 
ing of pickup trucks, sport utility vehicles (SUVs), and 
minivans were the right product for a time of low gas 
prices. After the merger, the Germans discovered that 
Chrysler’s factories were in worse shape than they had 
thought, and product quality was poor. Second, sharing 
design and engineering resources, and parts, between 
Daimler’s Mercedez-Benz models and Chrysler proved to 
be very difficult. Mercedez was a luxury car maker, 
Chrysler a mass-market manufacturer, and it would take 
years to redesign Chrysler cars so that they could use 
Daimler parts and benefit from Daimler engineering. Nor 
did Daimler’s engineers and managers seem enthusiastic 
about helping Chrysler, which many saw as a black hole 
into which a profitable Mercedes-Benz line would pour 
billions of euros. 

To be fair, the new cars that Chrysler did produce, in- 
cluding the 300C sedan and the PT Cruiser, garnered 
good reviews. Sales of the 300C were strong, but not 
strong enough to shift the balance of Chrysler’s business 
away from the small-truck segment. 

Despite several years of financial struggle, by 2004, it 
looked as if things might finally be turning round at 
Chrysler. In 2004 and then again in 2005, the company 
made good money. The company actually gained market 
share in 2005. Dieter Zetsche, Chrysler’s German CEO, 
hoped to capitalize on this with the introduction of a 
new SUV, the seven-seat Jeep Commander. Launched in 
mid-2005, the timing of the Commander could not have 
been worse. In 2005, the price of oil surged dramatically 
as strong demand from developed nations and China 
combined with tight supplies (which were made worse 
by supply disruptions caused by Hurricane Katrina). By 
mid-2006 oil had reached $70 a barrel, up from half 
that just eighteen months earlier, and gas prices hit $3 a 
gallon. 

To make matters worse, Ford and General Motors, 
who themselves were hemorrhaging red ink, were engaged 


in an aggressive price war, offering deep incentives to 
move their own excess inventory, and Chrysler was forced 
to match prices or lose much share. Meanwhile, Japanese 
manufacturers, particularly Toyota and Honda, who had 
been expanding their U.S. production facilities for fifteen 
years, were gaining share with their smaller fuel-efficient 
offerings and popular hybrids. 

In September 2006, Chrysler announced that due to a 
buildup of inventory on dealers’ lots, it would cut produc- 
tion by 16%, double the planned figure announced in 
June 2006. In addition to slumping sales, Thomas LaSorda 
revealed that the company was facing sharply higher costs 
for its raw materials and parts, some of which were up as 
much as 60%. Chrysler was also suffering from high 
health care costs and pension liabilities to its unionized 
work force. 

Scrambling to fill the gap in its product line, Chrysler 
announced that it might enter into a partnership with 
China’s Chery Motors to produce small fuel-efficient cars 
in China, which would then be imported into the United 
States.°7 


Case Discussion Questions 
1, What was the planned strategy at Daimler-Benz for 
Chrysler in 1988? 


. In retrospect, Daimler-Benz’s plans for Chrysler 
seemed overoptimistic. What decision-making errors 
might Daimler-Benz have made in its evaluation of 
Chrysler? How might those errors have been 
avoided? 


. What opportunities and threats was Chrysler facing in 
2005 and 2006? What were Chrysler’s strengths and 
weaknesses? Did its product strategy make sense given 
these considerations? 


. Why did Chrysler get its forecasts for product sales 
and earnings so wrong in 2006? What does this teach 
you about the nature of planning? 


. What must Chrysler do now if it is to regain its foot- 
ing in this industry? 
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CHAPTER 1 


Enterprise Valuation, ROIC, 
and Growth 
The ultimate goal of strategy is to maximize the 
value of a company to its shareholders (subject to 
the important constraints that this is done in a 
legal, ethical, and socially responsible manner). The 
two main drivers of enterprise valuation are return 
on invested capital (ROIC) and the growth rate of 
profits, g.°8 

ROIC is defined as net operating profits less ad- 
justed taxes (NOPLAT) over the invested capital of 
the enterprise (IC), where IC is the sum of the com- 
pany’s equity and debt (the method for calculating 
adjusted taxes need not concern us here). That is: 


ROIC = NOPLAT/IC 
where: 
NOPLAT = revenues — cost of goods sold 
— operating expenses 
— depreciation charges 
— adjusted taxes 


IC = value of shareholders’ equity + value of debt 


The growth rate of profits, g, can be defined as the per- 
centage increase in net operating profits (NOPLAT) 
over a given time period. More precisely: 

g = [(NOPLAT,,, — NOPLAT,)/NOPLAT,] X 100 


Note that if NOPLAT is increasing over time, earn- 
ings per share will also increase so long as (a) the 
number of shares stays constant, or (b) the number 
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TABLE A1 
ROIC, Growth, and Valuation 


NOPLAT 
Growth g 
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Appendix to Chapter 1 


of shares outstanding increases more slowly than 
NOPLAT. 

The valuation of a company can be calculated 
using discounted cash flow analysis and applying it 
to future expected free cash flows (free cash flow in 
a period is defined as NOPLAT — net investments). 
It can be shown that the valuation of a company so 
calculated is related to the company’s weighted av- 
erage cost of capital (WACC), which is the cost of 
the equity and debt that the firm uses to finance its 
business, and the company’s ROIC. Specifically: 


e@ IfROIC > WACC, the company is earning more 
than its cost of capital and it is creating value. 


e If ROIC = WACC, the company is earning its 
cost of capital and its valuation will be stable. 


e@ If ROIC < WACC, the company is earning less 
than its cost of capital and it is therefore de- 
stroying value. 


A company that earns more than its cost of capital 
is even more valuable if it can grow its net operating 
profits less adjusted taxes (NOPLAT) over time. 
Conversely, a firm that is not earning its cost of cap- 
ital destroys value if it grows its NOPLAT. This crit- 
ical relationship between ROIC, g, and value is 
shown in Table Al. 

In Table A1, the figures in the cells of the matrix 
represent the discounted present values of future 
free cash flows for a company that has a starting 
NOPLAT of $100, invested capital of $1,000, a cost 
of capital of 10%, and a twenty-five-year time hori- 
zon after which ROIC = cost of capital. 
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The important points revealed by this exercise 
are as follows: 


1. A company with an already high ROIC can cre- 
ate more value by increasing its profit growth 
rate rather than pushing for an even higher 
ROIC. Thus, a company with an ROIC of 15% 
and a 3% growth rate can create more value by 
increasing its profit growth rate from 3% to 9% 
than it can by increasing ROIC to 20%. 


2. A company with a low ROIC destroys value if it 
grows. Thus, if ROIC = 7.5%, a 9% growth rate 
for twenty-five years will produce less value 
than a 3% growth rate. This is because unprof- 
itable growth requires capital investments, the 
cost of which cannot be covered. Unprofitable 
growth destroys value. 


3. The best of both worlds is high ROIC and high 
growth. 


Very few companies are able to maintain an ROIC > 
WACC and grow NOPLAT over time, but there are 
some notable examples, including Dell, Microsoft, 
and Wal-Mart. Because these companies have gen- 
erally been able to fund their capital investment 
needs from internally generated cash flows, they 
have not had to issue more shares to raise capital. 
Thus, growth in NOPLAT has translated directly 
into higher earnings per share for these companies, 
making their shares more attractive to investors and 
leading to substantial share-price appreciation. By 
successfully pursuing strategies that result in a high 
ROIC and growing NOPLAT, these firms have max- 
imized shareholder value. 
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External Analysis: The Identification 
of Opportunities and Threats 


UPENING CASE 


The United States Beer Industry 


Over the last few decades, the United States beer industry has been characterized by a very 
clear trend toward an increase in the concentration of the market. Today, some 80% of all the 
beer consumed in the United States is produced by just three companies: Anheuser-Busch, 
SAB-Miller, and Molson Coors, up from 57% of the market in 1980. Anheuser-Busch had al- 
most 50% of the market in 2006, up from just 28.2% in 1980. SAB-Miller (formed in 2002 
when South African Breweries merged with Miller Beer) had around 19% of the market, and 
Molson Coors (formed in 2005 when Canada’s Molson merged with Coors) had 11% of the 
market. 

Anheuser Busch, SAB-Miller, and Molson Coors dominate the mass-market segment of the 
industry, where competition revolves around aggressive pricing, brand loyalty, wide distribu- 
tion, and national advertising spending. In contrast, another segment in the industry, the pre- 
mium beer segment, is served by a large number of microbrewers and importers, the majority of 
which have a market share of less than 1%. The premium segment focuses on discerning buyers. 
Producers are engaged in the art of craft brewing. They build their brands around taste and 
cover higher product costs by charging much higher prices—roughly twice as much for a six- 
pack as the mass-market brewers. The microbrewers and importers have been gaining share and 
currently account for around 11% of the total market. 

The increase in concentration among mass-market brewers reflects a number of factors. 
First, consumption of beer in the United States has been gradually declining (even though con- 
sumption of premium beer has been increasing). Per-capita consumption of beer peaked at 
34 gallons in 1980, fell to a low of 29.1 gallons in 2003, and crept back up to 30 gallons per capita 
in 2005. The decline in consumption was partly due to the growing popularity of substitutes, 
particularly wine and spirits. In 1994, Americans consumed 1.75 gallons of wine per capita. By 
2005, the figure had risen 2.16 gallons. Consumption of spirits increased from 1.27 gallons per 
capita in 1994 to 1.34 gallons per capita over the same period. 

Second, advertising spending has steadily increased, putting smaller mass-market brewers at 
a distinct disadvantage. In 1975, the industry was spending $0.18 a case on advertising; by 2002, 
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it was spending $0.40 a case (these figures are in inflation- 
adjusted or constant dollars). Smaller mass-market brewers 
couldn’t afford the expensive national television adver- 
tising campaigns required to match the spending of the 
largest firms in the industry, and they saw their market 
share shrink as a result. 

Third, due to a combination of technological change 
in canning and distribution, and increased advertising 
expenditures, the size that a mass-market brewer has to 
attain in order to reap all economies of scale—called the 
minimum efficient scale of production—has steadily in- 
creased. In 1970, the minimum efficient scale of produc- 
tion was estimated to be 8 million barrels of beer a year, 
suggesting that a market share of 6.4% was required to 
reap significant economies of scale. By the early 2000s, 
the minimum efficient scale had increased to 23 million 
barrels, implying that a market share of 13.06% was re- 
quired to reap significant scale economies. 


In sum, the combination of declining demand, in- 
creasing advertising spending, and an increase in the 
minimum efficient scale of production put smaller mass- 
market brewers at a competitive disadvantage. Many sold 
out to the larger brewers or, in some cases, simply shut 
down. By the early 2000s, there were only twenty-four 
mass-market brewers left in the United States, down from 
eighty-two in 1970. Among the remaining mass-market 
brewers, Anheuser Busch is the most consistent per- 
former due to its superior economies of scale. The com- 
pany’s return on invested capital (ROIC) has been high, 
fluctuating in the 17% to 23% range between 1996 and 
2006, while net profits grew from $1.1 billion in 1996 to 
$2 billion in 2006. In contrast, both Coors and Miller, 
along with most other mass-market brewers, have had 
mediocre financial performance at best. Coors and Miller 
merged with Molson and SAB, respectively, in an attempt 
to gain scale economies.! 


Strategy formulation begins with an analysis of the forces that shape competition in the 
industry in which a company is based. The goal is to understand the opportunities and 


threats confronting the firm and to use this understanding to identify strategies that will 
enable the company to outperform its rivals. Opportunities arise when a company can 
take advantage of conditions in its environment to formulate and implement strategies 
that enable it to become more profitable. For example, as discussed in the Opening Case, 
the growth in consumption of premium beer represents an opportunity for brewers to ex- 
pand their sales volume by creating products for the premium segment. Threats arise 
when conditions in the external environment endanger the integrity and profitability of 
the company’s business. Declining beer consumption and the rise in the minimum effi- 
cient scale of production have been threats to the profitability of all but the very largest 
mass-market brewers in the beer industry (see the Opening Case). 

This chapter begins with an analysis of the industry environment. First, it examines 
concepts and tools for analyzing the competitive structure of an industry and identify- 
ing industry opportunities and threats. Second, it analyzes the competitive implications 
that arise when groups of companies within an industry pursue similar and different 
kinds of competitive strategies. Third, it explores the way an industry evolves over time 
and the accompanying changes in competitive conditions. Fourth, it looks at the way in 
which forces in the macroenvironment affect industry structure and influence oppor- 
tunities and threats. By the end of the chapter, you will understand that to succeed, a 
company must either fit its strategy to the external environment in which it operates or 
be able to reshape the environment to its advantage through its chosen strategy. 
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Defining an Industry 


An industry can be defined as a group of companies offering products or services that 
are close substitutes for each other—that is, products or services that satisfy the same 
basic customer needs. A company’s closest competitors, its rivals, are those that serve 
the same basic customer needs. For example, carbonated drinks, fruit punches, and bot- 
tled water can be viewed as close substitutes for each other because they serve the same 
basic customer needs for refreshing and cold nonalcoholic beverages. Thus, we can talk 
about the soft drink industry, whose major players are Coca-Cola, PepsiCo, and Cadbury 
Schweppes. Similarly, desktop computers and notebook computers satisfy the same 
basic need that customers have for computer hardware on which to run personal pro- 
ductivity software; browse the Internet; send email; play games; and store, display, and 
manipulate digital images. Thus, we can talk about the personal computer industry, 
whose major players are Dell, Hewlett-Packard, Lenovo (the Chinese company that 
purchased IBM’s personal computer business), Gateway, and Apple Computer. 

The starting point of external analysis is to identify the industry that a company 
competes in. To do this, managers must begin by looking at the basic customer needs 
their company is serving—that is, they must take a customer-oriented view of their 
business as opposed to a product-oriented view (see Chapter 1). An industry is the 
supply side of a market, and companies in the industry are the suppliers. Customers 
are the demand side of a market and are the buyers of the industry’s products. The 
basic customer needs that are served by a market define an industry’s boundary. It is 
very important for managers to realize this, for if they define industry boundaries 
incorrectly, they may be caught flat-footed by the rise of competitors that serve the 
same basic customer needs with different product offerings. For example, Coca-Cola 
long saw itself as being in the soda industry—meaning carbonated soft drinks— 
whereas in fact, it was in the soft drink industry, which includes noncarbonated soft 
drinks. In the mid-1990s, Coca-Cola was caught by surprise by the rise of customer 
demand for bottled water and fruit drinks, which began to cut into the demand for 
sodas. Coca-Cola moved quickly to respond to these threats, introducing its own 
brand of water, Dasani, and acquiring orange-juice-maker Minute Maid. By defining 
its industry boundaries too narrowly, Coca-Cola almost missed the rapid rise of the 
noncarbonated soft drinks segment of the soft drinks market. 


e Industry and Sector An important distinction that needs to be made is between an industry and a sector. A 
sector is a group of closely related industries. For example, as illustrated in Figure 2.1, 
the computer sector comprises several related industries: the computer component 
industries (for example, the disk drive industry, the semiconductor industry, and the 
modem industry), the computer hardware industries (for example, the personal 
computer industry, the hand-held computer industry, and the mainframe computer 
industry), and the computer software industry. Industries within a sector may be in- 
volved with each other in many different ways. Companies in the computer compo- 
nent industries are the suppliers of firms in the computer hardware industries. Com- 
panies in the computer software industry provide important complements to 
computer hardware: the software programs that customers purchase to run on their 
hardware. And companies in the personal, hand-held, and mainframe industries are 
in indirect competition with each other because all provide products that are, to a 
degree, substitutes for each other. 


FIGURE 2.1 
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The Computer Sector: Industries and Segments 
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It is also important to recognize the difference between an industry and the market 
segments within that industry. Market segments are distinct groups of customers 
within a market that can be differentiated from each other on the basis of their dis- 
tinct attributes and specific demands. In the beer industry, for example, there are 
three main segments—consumers who drink long-established mass-market brands 
(for example, Budweiser), weight-conscious consumers who drink less filling, low- 
calorie mass-market brands (for example, Coors Light), and consumers who prefer 
premium-priced craft beer offered by microbreweries and many importers (see the 
Opening Case). Similarly, in the personal computer industry, there are different seg- 
ments where customers desire desktop machines, lightweight portable machines, and 
servers that sit at the center of a network of personal computers (see Figure 2.1). Per- 
sonal computer makers recognize the existence of these different segments by pro- 
ducing a range of product offerings that appeal to customers in different segments. 
Customers in all of these different segments, however, share a common need for PCs 
on which to run personal software applications. 


Industry boundaries may change over time as customer needs evolve or new tech- 
nologies emerge that enable companies in hitherto unrelated industries to satisfy 
established customer needs in new ways. We have noted that during the 1990s, as 
consumers of soft drinks began to develop a taste for bottled water and noncarbon- 
ated fruit-based drinks, Coca-Cola found itself in direct competition with the manu- 
facturers of bottled water and fruit-based soft drinks: all were in the same industry. 
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For an example of how technological change can alter industry boundaries, con- 
sider the convergence that is currently taking place between the computer and 
telecommunications industries. Historically, the telecommunications equipment in- 
dustry has been considered a distinct entity from the computer hardware industry. 
However, as telecommunications equipment has moved from traditional analog tech- 
nology to digital technology, so telecommunications equipment has increasingly 
come to resemble computers. The result is that the boundaries between these different 
industries are blurring. A digital wireless phone, for example, is nothing more than a 
small hand-held computer with a wireless connection, and small hand-held comput- 
ers often now come with wireless capabilities, transforming them into phones. Thus, 
Nokia and Motorola, which manufacture wireless phones, are now finding themselves 
competing directly with Palm, which manufactures hand-held computers. 

Industry competitive analysis begins by focusing on the overall industry in which a 
firm competes before market segments or sector-level issues are considered. Tools that 
managers can use to perform such industry analysis—Porter’s five forces model, strate- 
gic group analysis, and industry life cycle analysis—are discussed in the following sections. 


Porter’s Five Forces Model 


Once the boundaries of an industry have been identified, the task facing managers is to 
analyze competitive forces in the industry environment to identify opportunities and 
threats. Michael E. Porter’s well-known framework, known as the five forces model, 
helps managers with this analysis.? His model, shown in Figure 2.2, focuses on five 
forces that shape competition within an industry: (1) the risk of entry by potential 
competitors, (2) the intensity of rivalry among established companies within an in- 
dustry, (3) the bargaining power of buyers, (4) the bargaining power of suppliers, and 
(5) the closeness of substitutes to an industry’s products. 

Porter argues that the stronger each of these forces is, the more limited is the abil- 
ity of established companies to raise prices and earn greater profits. Within Porter’s 
framework, a strong competitive force can be regarded as a threat because it depresses 
profits. A weak competitive force can be viewed as an opportunity because it allows a 
company to earn greater profits. The strength of the five forces may change through 
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time as industry conditions change. The task facing managers is to recognize how 
changes in the five forces give rise to new opportunities and threats and to formulate 
appropriate strategic responses. In addition, it is possible for a company, through its 
choice of strategy, to alter the strength of one or more of the five forces to its advantage. 
This is discussed in the following chapters. 


Potential competitors are companies that are not currently competing in an industry 
but have the capability to do so if they choose. For example, cable television compa- 
nies have recently emerged as potential competitors to traditional phone companies. 
New digital technologies have allowed cable companies to offer telephone service over 
the same cables that transmit television shows. 

Established companies already operating in an industry often attempt to discourage 
potential competitors from entering the industry because the more companies that enter, 
the more difficult it becomes for established companies to protect their share of the market 
and generate profits. A high risk of entry by potential competitors represents a threat to 
the profitability of established companies. But if the risk of new entry is low, established 
companies can take advantage of this opportunity to raise prices and earn greater returns. 

The risk of entry by potential competitors is a function of the height of barriers to 
entry, that is, factors that make it costly for companies to enter an industry. The 
greater the costs that potential competitors must bear to enter an industry, the greater 
are the barriers to entry and the weaker this competitive force. High entry barriers 
may keep potential competitors out of an industry even when industry profits are 
high. Important barriers to entry include economies of scale, brand loyalty, absolute 
cost advantages, customer switching costs, and government regulation.* An important 
strategy is building barriers to entry (in the case of incumbent firms) or finding ways 
to circumvent those barriers (in the case of new entrants). We shall discuss this topic 
in more detail in subsequent chapters. 


ECONOMIES OF SCALE Economies of scale arise when unit costs fall as a firm expands 
its output. Sources of scale economies include (1) cost reductions gained through 
mass-producing a standardized output, (2) discounts on bulk purchases of raw ma- 
terial inputs and component parts, (3) the advantages gained by spreading fixed pro- 
duction costs over a large production volume, and (4) the cost savings associated 
with spreading marketing and advertising costs over a large volume of output. In the 
beer industry, for example, Anheuser Busch has been able to reap substantial scale 
economies by spreading the fixed costs associated with national advertising over its 
industry-leading sales volume (see the Opening case). If the cost advantages from 
economies of scale are significant, a new company that enters the industry and pro- 
duces on a small scale suffers a significant cost disadvantage relative to established 
companies. If the new company decides to enter on a large scale in an attempt to ob- 
tain these economies of scale, it has to raise the capital required to build large-scale 
production facilities and bear the high risks associated with such an investment. A 
further risk of large-scale entry is that the increased supply of products will depress 
prices and result in vigorous retaliation by established companies. For these reasons, 
the threat of entry is reduced when established companies have economies of scale. 


BRAND LoyaLty Brand loyalty exists when consumers have a preference for the prod- 
ucts of established companies. A company can create brand loyalty through continu- 
ous advertising of its brand-name products and company name, patent protection of 
products, product innovation achieved through company research and development 
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(R&D) programs, an emphasis on high product quality, and good after-sales service. 
Significant brand loyalty makes it difficult for new entrants to take market share away 
from established companies. Thus, it reduces the threat of entry by potential competi- 
tors since they may see the task of breaking down well-established customer prefer- 
ences as too costly. In the mass-market segments of the beer industry, for example, the 
brand loyalty enjoyed by Anheuser Busch (Budweiser), Molson Coors (Coors), and 
SAB-Miller (Miller) is such that new entry into these segments of the industry is very 
difficult. Hence, most new entrants have focused on the premium segment of the in- 
dustry, where established brands have less of a hold. (For an example of how a com- 
pany circumvented brand-based barriers to entry in the market for carbonated soft 
drinks, see Strategy in Action 2.1). 
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Circumventing Entry Barriers 
into the Soft Drink Industry 


The soft drink industry has long been dominated by two 
companies, Coca-Cola and PepsiCo. By spending large 
sums of money on advertising and promotion, both com- 
panies have created significant brand loyalty and made it 
very difficult for new competitors to enter the industry 
and take market share away from these two giants. When 
new competitors do try to enter, both companies have re- 
sponded by cutting prices and thus forcing the new en- 
trant to curtail expansion plans. 

However, in the early 1990s, the Cott Corporation, 
then a small Canadian bottling company, worked out a 
strategy for entering the soft drink market. Cott’s strategy 
was deceptively simple. The company initially focused on 
the cola segment of the soft drink market. Cott signed a 
deal with Royal Crown Cola for exclusive global rights to 
its cola concentrate. RC Cola was a small player in the U.S. 
cola market. Its products were recognized as high quality, 
but RC Cola had never been able to effectively challenge 
Coke or Pepsi. Next, Cott signed a deal with a Canadian 
grocery retailer, Loblaw, to provide the retailer with its 
own private-label brand of cola. Priced low, the Loblaw 
private-label brand, known as President’s Choice, was very 
successful and took share from both Coke and Pepsi. 

Emboldened by this success, Cott decided to try to 
convince other retailers to carry private-label cola. To re- 
tailers, the value proposition was simple because, unlike 
its major rivals, Cott spent almost nothing on advertising 
and promotion. This constituted a major source of cost 
savings, which Cott passed on to retailers in the form of 


lower prices. For their part, the retailers found that they 
could significantly undercut the price of Coke and Pepsi 
colas and still make better profit margins on private-label 
brands than on branded colas. 

Despite this compelling value proposition, few retail- 
ers were willing to sell private-label colas for fear of alien- 
ating Coca-Cola and Pepsi, whose products were a major 
draw of grocery store traffic. Cott’s breakthrough came in 
1992 when it signed a deal with Wal-Mart to supply the 
retailing giant with a private-label cola, called Sam’s 
Choice (named after Wal-Mart founder Sam Walton). 
Wal-Mart proved to be the perfect distribution channel 
for Cott. The retailer was just starting to get into the gro- 
cery business, and consumers went to Wal-Mart not to 
buy branded merchandise but to get low prices. 

As Wal-Mart’s grocery business grew, so did Cott’s 
sales. Cott soon added other flavors to its offering, such as 
lemon-lime soda, which would compete with Seven Up 
and Sprite. Moreover, pressured by Wal-Mart, other U.S. 
grocers had also started to introduce private-label sodas by 
the late 1990s, often turning to Cott to supply their needs. 

By 2006, Cott had grown to become a $1.8 billion 
company. Its volume growth in an otherwise stagnant 
U.S. market for sodas has averaged around 12.5% be- 
tween 2001 and 2006. Cott captured over 5% of the U.S. 
soda market in 2005, up from almost nothing a decade 
earlier, and held onto a 16% share of sodas in grocery 
stores, its core channel. The losers in this process have 
been Coca-Cola and PepsiCo, who are now facing the 
steady erosion of their brand loyalty and market share as 
consumers increasingly came to recognize the high qual- 
ity and low price of private-label sodas.* 
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ABSOLUTE CosT ADVANTAGES Sometimes established companies have an absolute 
cost advantage relative to potential entrants, meaning that entrants cannot expect 
to match the established companies’ lower cost structure. Absolute cost advantages 
arise from three main sources: (1) superior production operations and processes 
due to accumulated experience, patents, or secret processes; (2) control of particu- 
lar inputs required for production, such as labor, materials, equipment, or manage- 
ment skills, that are limited in their supply; and (3) access to cheaper funds because 
existing companies represent lower risks than new entrants. If established compa- 
nies have an absolute cost advantage, the threat of entry as a competitive force is 
weaker. 


CUSTOMER SWITCHING Costs Switching costs arise when it costs a customer time, 
energy, and money to switch from the products offered by one established company 
to the products offered by a new entrant. When switching costs are high, customers 
can be locked in to the product offerings of established companies, even if new en- 
trants offer better products.* A familiar example of switching costs concerns the 
costs associated with switching from one computer operating system to another. If a 
person currently uses Microsoft’s Windows operating system and has a library of re- 
lated software applications (for example, word-processing software, spreadsheet, 
games) and document files, it is expensive for that person to switch to another com- 
puter operating system. To effect the change, this person would have to buy a new set 
of software applications and convert all existing document files to run with the new 
system. Faced with such an expense of money and time, most people are unwilling 
to make the switch unless the competing operating system offers a substantial leap 
forward in performance. Thus, the higher the switching costs are, the higher is the 
barrier to entry for a company attempting to promote a new computer operating 
system. 


GOVERNMENT REGULATION Historically, government regulation has constituted a 
major entry barrier into many industries. For example, until the mid-1990s, U.S. 
government regulation prohibited providers of long-distance telephone service 
from competing for local telephone service, and vice versa. Other potential 
providers of telephone service, including cable television service companies such as 
Time Warner and Comcast (which could, in theory, use their cables to carry tele- 
phone traffic as well as television signals), were prohibited from entering the market 
altogether. These regulatory barriers to entry significantly reduced the level of com- 
petition in both the local and long-distance telephone markets, enabling telephone 
companies to earn higher profits than might otherwise have been the case. All this 
changed in 1996 when the government deregulated the industry significantly. In the 
months that followed this announcement, local, long-distance, and cable television 
companies all announced their intention to enter each other’s markets, and a host of 
new players emerged. The five forces model predicts that falling entry barriers due 
to government deregulation will result in significant new entry, an increase in the 
intensity of industry competition, and lower industry profit rates, and indeed, that 
is what occurred. 

In summary, if established companies have built brand loyalty for their products, 
have an absolute cost advantage with respect to potential competitors, have signifi- 
cant scale economies, are the beneficiaries of high switching costs, or enjoy regula- 
tory protection, the risk of entry by potential competitors is greatly diminished; it is a 
weak competitive force. Consequently, established companies can charge higher 
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prices, and industry profits are higher. Evidence from academic research suggests that 
the height of barriers to entry is one of the most important determinants of profit 
rates in an industry. Clearly, it is in the interest of established companies to pursue 
strategies consistent with raising entry barriers to secure these profits. By the same 
token, potential new entrants have to find strategies that allow them to circumvent 
barriers to entry. 


Limits OF ENTRY BARRIERS Even when entry barriers are very high, new firms may 
still enter an industry if they perceive that the benefits outweigh the substantial costs 
of entry. This is what appears to have occurred in the telecommunications industry 
following deregulation in 1996. Deregulation led to a flood of new entrants such as 
Level 3 Communications, 360networks, and Global Crossing, who built fiber-optic 
networks to serve what they perceived as explosive growth in the amount of Internet 
traffic. These entrants had to undertake billions of dollars in capital expenditure to 
build their networks and match the scale advantages of established companies such 
as WorldCom. However, the new entrants were able to raise the capital to do so from 
investors who shared management’s euphoric vision of future demand in the indus- 
try (Level 3 alone raised $13 billion). As it turned out, the euphoric vision of demand 
growth was based on the erroneous assumption that Internet traffic was growing at 
1,000 percent a year when in fact it was growing at only 100 percent a year. When the 
euphoric vision proved to be false, many of the new entrants went bankrupt, but not 
before their investments had created excess capacity in the industry and sparked in- 
tense price competition that depressed the returns for all players, new entrants and 
established companies alike. 


e Rivalry Among The second of Porter’s five competitive forces is the intensity of rivalry among estab- 
Established lished companies within an industry. Rivalry refers to the competitive struggle be- 
Companies tween companies in an industry to gain market share from each other. The competi- 
tive struggle can be fought using price, product design, advertising and promotion 
spending, direct selling efforts, and after-sales service and support. More intense ri- 
valry implies lower prices or more spending on non-price-competitive weapons, or 
both. Because intense rivalry lowers prices and raises costs, it squeezes profits out of 
an industry. Thus, intense rivalry among established companies constitutes a strong 
threat to profitability. Alternatively, if rivalry is less intense, companies may have the 
opportunity to raise prices or reduce spending on non-price-competitive weapons, 
which leads to a higher level of industry profits. The intensity of rivalry among estab- 
lished companies within an industry is largely a function of four factors: (1) industry 
competitive structure, (2) demand conditions, (3) cost conditions, and (4) the height 
of exit barriers in the industry. 


INDUSTRY COMPETITIVE STRUCTURE The competitive structure of an industry 
refers to the number and size distribution of companies in it, something that 
strategic managers determine at the beginning of an industry analysis. Industry 
structures vary, and different structures have different implications for the intensity 
of rivalry. A fragmented industry consists of a large number of small or medium- 
sized companies, none of which is in a position to determine industry price. A con- 
solidated industry is dominated by a small number of large companies (an oligop- 
oly) or, in extreme cases, by just one company (a monopoly), and companies often 
are in a position to determine industry prices. Examples of fragmented industries 
are agriculture, dry cleaning, video rental, health clubs, real estate brokerage, and 
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sun tanning parlors. Consolidated industries include the aerospace, soft drink, au- 
tomobile, pharmaceutical, stockbrokerage and beer industries. In the beer indus- 
try, for example, the top three firms account for 80% of industry sales (see the 
Opening Case). 

Many fragmented industries are characterized by low entry barriers and commod- 
ity-type products that are hard to differentiate. The combination of these traits tends 
to result in boom-and-bust cycles as industry profits rise and fall. Low entry barriers 
imply that whenever demand is strong and profits are high, new entrants will flood 
the market, hoping to profit from the boom. The explosion in the number of video 
stores, health clubs, and sun tanning parlors during the 1980s and 1990s exemplifies 
this situation. 

Often the flood of new entrants into a booming fragmented industry creates 
excess capacity, so companies start to cut prices in order to use their spare capacity. 
The difficulty companies face when trying to differentiate their products from those 
of competitors can exacerbate this tendency. The result is a price war, which de- 
presses industry profits, forces some companies out of business, and deters potential 
new entrants. For example, after a decade of expansion and booming profits, many 
health clubs are now finding that they have to offer large discounts in order to hold 
on to their membership. In general, the more commodity-like an industry’s product 
is, the more vicious will be the price war. This bust part of the cycle continues until 
overall industry capacity is brought into line with demand (through bankruptcies), 
at which point prices may stabilize again. 

A fragmented industry structure, then, constitutes a threat rather than an oppor- 
tunity. Most booms are relatively short-lived because of the ease of new entry and will 
be followed by price wars and bankruptcies. Because it is often difficult to differentiate 
products in these industries, the best strategy for a company is to try to minimize its 
costs so it will be profitable in a boom and survive any subsequent bust. Alternatively, 
companies might try to adopt strategies that change the underlying structure of frag- 
mented industries and lead to a consolidated industry structure in which the level of 
industry profitability is increased. Exactly how companies can do this is something 
we shall consider in later chapters. 

In consolidated industries, companies are interdependent because one company’s 
competitive actions or moves (with regard to price, quality, and so on) directly affect 
the market share of its rivals and thus their profitability. When one company makes a 
move, this generally forces a response from its rivals, and the consequence of such 
competitive interdependence can be a dangerous competitive spiral. Rivalry increases 
as companies attempt to undercut each other’s prices or offer customers more value 
in their products, pushing industry profits down in the process. The fare wars that 
have periodically created havoc in the airline industry provide a good illustration of 
this process. 

Companies in consolidated industries sometimes seek to reduce this threat by 
following the prices set by the dominant company in the industry.° However, compa- 
nies must be careful, for explicit face-to-face price-fixing agreements are illegal. 
(Tacit, indirect agreements, arrived at without direct or intentional communication, 
are legal.) Instead, companies set prices by watching, interpreting, anticipating, and 
responding to each other’s behavior (something discussed in detail in Chapter 5 
when the competitive dynamics of game theory is examined). However, tacit price- 
leadership agreements often break down under adverse economic conditions, as has 
occurred in the breakfast cereal industry, profiled in Strategy in Action 2.2. 
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Price Wars in the Breakfast 
Cereal Industry 


For decades, the breakfast cereal industry was one of the 
most profitable in the United States. The industry has a 
consolidated structure dominated by Kellogg, General 
Mills, and Kraft Foods with its Post brand. Strong brand 
loyalty, coupled with control over the allocation of super- 
market shelf space, helped to limit the potential for new 
entry. Meanwhile, steady demand growth of around 3% 
per annum kept industry revenues expanding. Kellogg, 
which accounted for over 40% of the market share, acted 
as the price leader in the industry. Every year, Kellogg in- 
creased cereal prices, its rivals followed, and industry 
profits remained high. 

This favorable industry structure started to change in 
the early 1990s when growth in demand slowed and then 
stagnated as a latte and bagel or muffin replaced cereal as 
the morning fare for many American adults. Then came 
the rise of powerful discounters such as Wal-Mart, which 
entered the grocery industry in the early 1990s and began 
to promote aggressively its own brand of cereal, priced 
significantly below the brand-name cereals. As the decade 
progressed, other grocery chains such as Kroger’s started 
to follow suit, and brand loyalty in the industry began to 
decline as customers realized that a $2.50 bag of wheat 
flakes from Wal-Mart tasted about the same as a $3.50 
box of Cornflakes from Kellogg. As sales of cheaper store- 
brand cereals began to take off, supermarkets were no 
longer as dependent on brand names to bring traffic into 
their stores and began to demand lower prices from the 
branded cereal manufacturers. 

For several years, the manufacturers of brand cereals 
tried to hold out against these adverse trends, but in the 
mid-1990s the dam broke. In 1996, Kraft (then owned by 
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Philip Morris) aggressively cut prices by 20% for its Post 
brand in an attempt to gain market share. Kellogg soon 
followed with a 19% price cut on two-thirds of its brands, 
and General Mills quickly did the same. The decades of 
tacit price collusion were officially over. 

If the breakfast cereal companies were hoping that 
the price cuts would stimulate demand, they were wrong. 
Instead, demand remained flat while revenues and mar- 
gins followed prices down, and Kellogg’s operating mar- 
gins dropped from 18% in 1995 to 10.2% in 1996, a trend 
experienced by the other brand cereal manufacturers. 

By 2000, conditions had only worsened. Private-label 
sales continued to make inroads, gaining over 10% of the 
market. Moreover, sales of breakfast cereals started to 
contract at 1% per annum. To cap it off, an aggressive 
General Mills continued to launch expensive price and 
promotion campaigns in an attempt to take share away 
from the market leader. Kellogg saw its market share slip 
to just over 30% in 2001, behind the 31% now held by 
General Mills. For the first time since 1906, Kellogg no 
longer led the market. Moreover, profits at all three major 
producers remained weak in the face of continued price 
discounting. 

In mid-2001, General Mills finally blinked and raised 
prices a modest 2% in response to its own rising costs. 
Competitors followed, signaling perhaps that after a 
decade of costly price warfare, pricing discipline might 
once more emerge in the industry. Both Kellogg and General 
Mills tried to move further away from price competition 
by focusing on brand extensions, such as Special K con- 
taining berries and new varieties of Cheerios. Kelloge’s ef- 
forts with Special K helped the company recapture market 
leadership from General Mills. More important, the re- 
newed emphasis on nonprice competition halted years of 
damaging price warfare, at least for the time being. 


The level of industry demand is a second determinant of the intensity of rivalry 


among established companies. Growing demand from new customers or additional 
purchases by existing customers tend to moderate competition by providing greater 
scope for companies to compete for customers. Growing demand tends to reduce 
rivalry because all companies can sell more without taking market share away from 
other companies. High industry profits are often the result. Conversely, declining 
demand results in more rivalry as companies fight to maintain market share and 
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revenues (as in the breakfast cereal industry). Demand declines when customers are 
leaving the marketplace or each customer is buying less. Now a company can grow 
only by taking market share away from other companies. Thus, declining demand 
constitutes a major threat because it increases the extent of rivalry between estab- 
lished companies. 


The cost structure of firms in an industry is a third determinant of rivalry. In indus- 
tries where fixed costs are high, profitability tends to be highly leveraged to sales vol- 
ume, and the desire to grow volume can spark intense rivalry. Fixed costs are the 
costs that must be borne before the firm makes a single sale. For example, before they 
can offer service, cable television companies have to lay cable in the ground; the cost 
of doing so is a fixed cost. Similarly, to offer air express service, a company like FedEx 
must invest in planes, package-sorting facilities, and delivery trucks—all fixed costs 
that require significant capital investments. In industries where the fixed costs of 
production are high, if sales volume is low, firms cannot cover their fixed costs 
and will not be profitable. Thus, they have an incentive to cut their prices and/or 
increase promotion spending to drive up sales volume so that they can cover their 
fixed costs. In situations where demand is not growing fast enough and too many 
companies are engaged in the same actions (cutting prices and/or raising promotion 
spending in an attempt to cover fixed costs), the result can be intense rivalry and 
lower profits. Research suggests that it is often the weakest firms in an industry that 
initiate such actions precisely because they are the ones struggling to cover their fixed 
costs.” 


Exit barriers are economic, strategic, and emotional factors that prevent companies 
from leaving an industry.® If exit barriers are high, companies become locked into an 
unprofitable industry where overall demand is static or declining. The result is often 
excess productive capacity, which leads to even more intense rivalry and price com- 
petition as companies cut prices in the attempt to obtain the customer orders needed 
to use their idle capacity and cover their fixed costs.? Common exit barriers include 
the following: 


e@ Investments in assets such as specific machines, equipment, and operating facilities 
that are of little or no value in alternative uses or cannot be sold off. If the company 
wishes to leave the industry, it has to write off the book value of these assets. 


e@ High fixed costs of exit, such as the severance pay, health benefits, and pensions 
that have to be paid to workers who are being made redundant when a company 
ceases to operate. 


e Emotional attachments to an industry, as when a company’s owners or employees 
are unwilling to exit from an industry for sentimental reasons or because of pride. 


e@ Economic dependence on the industry because a company relies on a single in- 
dustry for its revenue and profit. 


e@ The need to maintain an expensive collection of assets at or above some mini- 
mum level in order to participate effectively in the industry. 


e Bankruptcy regulations, particularly in the United States, where Chapter 11 
bankruptcy provisions allow insolvent enterprises to continue operating and reor- 
ganize themselves under bankruptcy protection. These regulations can keep un- 
profitable assets in the industry, result in persistent excess capacity, and lengthen 
the time required to bring industry supply in line with demand. 
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As an example of the effect of exit barriers in practice, consider the express mail 
and parcel delivery industry. The key players in this industry, such as Federal Express 
and UPS, rely on the delivery business entirely for their revenues and profits. They 
have to be able to guarantee their customers that they will deliver packages to all 
major localities in the United States, and much of their investment is specific to this 
purpose. To meet this guarantee, they need a nationwide network of air routes and 
ground routes, an asset that is required in order to participate in the industry. If ex- 
cess capacity develops in this industry, as it does from time to time, Federal Express 
cannot incrementally reduce or minimize its excess capacity by deciding not to fly to 
and deliver packages in, say, Miami because that proportion of its network is under- 
used. If it did that, it would no longer be able to guarantee to its customers that it 
would be able to deliver packages to all major locations in the United States, and its 
customers would switch to some other carrier. Thus, the need to maintain a nation- 
wide network is an exit barrier that can result in persistent excess capacity in the air 
express industry during periods of weak demand. Finally, both UPS and Federal Express 
managers and employees are emotionally tied to this industry because they both 
were first movers, in the ground and air segments of the industry, respectively, and 
because their employees are also major owners of their companies’ stock and they are 
dependent financially on the fortunes of the delivery business. 


e The Bargaining The third of Porter’s five competitive forces is the bargaining power of buyers. An 
Power of Buyers industry’s buyers may be the individual customers who ultimately consume its 
products (its end-users) or the companies that distribute an industry’s products to 
end-users, such as retailers and wholesalers. For example, while soap powder made 
by Procter & Gamble and Unilever is consumed by end-users, the principal buyers 
of soap powder are supermarket chains and discount stores, which resell the prod- 
uct to end-users. The bargaining power of buyers refers to the ability of buyers to 
bargain down prices charged by companies in the industry or to raise the costs of 
companies in the industry by demanding better product quality and service. By low- 
ering prices and raising costs, powerful buyers can squeeze profits out of an indus- 
try. Thus, powerful buyers should be viewed as a threat. Alternatively, when buyers 
are in a weak bargaining position, companies in an industry can raise prices and 
perhaps reduce their costs by lowering product quality and service, thus increasing 
the level of industry profits. Buyers are most powerful in the following circum- 
stances: 


@ When the industry that is supplying a particular product or service is composed 
of many small companies and the buyers are large and few in number. These cir- 
cumstances allow the buyers to dominate supplying companies. 


@ When the buyers purchase in large quantities. In such circumstances, buyers can 
use their purchasing power as leverage to bargain for price reductions. 


@ When the supply industry depends on the buyers for a large percentage of its total 
orders. 


e@ When switching costs are low so that buyers can play the supplying companies 
against each other to force down prices. 


@ When it is economically feasible for buyers to purchase an input from several com- 
panies at once so that buyers can play one company in the industry against another. 


@ When buyers can threaten to enter the industry and produce the product themselves 
and thus supply their own needs, also a tactic for forcing down industry prices. 


e The Bargaining 
Power of Suppliers 
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The auto component supply industry, whose buyers are large automobile manu- 
facturers such as GM, Ford, and DaimlerChrysler, is a good example of an industry 
in which buyers have strong bargaining power and thus a strong competitive threat. 
Why? The suppliers of auto components are numerous and typically small in scale; 
their buyers, the auto manufacturers, are large in size and few in number. Daimler- 
Chrysler, for example, does business with nearly two thousand different component 
suppliers in the United States and normally contracts with a number of different 
companies to supply the same part. Additionally, to keep component prices down, 
both Ford and GM have used the threat of manufacturing a component themselves 
rather than buying it from auto component suppliers. The automakers have used 
their powerful position to play suppliers against each other, forcing down the price 
they have to pay for component parts and demanding better quality. If a component 
supplier objects, the automakers use the threat of switching to another supplier as a 
bargaining tool. 

Another issue is that the relative power of buyers and suppliers tends to change in 
response to changing industry conditions. For example, because of changes now tak- 
ing place in the pharmaceutical and health care industries, major buyers of pharma- 
ceuticals (hospitals and health maintenance organizations) are gaining power over 
the suppliers of pharmaceuticals and have been able to demand lower prices. Strategy 
in Action 2.3 discusses how Wal-Mart’s buying power has changed over the years as 
the company has become larger. 


The fourth of Porter’s five competitive forces is the bargaining power of suppliers— 
the organizations that provide inputs into the industry, such as materials, services, 
and labor (which may be individuals, organizations such as labor unions, or com- 
panies that supply contract labor). The bargaining power of suppliers refers to the 
ability of suppliers to raise input prices or to raise the costs of the industry in 
other ways—for example, by providing poor-quality inputs or poor service. Power- 
ful suppliers squeeze profits out of an industry by raising the costs of companies in 
the industry. Thus, powerful suppliers are a threat. Alternatively, if suppliers are 
weak, companies in the industry have the opportunity to force down input prices 
and demand higher-quality inputs (such as more productive labor). As with buyers, 
the ability of suppliers to make demands on a company depends on their power rela- 
tive to that of the company. Suppliers are most powerful in these situations: 


@ The product that suppliers sell has few substitutes and is vital to the companies in 
an industry. 


e@ The profitability of suppliers is not significantly affected by the purchases of 
companies in a particular industry, in other words, when the industry is not an 
important customer to the suppliers. 


@ Companies in an industry would experience significant switching costs if they 
moved to the product of a different supplier because a particular supplier’s prod- 
ucts are unique or different. In such cases, the company depends on a particular 
supplier and cannot play suppliers against each other to reduce price. 


e@ Suppliers can threaten to enter their customers’ industry and use their inputs to 
produce products that would compete directly with those of companies already 
in the industry. 


@ Companies in the industry cannot threaten to enter their suppliers’ industry and 
make their own inputs as a tactic for lowering the price of inputs. 
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Wal-Mart's Bargaining Power 
over Suppliers 


When Wal-Mart and other discount retailers began in the 
1960s, they were small operations with little purchasing 
power. To generate store traffic, they depended in large 
part on stocking nationally branded merchandise from 
well-known companies such as Procter & Gamble and 
Rubbermaid. Since the discounters did not have high 
sales volume, the nationally branded companies set the 
price. This meant that the discounters had to look for 
other ways to cut costs, which they typically did by em- 
phasizing self-service in stripped-down stores located in 
the suburbs where land was cheaper (in the 1960s, the 
main competitors for discounters were full-service de- 
partment stores like Sears that were often located in 
downtown shopping areas). 

Discounters such as Kmart purchased their mer- 
chandise through wholesalers, who in turn bought from 
manufacturers. The wholesaler would come into a store 
and write an order, and when the merchandise arrived, 
the wholesaler would come in and stock the shelves, sav- 
ing the retailer labor costs. However, Wal-Mart was lo- 
cated in Arkansas and placed its stores in small towns. 
Wholesalers were not particularly interested in serving a 
company that built its stores in such out-of-the-way 
places. They would do it only if Wal-Mart paid higher 
prices. 

Wal-Mart's Sam Walton refused to pay higher 
prices. Instead he took his fledgling company public 
and used the capital raised to build a distribution center 
to stock merchandise. The distribution center would 
serve all stores within a 300-mile radius, with trucks 
leaving the distribution center daily to restock the 


stores. Because the distribution center was serving a 
collection of stores and thus buying in larger volumes, 
Walton found that he was able to cut the wholesalers 
out of the equation and order directly from manufac- 
turers. The cost savings generated by not having to pay 
profits to wholesalers were then passed on to consumers 
in the form of lower prices, which helped Wal-Mart 
continue growing. This growth increased its buying 
power and thus its ability to demand deeper discounts 
from manufacturers. 

Today Wal-Mart has turned its buying process into an 
art form. Since 8% of all retail sales in the United States 
are made in a Wal-Mart store, the company has enormous 
bargaining power over its suppliers. Suppliers of nationally 
branded products, such as Procter & Gamble, are no longer 
in a position to demand high prices. Rather, Wal-Mart is 
now so important to Procter & Gamble that it is able to 
demand deep discounts on its purchases. Moreover, Wal- 
Mart has itself become a brand that is more powerful than 
the brands of manufacturers. People don’t go to Wal-Mart 
to buy branded goods; they go to Wal-Mart for the low 
prices. This simple fact has enabled Wal-Mart to bargain 
down the prices it pays, always passing on cost savings to 
consumers in the form of lower prices. 

Since 1991, Wal-Mart has provided suppliers with 
real-time information on store sales through the use of in- 
dividual stock keeping units (SKUs). These have allowed 
suppliers to optimize their own production processes, 
matching output to Wal-Mart’s demands and avoiding 
under- or overproduction and the need to store inventory. 
The efficiencies that manufacturers gain from such infor- 
mation are passed on to Wal-Mart in the form of lower 
prices, and Wal-Mart then passes on those cost savings to 
consumers.° 
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An example of an industry in which companies are dependent on a powerful sup- 
plier is the personal computer industry. Personal computer firms are heavily depend- 
ent on Intel, the world’s largest supplier of microprocessors for PCs. The industry 
standard for personal computers runs on Intel’s microprocessor chips. Intel’s com- 
petitors, such as Advanced Micro Devices (AMD), must develop and supply chips 
that are compatible with Intel’s standard. Although AMD has developed competing 
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chips, Pentium still supplies about 85% of the chips used in PCs primarily because 
only Intel has the manufacturing capacity required to serve a large share of the mar- 
ket. It is beyond the financial resources of Intel’s competitors, such as AMD, to match 
the scale and efficiency of Intel’s manufacturing systems. Thus, while PC manufac- 
turers can buy some microprocessors from Intel’s rivals, most notably AMD, they still 
have to turn to Intel for the bulk of their supply. Because Intel is in a powerful bar- 
gaining position, it can charge higher prices for its microprocessors than would be 
the case if its competitors were more numerous and stronger (that is, if the micro- 
processor industry were fragmented). 


The final force in Porter’s model is the threat of substitute products: the products of 
different businesses or industries that can satisfy similar customer needs. For exam- 
ple, companies in the coffee industry compete indirectly with those in the tea and 
soft drink industries because all three serve customer needs for nonalcoholic drinks. 
The existence of close substitutes is a strong competitive threat because this limits the 
price that companies in one industry can charge for their product, and thus industry 
profitability. If the price of coffee rises too much relative to that of tea or soft drinks, 
coffee drinkers may switch to those substitutes. 

If an industry’s products have few close substitutes, so that substitutes are a weak 
competitive force, then, other things being equal, companies in the industry have the 
opportunity to raise prices and earn additional profits. Thus, there is no close substi- 
tute for microprocessors, which gives companies like Intel and AMD the ability to 
charge higher prices than would be the case if there were a substitute for micro- 
processors. 


Andrew Grove, the former CEO of Intel, has argued that Porter’s five forces model 
ignores a sixth force: the power, vigor, and competence of complementors.!° Com- 
plementors are companies that sell products that add value to (complement) the 
products of companies in an industry because when used together, the products bet- 
ter satisfy customer demands. For example, the complementors to the personal com- 
puter industry are the companies that make software applications to run on those 
machines. The greater the supply of high-quality software applications to run on per- 
sonal computers, the greater is the value of personal computers to customers, the 
greater the demand for PCs, and the greater the profitability of the personal com- 
puter industry. 

Grove’s argument has a strong foundation in economic theory, which has long 
argued that both substitutes and complements influence demand in an industry.!! 
Moreover, recent research has emphasized the importance of complementary prod- 
ucts in determining demand and profitability in many high-technology industries, 
such as the computer industry in which Grove made his mark.!* The issue, there- 
fore, is that when complements are an important determinant of demand for an in- 
dustry’s products, industry profits depend critically on there being an adequate sup- 
ply of complementary products. When the number of complementors is increasing 
and they produce attractive complementary products, this boosts demand and prof- 
its in the industry and can open up many new opportunities for creating value. 
Conversely, if complementors are weak and are not producing attractive comple- 
mentary products, this can be a threat that slows industry growth and limits prof- 
itability. 
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The systematic analysis of forces in the industry environment using the Porter 
framework is a powerful tool that helps managers to think strategically. It is impor- 


tant to recognize that one competitive force often affects the others, so that all forces 
need to be considered when performing industry analysis. Indeed, industry analysis 
leads managers to think systematically about how their strategic choices will be af- 
fected by the forces of industry competition and also about how their choices will af- 
fect the five forces and change conditions in the industry. For an example of industry 
analysis using Porter’s framework, see the Running Case. 
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Dell Computer and the Personal Computer Industry 


The global personal computer industry is very competi- 
tive. On a global basis, Dell was the worldwide market 
share leader in 2005 with 18.1%, followed by Hewlett- 
Packard (15.6%), Lenovo (6.2%), Acer (4.7%), Fujitsu 
(4.1%), and Apple (2.2%). The remaining 49% of the 
market is accounted for by a long list of small companies, 
some of which focus on local markets and make un- 
branded so-called white box computers. 

The long list of small companies reflects relatively low 
barriers to entry. The open architecture of the personal 
computer means that key components, such as an Intel 
compatible microprocessor, a Windows operating system, 
memory chips, a hard drive, and so on, can be purchased 
easily on the open market. Assembly is easy, requiring very 
little capital equipment or technical skills, and economies 
of scale in production are not particularly significant. Al- 
though small entrants lack the brand-name recognition of 
the market share leaders, they survive in the industry by 
pricing their machines a few hundred dollars below those 
of the market leaders and capturing the demand of price- 
sensitive consumers. This puts constant pressure on the 
prices that brand-name companies can charge. 

Moreover, most buyers view the product offerings of 
different branded companies as very close substitutes for 
each other, so competition between them often defaults to 
price. Consequently, the average selling price of a PC has 
fallen from around $1,700 in 1999 to under $1,000 in 2006, 
and projections are that it may continue to fall, fueled in 
part by aggressive competition between Dell Computer 
and Hewlett-Packard. 


The constant downward pressure on prices makes it 
hard for personal computer companies to have big gross 
margins, and this factor results in lower profitability. The 
downward pressure on prices has been exacerbated by 
slowing demand growth in many developed nations, in- 
cluding the world’s largest market, the United States, 
where the market is now mature and demand is limited 
to replacement demand plus an expansion in the overall 
population. 

To make matters worse, personal computer companies 
have long had to deal with two very powerful suppliers: 
Microsoft, which supplies the industry standard operating 
system, Windows, and Intel, which supplies the industry 
standard microprocessor. Microsoft and Intel have been 
able to charge high prices for their products, which has 
raised input costs for personal computer manufacturers 
and thus reduced their profitability. 

In sum, the personal computer industry is not par- 
ticularly attractive. The combination of low entry barri- 
ers, intense rivalry among established companies, slow- 
ing demand growth, buyers who are indifferent to the 
offerings of various companies and often look at price 
before anything else, and powerful suppliers who have 
raised the prices for key inputs all come together to 
make it difficult for established companies to earn de- 
cent profits. Against this background, the performance 
of Dell Computer over the last decade is nothing short 
of remarkable and illustrates just how strong the com- 
pare business model and competitive advantage had 
been. 
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Strategic Groups Within Industries 


FIGURE 2.3 


Strategic Groups in 
the Pharmaceutical 
Industry 


Companies in an industry often differ significantly from each other with respect to 
the way they strategically position their products in the market in terms of such fac- 
tors as the distribution channels they use, the market segments they serve, the quality 
of their products, technological leadership, customer service, pricing policy, advertis- 
ing policy, and promotions. As a result of these differences, within most industries, it 
is possible to observe groups of companies in which each company follows a business 
model that is similar to that pursued by other companies in the group but is different 
from the business model followed by companies in other groups. These different 
groups of companies are known as strategic groups.!° 

Normally, the basic differences between the business models that companies in 
different strategic groups use can be captured by a relatively small number of strate- 
gic factors. For example, in the pharmaceutical industry, two main strategic groups 
stand out (see Figure 2.3).!4 One group, which includes such companies as Merck, Eli 
Lilly, and Pfizer, is characterized by a business model based on heavy R&D spending 
and a focus on developing new, proprietary, blockbuster drugs. The companies in this 
proprietary strategic group are pursuing a high-risk, high-return strategy. It is a high- 
risk strategy because basic drug research is difficult and expensive. Bringing a new 
drug to market can cost up to $800 million in R&D money and a decade of research 
and clinical trials. The risks are high because the failure rate in new drug development 
is very high: only one out of every five drugs entering clinical trials is ultimately 
approved by the U.S. Food and Drug Administration. However, the strategy is also a 
high-return one because a single successful drug can be patented, giving the innova- 
tor a twenty-year monopoly on its production and sale. This lets these proprietary 
companies charge a high price for the patented drug, allowing them to earn millions, 
if not billions, of dollars over the lifetime of the patent. 

The second strategic group might be characterized as the generic drug strategic 
group. This group of companies, which includes Forest Labs, Mylan Labs, and Watson 
Pharmaceuticals, focuses on the manufacture of generic drugs: low-cost copies of 
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drugs that were developed by companies in the proprietary group whose patents have 
now expired. Low R&D spending, production efficiency, and an emphasis on low 
prices characterize the business models of companies in this strategic group. They are 
pursuing a low-risk, low-return strategy. It is low risk because they are not investing 
millions of dollars in R&D. It is low return because they cannot charge high prices. 


elmplications of The concept of strategic groups has a number of implications for the identification of 

Strategic Groups opportunities and threats within an industry. First, because all the companies in a 
strategic group are pursuing a similar business model, customers tend to view the 
products of such enterprises as direct substitutes for each other. Thus, a company’s 
closest competitors are those in its strategic group, not those in other strategic groups 
in the industry. The most immediate threat to a company’s profitability comes from 
rivals within its own strategic group. For example, a group of companies in the retail 
industry might be characterized as discounters. Included in this group are Wal-Mart, 
Kmart, Target, and Fred Meyer. These companies compete most vigorously with each 
other rather than with other retailers in different groups, such as Nordstrom or The 
Gap. Kmart, for example, was driven into bankruptcy in late 2001 not because Nord- 
strom or The Gap took business from it but because Wal-Mart and Target gained 
share in the discounting group by virtue of their superior strategic execution of the 
discounting business model. 

A second competitive implication is that different strategic groups can have a dif- 
ferent standing with respect to each of the competitive forces; thus, each strategic 
group may face a different set of opportunities and threats. The risk of new entry by 
potential competitors, the degree of rivalry among companies within a group, the bar- 
gaining power of buyers, the bargaining power of suppliers, and the competitive force 
of substitute and complementary products can each be a relatively strong or weak 
competitive force depending on the competitive positioning approach adopted by 
each strategic group in the industry. For example, in the pharmaceutical industry, 
companies in the proprietary group have historically been in a very powerful position 
in relation to buyers because their products are patented and there are no substitutes. 
Also, rivalry based on price competition within this group has been low because com- 
petition in the industry revolves around being the first to patent a new drug (so-called 
patent races), not around drug prices. Thus, companies in this group have been able to 
charge high prices and earn high profits. In contrast, companies in the generic group 
have been in a much weaker position because many companies are able to produce 
different versions of the same generic drug after patents expire. Thus, in this strategic 
group, products are close substitutes, rivalry has been high, and price competition has 
led to lower profits for this group compared to companies in the proprietary group. 


e The Role of It follows from the two issues discussed above that some strategic groups are more 
Mobility Barriers desirable than others because competitive forces open up greater opportunities and 
present fewer threats for those groups. Managers, after having analyzed their industry, 
might identify a strategic group where competitive forces are weaker and higher profits 
can be made. Sensing an opportunity, they might contemplate changing their business 
model and move to compete in that strategic group. However, taking advantage of this 
opportunity may be difficult because of mobility barriers between strategic groups. 
Mobility barriers are within-industry factors that inhibit the movement of com- 
panies between strategic groups. They include the barriers to entry into a group and 
the barriers to exit from a company’s existing group. For example, Forest Labs would 
encounter mobility barriers if it attempted to enter the proprietary group in the 
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pharmaceutical industry because it lacks R&D skills, and building these skills would 
be an expensive proposition. Essentially, over time, companies in different groups de- 
velop different cost structures and skills and competencies that give them different 
pricing options and choices. A company contemplating entry into another strategic 
group must evaluate whether it has the ability to imitate, and indeed outperform, its 
potential competitors in that strategic group. Managers must determine if it is cost- 
effective to overcome mobility barriers before deciding whether the move is worth- 
while. 

In summary, an important task of industry analysis is to determine the sources of 
the similarities and differences among companies in an industry and to work out the 
broad themes that underlie competition in an industry. This analysis often reveals new 
opportunities to compete in an industry by developing new kinds of products to meet 
the needs of customers better. It can also reveal emerging threats that can be coun- 
tered effectively by changing competitive strategy. This issue is taken up in Chapters 5, 
6, and 7, which examine crafting competitive strategy in different kinds of markets to 
build a competitive advantage over rivals and best satisfy customer needs. 


Industry Life Cycle Analysis 


FIGURE 2.4 


Stages in the Industry 
Life Cycle 


An important determinant of the strength of the competitive forces in an industry 
(and thus of the nature of opportunities and threats) is the changes that take place in 
it over time. The similarities and differences between companies in an industry often 
become more pronounced over time, and its strategic group structure frequently 
changes. The strength and nature of each of the competitive forces also change as an 
industry evolves, particularly the two forces of risk of entry by potential competitors 
and rivalry among existing firms.!° 

A useful tool for analyzing the effects of industry evolution on competitive forces 
is the industry life cycle model, which identifies five sequential stages in the evolu- 
tion of an industry that lead to five distinct kinds of industry environment: embry- 
onic industry, growth, shakeout, mature industry, and decline (see Figure 2.4). The 
task facing managers is to anticipate how the strength of competitive forces will 
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change as the industry environment evolves and to formulate strategies that take 
advantage of opportunities as they arise and that counter emerging threats. 


eEmbryonic An embryonic industry is just beginning to develop (for example, personal comput- 
Industries ers and biotechnology in the 1970s, wireless communications in the 1980s, Internet 
retailing in the early 1990s, and nanotechnology today). Growth at this stage is slow 
because of such factors as buyers’ unfamiliarity with the industry’s product, high 
prices due to the inability of companies to reap any significant scale economies, and 
poorly developed distribution channels. Barriers to entry tend to be based on access 
to key technological know-how rather than cost economies or brand loyalty. If the 
core know-how required to compete in the industry is complex and difficult to grasp, 
barriers to entry can be quite high, and established companies will be protected from 
potential competitors. Rivalry in embryonic industries is based not so much on price 
as on educating customers, opening up distribution channels, and perfecting the de- 
sign of the product. Such rivalry can be intense, and the company that is the first to 
solve design problems often has the opportunity to develop a significant market po- 
sition. An embryonic industry may also be the creation of one company’s innovative 
efforts, as happened with microprocessors (Intel), vacuum cleaners (Hoover), photo- 
copiers (Xerox), and small package express delivery (FedEx). In such circumstances, 
the company has a major opportunity to capitalize on the lack of rivalry and build a 
strong hold on the market. 


e Growth Industries Once demand for the industry’s product begins to take off, the industry develops 
the characteristics of a growth industry. In a growth industry, first-time demand is 
expanding rapidly as many new customers enter the market. Typically, an industry 
grows when customers become familiar with the product, prices fall because experi- 
ence and scale economies have been attained, and distribution channels develop. The 
U.S. wireless telephone industry was in the growth stage for most of the 1990s. In 
1990, there were only 5 million cellular subscribers in the nation. By 2006, this figure 
had increased to around 220 million, and overall demand was still growing. 

Normally, the importance of control over technological knowledge as a barrier to 
entry has diminished by the time an industry enters its growth stage. Because few 
companies have yet achieved significant scale economies or built brand loyalty, other 
entry barriers tend to be relatively low as well, particularly early in the growth stage. 
Thus, the threat from potential competitors generally is highest at this point. Para- 
doxically, however, high growth usually means that new entrants can be absorbed 
into an industry without a marked increase in the intensity of rivalry. Thus, rivalry 
tends to be relatively low. Rapid growth in demand enables companies to expand 
their revenues and profits without taking market share away from competitors. A 
strategically aware company takes advantage of the relatively benign environment of 
the growth stage to prepare itself for the intense competition of the coming industry 
shakeout. 


e Industry Shakeout Explosive growth cannot be maintained indefinitely. Sooner or later, the rate of growth 
slows, and the industry enters the shakeout stage. In the shakeout stage, demand ap- 
proaches saturation levels: most of the demand is limited to replacement because there 
are few potential first-time buyers left. 

As an industry enters the shakeout stage, rivalry between companies becomes in- 
tense. Typically, companies that have become accustomed to rapid growth continue 
to add capacity at rates consistent with past growth. However, demand is no longer 
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growing at historic rates, and the consequence is the emergence of excess productive 
capacity. This condition is illustrated in Figure 2.5, where the solid curve indicates 
the growth in demand over time and the broken curve indicates the growth in pro- 
ductive capacity over time. As you can see, past point t,, demand growth becomes 
slower as the industry becomes mature. However, capacity continues to grow until 
time t,. The gap between the solid and broken lines signifies excess capacity. In an at- 
tempt to use this capacity, companies often cut prices. The result can be a price war, 
which drives many of the most inefficient companies into bankruptcy and is enough 
to deter any new entry. 


The shakeout stage ends when the industry enters its mature stage: the market is totally 
saturated, demand is limited to replacement demand, and growth is low or zero. What 
growth there is comes from population expansion that brings new customers into the 
market or an increase in replacement demand. 

As an industry enters maturity, barriers to entry increase, and the threat of entry 
from potential competitors decreases. As growth slows during the shakeout, compa- 
nies can no longer maintain historic growth rates merely by holding on to their mar- 
ket share. Competition for market share develops, driving down prices and often 
producing a price war, as has happened in the airline and personal computer indus- 
try. To survive the shakeout, companies begin to focus on minimizing costs and 
building brand loyalty. The airlines, for example, tried to cut operating costs by hir- 
ing nonunion labor and to build brand loyalty by introducing frequent-flyer pro- 
grams. Personal computer companies have sought to build brand loyalty by provid- 
ing excellent after-sales service and working to lower their cost structures. By the 
time an industry matures, the surviving companies are those that have brand loyalty 
and efficient low-cost operations. Because both these factors constitute a significant 
barrier to entry, the threat of entry by potential competitors is often greatly dimin- 
ished. High entry barriers in mature industries can give companies the opportunity 
to increase prices and profits, although this does not always occur. 

As a result of the shakeout, most industries in the maturity stage have consoli- 
dated and become oligopolies. Examples include the beer industry (see the Opening 
Case), breakfast cereal industry, and pharmaceutical industry. In mature industries, 
companies tend to recognize their interdependence and try to avoid price wars. Stable 
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demand gives them the opportunity to enter into price-leadership agreements. The 
net effect is to reduce the threat of intense rivalry among established companies, 
thereby allowing greater profitability. Nevertheless, the stability of a mature industry 
is always threatened by further price wars. A general slump in economic activity can 
depress industry demand. As companies fight to maintain their revenues in the face 
of declining demand, price-leadership agreements break down, rivalry increases, and 
prices and profits fall. The periodic price wars that occur in the airline industry seem 
to follow this pattern. 


e Declining Eventually, most industries enter a decline stage: growth becomes negative for a vari- 
Industries ety of reasons, including technological substitution (for example, air travel for rail 
travel), social changes (greater health consciousness hitting tobacco sales), demo- 
graphics (the declining birthrate hurting the market for baby and child products), and 
international competition (low-cost foreign competition pushing the U.S. steel indus- 
try into decline). Within a declining industry, the degree of rivalry among established 
companies usually increases. Depending on the speed of the decline and the height of 
exit barriers, competitive pressures can become as fierce as in the shakeout stage.!° 
The main problem in a declining industry is that falling demand leads to the emer- 
gence of excess capacity. In trying to use this capacity, companies begin to cut prices, 
thus sparking a price war. The U.S. steel industry experienced these problems because 
steel companies tried to use their excess capacity despite falling demand. The same 
problem occurred in the airline industry in the 1990-1992 period and again in 
2001-2003, as companies cut prices to ensure that they would not be flying with half- 
empty planes (that is, that they would not be operating with substantial excess capacity). 
Exit barriers play a part in adjusting excess capacity. The greater the exit barriers, the 
harder it is for companies to reduce capacity and the greater is the threat of severe 
price competition. 


e Industry Life Cycle In summary, a third task of industry analysis is to identify the opportunities and 
threats that are characteristic of different kinds of industry environments in order to 
develop an effective business model and competitive strategy. Managers have to tailor 
their strategies to changing industry conditions. And they have to learn to recognize 
the crucial points in an industry’s development so that they can forecast when the 
shakeout stage of an industry might begin or when an industry might be moving 
into decline. This is also true at the level of strategic groups because new embryonic 
groups may emerge as a result of shifts in customer needs and tastes, or some groups 
may grow rapidly because of changes in technology and others will decline as their 
customers defect. 


Limitations of Models for Industry Analysis 


The competitive forces, strategic groups, and life cycle models provide useful ways of 
thinking about and analyzing the nature of competition within an industry to iden- 
tify opportunities and threats. However, each has its limitations, and managers need 
to be aware of their shortcomings. 


e Life Cycle Issues _ It is important to remember that the industry life cycle model is a generalization. In 
practice, industry life cycles do not always follow the pattern illustrated in Figure 2.4. In 
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some cases, growth is so rapid that the embryonic stage is skipped altogether. In others, 
industries fail to get past the embryonic stage. Industry growth can be revitalized after 
long periods of decline through innovation or social change. For example, the health 
boom brought the bicycle industry back to life after a long period of decline. 

The time span of the stages can also vary significantly from industry to industry. 
Some industries can stay in maturity almost indefinitely if their products become 
basic necessities of life, as is the case for the car industry. Other industries skip the 
mature stage and go straight into decline, as in the case of the vacuum tube industry. 
Transistors replaced vacuum tubes as a major component in electronic products even 
though the vacuum tube industry was still in its growth stage. Still other industries 
may go through several shakeouts before they enter full maturity, as appears to be 
happening in the telecommunications industry. 


Over any reasonable length of time, in many industries competition can be viewed as 
a process driven by innovation.!” Indeed, innovation is frequently the major factor in 
industry evolution and causes the movement through the industry life cycle. Innova- 
tion is attractive because companies that pioneer new products, processes, or strate- 
gies can often earn enormous profits. Consider the explosive growth of Toys “R” Us, 
Dell Computer, and Wal-Mart. In a variety of different ways, all of these companies 
were innovators. Toys “R” Us pioneered a new way of selling toys (through large dis- 
count warehouse-type stores), Dell pioneered a whole new way of selling personal 
computers (directly via telephone and then the Web), and Wal-Mart pioneered the 
low-price discount superstore concept. 

Successful innovation can transform the nature of industry competition. In re- 
cent decades, one frequent consequence of innovation has been to lower the fixed 
costs of production, thereby reducing barriers to entry and allowing new and smaller 
enterprises to compete with large established organizations. For example, two 
decades ago, large integrated steel companies such as US Steel, LTV, and Bethlehem 
Steel dominated the steel industry. The industry was a typical oligopoly, dominated 
by a small number of large producers, in which tacit price collusion was practiced. 
Then along came a series of efficient mini-mill producers such as Nucor and Chaparral 
Steel, which used a new technology: electric arc furnaces. Over the past twenty years, 
they have revolutionized the structure of the industry. What was once a consolidated 
industry is now much more fragmented and price competitive. The successor com- 
pany to US Steel, USX, now has only a 12% market share, down from 55% in the 
mid-1960s, and both Bethlehem and LTV went bankrupt. In contrast, the mini-mills 
as a group now hold over 40% of the market, up from 5% twenty years ago.!® Thus, 
the mini-mill innovation has reshaped the nature of competition in the steel indus- 
try.!? A competitive forces model applied to the industry in 1970 would look very 
different from a competitive forces model applied in 2004. 

Michael Porter, the originator of the competitive forces and strategic group con- 
cepts, has explicitly recognized the role of innovation in revolutionizing industry struc- 
ture. Porter now talks of innovations as “unfreezing” and “reshaping” industry structure. 
He argues that after a period of turbulence triggered by innovation, the structure of an 
industry once more settles down into a fairly stable pattern, and the five forces and 
strategic group concepts can once more be applied.*° This view of the evolution of in- 
dustry structure is often referred to as punctuated equilibrium.*! The punctuated equi- 
librium view holds that long periods of equilibrium, when an industry’s structure is 
stable, are punctuated by periods of rapid change when industry structure is revolu- 
tionized by innovation; there is an unfreezing and refreezing process. 
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Figure 2.6 shows what punctuated equilibrium might look like for one key di- 
mension of industry structure: competitive structure. From time f{ to ¢,, the compet- 
itive structure of the industry is a stable oligopoly, with a few companies sharing the 
market. At time t,, a major new innovation is pioneered by either an existing company 
or a new entrant. The result is a period of turbulence between f, and 4. After a while, 
the industry settles down into a new state of equilibrium, but now the competitive 
structure is far more fragmented. Note that the opposite could have happened: the 
industry could have become more consolidated, although this seems to be less com- 
mon. In general, innovations seem to lower barriers to entry, allow more companies 
into the industry, and as a result lead to fragmentation rather than consolidation. 

During a period of rapid change when industry structure is being revolutionized 
by innovation, value typically migrates to business models based on new positioning 
strategies.”? In the stockbrokerage industry, value migrated away from the full-service 
broker model to the online trading model. In the steel industry, the introduction of 
electric arc technology led to a migration of value away from large, integrated enter- 
prises and toward small mini-mills. In the book-selling industry, value has migrated 
away from small boutique bricks-and-mortar booksellers toward large bookstore 
chains like Barnes & Noble and online bookstores such as Amazon.com. 

Because the competitive forces and strategic group models are static, they cannot 
adequately capture what occurs during periods of rapid change in the industry envi- 
ronment when value is migrating. Similarly, a simple view of the industry life cycle 
does not allow for an industry to repeat a stage or even jump stages that technologi- 
cal upheavals can lead to. Nevertheless, they are useful tools for analyzing industry 
structure during periods of stability. 

Some scholars question the validity of the punctuated equilibrium approach. 
Richard D’Avani has argued that many industries are hypercompetitive, meaning 
that they are characterized by permanent and ongoing innovation and competitive 
change (the computer industry is often cited as an example of a hypercompetitive in- 
dustry).”> The structure of such industries is constantly being revolutionized by in- 
novation, so there are no periods of equilibrium or stability. When this is the case, 
some might argue that the competitive forces and strategic group models are of lim- 
ited value because they represent no more than snapshots of a constantly changing 
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situation. Thus, managers must constantly repeat industry analysis and pay attention 
to changes in the forces of competition. Moreover, D’Avani and others claim that 
markets have become more hypercompetitive in the modern era, although recent re- 
search evidence seems to suggest that this is not the case, and many industries are 
characterized by long periods of relative stability.”4 


Another criticism of industry models is that they overemphasize the importance of 
industry structure as a determinant of company performance and underemphasize 
the importance of variations or differences among companies within an industry or 
a strategic group.”° As we discuss in the next chapter, there can be enormous variance 
in the profit rates of individual companies within an industry. Research by Richard 
Rumelt and his associates, for example, suggests that industry structure explains only 
about 10% of the variance in profit rates across companies.*° The implication is that 
individual company differences explain much of the remainder. Other studies have 
put the explained variance closer to 20%, which is still not a large figure.*” Similarly, a 
growing number of studies have found only weak evidence of a link between strate- 
gic group membership and company profit rates, despite the fact that the strategic 
group model predicts a strong link.7* Collectively, these studies suggest that the indi- 
vidual resources and capabilities of a company are far more important determinants 
of its profitability than is the industry or strategic group of which the company is a 
member. Put differently, there are strong companies in tough industries where aver- 
age profitability is low (for example, Anheuser-Busch in the beer industry and Dell in 
the personal computer industry), and weak companies in industries where average 
profitability is high. 

Although these findings do not invalidate the five forces and strategic group 
models, they do imply that the models are only imperfect predictors of enterprise 
profitability. A company will not be profitable just because it is based in an attractive 
industry or strategic group. As we discuss in Chapters 3 and 4, more is required. 


The Macroenvironment 


e Macroeconomic 
Forces 


Just as the decisions and actions of strategic managers can often change an industry’s 
competitive structure, so too can changing conditions or forces in the wider macroen- 
vironment, that is, the broader economic, global, technological, demographic, social, 
and political context in which companies and industries are embedded (see Figure 2.7). 
Changes in the forces in the macroenvironment can have a direct impact on any or all 
of the forces in Porter’s model, thereby altering the relative strength of these forces and, 
with it, the attractiveness of an industry. 


Macroeconomic forces affect the general health and well-being of a nation or the re- 
gional economy of an organization, which in turn affect companies’ and industries’ 
ability to earn an adequate rate of return. The four most important macroeconomic 
forces are the growth rate of the economy, interest rates, currency exchange rates, and 
inflation (or deflation) rates. Economic growth, because it leads to an expansion in 
customer expenditures, tends to produce a general easing of competitive pressures 
within an industry. This gives companies the opportunity to expand their operations 
and earn higher profits. Because economic decline (a recession) leads to a reduction 
in customer expenditures, it increases competitive pressures. Economic decline fre- 
quently causes price wars in mature industries. 


FIGURE 2.7 
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The level of interest rates can determine the demand for a company’s products. 
Interest rates are important whenever customers routinely borrow money to finance 
their purchase of these products. The most obvious example is the housing market, 
where mortgage rates directly affect demand. Interest rates also have an impact on 
the sale of autos, appliances, and capital equipment, to give just a few examples. For 
companies in such industries, rising interest rates are a threat and falling rates an 
opportunity. 

Interest rates are also important insofar as they influence a company’s cost of cap- 
ital and therefore its ability to raise funds and invest in new assets. The lower interest 
rates are, the lower will be the cost of capital for companies and the more investment 
there will be. This is not always a good thing. In the late 1990s, the very low cost of 
capital allowed dot-com and telecommunications companies with questionable busi- 
ness plans to raise large amounts of money and invest those funds in computers and 
telecommunications gear (the low cost of capital lowered barriers to entry by enabling 
start-ups to raise the capital required to circumvent entry barriers). This was initially 
good for the manufacturers of telecommunications equipment and computers, but 
the demand signal that was being sent was not sustainable: many of the dot-com and 
telecommunications start-ups of the 1990s went bankrupt between 2000 and 2002. 
Secondhand computers and telecommunications equipment from these bankrupt 
companies flooded the market, depressing first-time demand for that equipment and 
helping to plunge the computer and telecommunications equipment businesses into a 
deep slowdown. (For example, in January 2002, Internet auction house eBay listed 
more than three thousand Cisco products that were being auctioned for much less 
than their initial prices.) 
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e Global Forces 


e Technological 
Forces 


Currency exchange rates define the value of different national currencies in rela- 
tion to each other. Movement in currency exchange rates has a direct impact on the 
competitiveness of a company’s products in the global marketplace. For example, 
when the value of the dollar is low compared with the value of other currencies, 
products made in the United States are relatively inexpensive and products made 
overseas are relatively expensive. A low or declining dollar reduces the threat from 
foreign competitors while creating opportunities for increased sales overseas. For ex- 
ample, the fall in the value of the dollar against the Japanese yen that occurred be- 
tween 1985 and 1995, when the dollar-to-yen exchange rate declined from 240 yen 
per dollar to 85 yen per dollar, sharply increased the price of imported Japanese cars, 
giving U.S. car manufacturers some protection against those imports. 

Price inflation can destabilize the economy, producing slower economic growth, 
higher interest rates, and volatile currency movements. If inflation keeps increasing, 
investment planning becomes hazardous. The key characteristic of inflation is that it 
makes the future less predictable. In an inflationary environment, it may be impossi- 
ble to predict with any accuracy the real value of returns that can be earned from a 
project five years hence. Such uncertainty makes companies less willing to invest. 
Their holding back in turn depresses economic activity and ultimately pushes the 
economy into a slump. Thus, high inflation is a threat to companies. 

Price deflation also has a destabilizing effect on economic activity. If prices are de- 
flating, the real price of fixed payments goes up. This is particularly damaging for com- 
panies and individuals with a high level of debt who must make regular fixed payments 
on that debt. In a deflationary environment, the increase in the real value of debt con- 
sumes more of household and corporate cash flows, leaving less for other purchases 
and depressing the overall level of economic activity. Although significant deflation has 
not been seen since the 1930s, in the 1990s it started to take hold in Japan. 


Enormous changes in the world economic system have occurred over the last half- 
century. We review these changes in some detail in Chapter 8 when we discuss global 
strategy. For now, the important points to note are that barriers to international 
trade and investment have tumbled, and more and more countries are enjoying sus- 
tained economic growth. Economic growth in places like Brazil, China, and India is 
creating large new markets for companies’ goods and services and is giving compa- 
nies an opportunity to grow their profits faster by entering these nations. Falling bar- 
riers to international trade and investment have made it much easier to enter foreign 
nations. For example, twenty years ago, it was almost impossible for a western com- 
pany to set up operations in China. Today, western and Japanese companies are in- 
vesting over $50 billion a year in China. By the same token, however, falling barriers 
to international trade and investment have made it easier for foreign enterprises to 
enter the domestic markets of many companies (by lowering barriers to entry), 
thereby increasing the intensity of competition and lowering profitability. Because of 
these changes, many formerly isolated domestic markets have now become part of a 
much larger, and more competitive, global marketplace, creating myriad threats and 
opportunities for companies. We shall return to this topic and discuss it in more de- 
tail in Chapter 8. 


Since World War II, the pace of technological change has accelerated.”? This has un- 
leashed a process that has been called a “perennial gale of creative destruction.”>° Tech- 
nological change can make established products obsolete overnight and simultaneously 
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create a host of new product possibilities. Thus, technological change is both creative 
and destructive—both an opportunity and a threat. 

One of the most important impacts of technological change is that it can affect 
the height of barriers to entry and therefore radically reshape industry structure. The 
Internet, because it is so pervasive, has the potential for changing the competitive 
structure of many industries. It often lowers barriers to entry and reduces customer 
switching costs, changes that tend to increase the intensity of rivalry in an industry 
and lower both prices and profits.*! For example, the Internet has lowered barriers to 
entry into the news industry. Providers of financial news now have to compete for 
advertising dollars and customer attention with new Internet-based media organiza- 
tions that sprang up during the 1990s, such as TheStreet.com, the Motley Fool, and 
Yahoo!’s financial section. The resulting increase in rivalry has given advertisers more 
choices, enabling them to bargain down the prices that they must pay to media com- 
panies. Similarly, in the automobile industry, the ability of customers to comparison- 
shop for cars online and purchase cars online from a number of distributors such as 
Auto Nation has increased the ability of customers to find the best value for their 
money. Customers’ increased bargaining power enables them to put downward pres- 
sure on car prices and squeeze profits out of the automobile industry. 


e Demographic Demographic forces are outcomes of changes in the characteristics of a population, 
Forces such as age, gender, ethnic origin, race, sexual orientation, and social class. Like the 
other forces in the general environment, demographic forces present managers with 
opportunities and threats and can have major implications for organizations. 
Over the past thirty years, for example, women have entered the work force in in- 
creasing numbers. Between 1973 and 2006, the percentage of women in the work 
force increased from 44 to 60% in the United States (with similar increases in many 
other developed nations).** This dramatic increase has brought issues such as equal 
pay for equal work and sexual harassment at work to the forefront of issues that 
managers must address if they are to attract and make full use of the talents of fe- 

male workers. 

Changes in the age distribution of a population are another example of a demo- 
graphic force that affects managers and organizations. Currently, most industrialized 
nations are experiencing the aging of their populations as a consequence of falling 
birth- and deathrates and the aging of the babyboom generation. In Germany, for ex- 
ample, the percentage of the population over age 65 is expected to rise from 15.4% in 
1990 to 20.7% in 2010. Comparable figures for Canada are 11.4 and 14.4%; for 
Japan, 11.7 and 19.5%; and for the United States, 12.6 and 13.5%.°? 

The aging of the population is increasing opportunities for organizations that 
cater to older people; the home health care and recreation industries, for example, 
are seeing an upswing in demand for their services. As the babyboom generation 
from the late 1950s to the early 1960s has aged, it has created a host of opportunities 
and threats. During the 1980s, many baby boomers were getting married and creat- 
ing an upsurge in demand for the customer appliances normally bought by couples 
marrying for the first time. Companies such as Whirlpool Corporation and General 
Electric capitalized on the resulting upsurge in demand for washing machines, dish- 
washers, dryers, and the like. In the 1990s, many of these same baby boomers were 
starting to save for retirement, creating an inflow of money into mutual funds and 
creating a boom in the mutual fund industry. In the next twenty years, many of these 
same baby boomers will retire, creating a boom in retirement communities. 
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e Social Forces 


e Political and 
Legal Forces 


Social forces refer to the way in which changing social mores and values affect an in- 
dustry. Like the other macroenvironmental forces discussed here, social change creates 
opportunities and threats. One of the major social movements of recent decades has 
been the trend toward greater health consciousness. Its impact has been immense, and 
companies that recognized the opportunities early have often reaped significant 
gains. Philip Morris, for example, capitalized on the growing health consciousness 
trend when it acquired Miller Brewing Company and then redefined competition in 
the beer industry with its introduction of low-calorie beer (Miller Lite). Similarly, 
PepsiCo was able to gain market share from its rival, Coca-Cola, by being the first to 
introduce diet colas and fruit-based soft drinks. At the same time, the health trend 
has created a threat for many industries. The tobacco industry, for example, is in de- 
cline as a direct result of greater customer awareness of the health implications of 
smoking. 


Political and legal forces are outcomes of changes in laws and regulations. They re- 
sult from political and legal developments within society and significantly affect 
managers and companies. 

Political processes shape a society’s laws, which constrain the operations of or- 
ganizations and managers and thus create both opportunities and threats.*4 For 
example, throughout much of the industrialized world, there has been a strong 
trend toward deregulation of industries previously controlled by the state and pri- 
vatization of organizations once owned by the state. In the United States, deregula- 
tion of the airline industry in 1979 allowed twenty-nine new airlines to enter the 
industry between 1979 and 1993. The increase in passenger-carrying capacity after 
deregulation led to excess capacity on many routes, intense competition, and fare 
wars. To respond to this more competitive task environment, airlines have had to 
look for ways to reduce operating costs. The development of hub-and-spoke sys- 
tems, the rise of nonunion airlines, and the introduction of no-frills discount service 
are all responses to increased competition in the airlines’ task environment. Despite 
these innovations, the airline industry still experiences intense fare wars, which 
have lowered profits and caused numerous airline company bankruptcies. The 
global telecommunications service industry is now experiencing the same kind 
of turmoil following the deregulation of that industry in the United States and 
elsewhere. 

In most countries, the interplay between political and legal forces, on the one 
hand, and industry competitive structure, on the other, is a two-way process in 
which the government sets regulations that influence competitive structure, and 
firms in an industry often seek to influence the regulations that governments enact 
by a number of means. First, when permitted, they may provide financial support 
to politicians or political parties that espouse views favorable to the industry and 
lobby government legislators directly to shape government regulations. For exam- 
ple, during the 1990s and early 2000s, the now-bankrupt energy trading company 
Enron lobbied government legislators to persuade them to deregulate energy mar- 
kets in the United States, an action that Enron would benefit from. Second, compa- 
nies and industries may lobby the government through industry associations. In 
2002, the United States Steel Industry Association was a prime mover in persuad- 
ing President Bush to enact a 30% tariff on imports of foreign steel into the United 
States. The purpose of the tariff was to protect American steel makers from foreign 
competitors, thereby reducing the intensity of rivalry in the United States steel 
markets. 
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Summary of Chapter 


An industry can be defined as a group of companies 
offering products or services that are close substitutes 
for each other. Close substitutes are products or serv- 
ices that satisfy the same basic customer needs. 

The main technique used to analyze competition in the 
industry environment is the five forces model. The five 
forces are (1) the risk of new entry by potential com- 
petitors, (2) the extent of rivalry among established 
firms, (3) the bargaining power of buyers, (4) the bar- 
gaining power of suppliers, and (5) the threat of substi- 
tute products. The stronger each force is, the more 
competitive the industry and the lower the rate of re- 
turn that can be earned. 

The risk of entry by potential competitors is a function 
of the height of barriers to entry. The higher the barriers 
to entry are, the lower is the risk of entry and the greater 
are the profits that can be earned in the industry. 

The extent of rivalry among established companies is 
a function of an industry’s competitive structure, de- 
mand conditions, cost conditions, and barriers to exit. 
Strong demand conditions moderate the competition 
among established companies and create opportuni- 
ties for expansion. When demand is weak, intensive 
competition can develop, particularly in consolidated 
industries with high exit barriers. 

Buyers are most powerful when a company depends 
on them for business but they themselves are not de- 
pendent on the company. In such circumstances, buy- 
ers are a threat. 

Suppliers are most powerful when a company de- 
pends on them for business but they themselves are 
not dependent on the company. In such circum- 
stances, suppliers are a threat. 

Substitute products are the products of companies 
serving customer needs similar to the needs served by 
the industry being analyzed. The more similar the 
substitute products are to each other, the lower is the 
price that companies can charge without losing cus- 
tomers to the substitutes. 


Discussion Questions 


1. 


Under what environmental conditions are price wars 
most likely to occur in an industry? What are the im- 
plications of price wars for a company? How should a 
company try to deal with the threat of a price war? 

Discuss Porter’s five forces model with reference to 
what you know about the U.S. beer industry (see the 


10. 


ll. 


12. 


13. 


Some argue for a sixth competitive force of some signif- 
icance: the power, vigor, and competence of comple- 
mentors. Powerful and vigorous complementors may 
have a strong positive impact on demand in an industry. 
Most industries are composed of strategic groups: 
groups of companies pursuing the same or a similar 
strategy. Companies in different strategic groups pur- 
sue different strategies. 

The members of a company’s strategic group constitute 
its immediate competitors. Because different strategic 
groups are characterized by different opportunities and 
threats, it may pay for a company to switch strategic 
groups. The feasibility of doing so is a function of the 
height of mobility barriers. 

Industries go through a well-defined life cycle: from 
an embryonic stage, through growth, shakeout, and 
maturity, and eventually decline. Each stage has dif- 
ferent implications for the competitive structure of 
the industry, and each gives rise to its own set of op- 
portunities and threats. 

The five forces, strategic group, and industry life cycles 
models all have limitations. The five forces and strate- 
gic group models present a static picture of competi- 
tion that de-emphasizes the role of innovation. Yet in- 
novation can revolutionize industry structure and 
completely change the strength of different competi- 
tive forces. The five forces and strategic group models 
have been criticized for de-emphasizing the importance 
of individual company differences. A company will not 
be profitable just because it is based in an attractive in- 
dustry or strategic group; much more is required. The 
industry life cycle model is a generalization that is not 
always followed, particularly when innovations revolu- 
tionize an industry. 

The macroenvironment affects the intensity of rivalry 
within an industry. Included in the macroenviron- 
ment are the global environment, the technological 
environment, the demographic and social environ- 
ment, and the political and legal environment. 


Opening Case). What does the model tell you about 
the level of competition in this industry? 

Identify a growth industry, a mature industry, and a de- 
clining industry. For each industry, identify the follow- 
ing: (a) the number and size distribution of companies, 
(b) the nature of barriers to entry, (c) the height of 
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barriers to entry, and (d) the extent of product differ- 
entiation. What do these factors tell you about the na- 
ture of competition in each industry? What are the 
implications for the company in terms of opportuni- 
ties and threats? 


4. Assess the impact of macroenvironmental factors on 
the likely level of enrollment at your university over 
the next decade. What are the implications of these 
factors for the job security and salary level of your 
professors? 


SMALL-GROUP EXERCISE 1. 
Competing with Microsoft 
Break up into groups of three to five and discuss the follow- 
ing scenario. Appoint one group member as a spokesper- 
son who will communicate the groups findings to the class. 

You are a group of managers and software engineers 
at a small start-up. You have developed a revolutionary 
new operating system for personal computers that offers 
distinct advantages over Microsoft’s Windows operating 
system: it takes up less memory space on the hard drive of 
a personal computer; it takes full advantage of the power 
of the personal computer’s microprocessor, and in theory it 
can run software applications much faster than Windows; 
it is much easier to install and use than Windows; and it 
responds to voice instructions with an accuracy of 
99.9%, in addition to input from a keyboard or mouse. 
The operating system is the only product offering that 
your company has produced. 

Complete the following exercises: 

1. Analyze the competitive structure of the market for 
personal computer operating systems. On the basis 
of this analysis, identify what factors might inhibit 
adoption of your operating system by customers. 

2. Can you think of a strategy that your company 
might pursue, either alone or in conjunction with 
other enterprises, in order to beat Microsoft? What 
will it take to execute that strategy successfully? 


Apply the five forces model to the industry in 

which your company is based. What does this model 

tell you about the nature of competition in the 
industry? 

2. Are any changes taking place in the macroenviron- 
ment that might have an impact, positive or nega- 
tive, on the industry in which your company is 
based? If so, what are these changes, and how might 
they affect the industry? 

3. Identify any strategic groups that might exist in the 
industry. How does the intensity of competition dif- 
fer across these strategic groups? 

4. How dynamic is the industry in which your com- 
pany is based? Is there any evidence that innovation 
is reshaping competition or has done so in the re- 
cent past? 

5. In what stage of its life cycle is the industry in which 
your company is based? What are the implications of 
this for the intensity of competition both now and 
in the future? 

6. Is your company based in an industry that is becom- 
ing more global? If so, what are the implications of 
this change for competitive intensity? 

7. Analyze the impact of national context as it pertains 

to the industry in which your company is based. 

Does national context help or hinder your company 

in achieving a competitive advantage in the global 

marketplace? 


ETHICS EXERCISE 


In the summer of 2006, word began to spread about a 
new type of beer soon to hit the market—a beer that an- 
swered the low-carb, aftertaste, and calorie concerns of 
today’s beer drinkers all at once. Although a number of 
beers focusing on one issue, such as low-carb concerns, 
had recently been released, a beer addressing all three 
concerns at once could blow the market wide open. 
Chris, a long-time employee of the company behind the 
new beer, began to formulate a plan. 


ARTICLE FILE 2 


Find an example of an industry that has become more 
competitive in recent years. Identify the reasons for the 
increase in competitive pressure. 


STRATEGIC MANAGEMENT PROJECT 
Module 2 


This module requires you to analyze the industry envi- 
ronment in which your company is based using the in- 
formation you have already gathered: 
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Over the next week, Chris spent much of his time 
chatting with a mid-level secretary named Clare. “Listen, 
Clare, we’ve both worked here a long time, and what have 
they shown us in the way of appreciation? Have you been 
promoted at all? I haven’t had a raise since 2001! This is 
our chance, Clare! Our chance to really make some 
money and stick it to the higher-ups at the same time!” 
By Friday afternoon, Chris could see that Clare was on 
board. She agreed to come in over the weekend and, 
using an executive assistant’s set of keys, find and copy 
the new beer formula. 

Chris and Clare’s plan seemed perfect. Clare had 
copied the necessary documents, and Chris, through a 
friend working at a rival brewery, had set up a meeting with 
one of the company’s many executives. At the meeting a 


The Pharmaceutical Industry 


few days later, the executive expressed great interest in 
buying the formula at significant profit to its sellers, and 
Chris and Clare began to get excited. Much to their sur- 
prise, on Thursday morning, security met Chris and 
Clare as they entered the building in which they worked. 
The executive at the rival brewery had notified their su- 
periors and the game was up! 
1. Discuss the ethical dilemma presented in this case. 
2. Why do you think the rival brewery notified the 
brewery at which Chris and Clare worked rather than 
taking the formula and using it to its own advantage? 
3. What do you think the brewery at which Chris and 
Clare worked might do to ensure that it is protected 
against actions such as that taken by Chris and 
Clare? 


Historically, the pharmaceutical industry has been a prof- 
itable one. Between 2002 and 2006, the average rate of re- 
turn on invested capital (ROIC) for firms in the industry 
was 16.45%. Put differently, for every dollar of capital in- 
vested in the industry, the average pharmaceutical firm 
generated 16.45 cents of profit. This compares with an av- 
erage return on invested capital of 12.76% for firms in the 
computer hardware industry, 8.54% for grocers, and 
3.88% for firms in the electronics industry. However, the 
average level of profitability in the pharmaceutical indus- 
try has been declining of late. In 2002, the average ROIC 
in the industry was 21.6%; by 2006, it had fallen to 14.5%. 

The profitability of the pharmaceutical industry can be 
best understood by looking at several aspects of its underly- 
ing economic structure. First, demand for pharmaceuticals 
has been strong and has grown for decades. Between 1990 
and 2003, there was a 12.5% annual increase in spending 
on prescription drugs in the United States. This growth 
was driven by favorable demographics. As people grow 
older, they tend to need and consume more prescription 
medicines, and the population in most advanced nations 
has been growing older as the post-World War II baby- 
boom generation ages. Looking forward, projections sug- 


gest that spending on prescription drugs will increase be- 
tween 10 and 11% annually through 2013. 

Second, successful new prescription drugs can be ex- 
traordinarily profitable. Lipitor, the cholesterol-lowering 
drug sold by Pfizer, was introduced in 1997, and by 2005, 
this drug had generated a staggering $12.2 billion in annual 
sales for Pfizer. The costs of manufacturing, packing, and 
distributing Lipitor amounted to only about 10% of rev- 
enues. Pfizer spent close to $500 million on promoting Lip- 
itor and perhaps as much again on maintaining a sales force 
to sell the product. That still left Pfizer with a gross profit of 
perhaps $10 billion. Since the drug is protected from direct 
competition by a twenty-year patent, Pfizer has a tempo- 
rary monopoly and can charge a high price. Once the 
patent expires, which is scheduled to occur in 2010, other 
firms will be able to produce generic versions of Lipitor and 
the price will fall—typically by 80% within a year. 

Competing firms can produce drugs that are similar 
(but not identical) to a patent-protected drug. Drug firms 
patent a specific molecule, and competing firms can 
patent similar, but not identical, molecules that have a 
similar pharmacological effect. Thus, Lipitor does have 
competitors in the market for cholesterol-lowering 
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drugs, such as Zocor sold by Merck and Crestor sold by 
AstraZeneca. But these competing drugs are also patent- 
protected. Moreover, the high costs and risks associated 
with developing a new drug and bringing it to market 
limit new competition. Out of every five thousand com- 
pounds tested in the laboratory by a drug company, only 
five enter clinical trials, and only one of these will ulti- 
mately make it to the market. On average, estimates sug- 
gest that it costs some $800 million and takes anywhere 
from ten to fifteen years to bring a new drug to market. 
Once on the market, only three out of ten drugs ever re- 
coup their R&D and marketing costs and turn a profit. 
Thus, the high profitability of the pharmaceutical indus- 
try rests on a handful of blockbuster drugs. At Pfizer, the 
world’s largest pharmaceutical company, 55% of revenues 
were generated from just eight drugs. 

To produce a blockbuster, a drug company must 
spend large amounts of money on research, most of 
which fails to produce a product. Only very large compa- 
nies can shoulder the costs and risks of doing so, making 
it difficult for new companies to enter the industry. 
Pfizer, for example, spent some $7.44 billion on R&D in 
2005 alone, equivalent to 14.5% of its total revenues. In a 
testament to just how difficult it is to get into the indus- 
try, although a large number of companies have been 
started in the last twenty years in the hope that they 
might develop new pharmaceuticals, only two of these 
companies, Amgen and Genentech, were ranked among 
the top twenty in the industry in terms of sales in 2005. 
Most have failed to bring a product to market. 

In addition to R&D spending, the incumbent firms in 
the pharmaceutical industry spend large amounts of 
money on advertising and sales promotion. While the 
$500 million a year that Pfizer spends promoting Lipitor 
is small relative to the drug’s revenues, it is a large amount 
for a new competitor to match, making market entry dif- 
ficult unless the competitor has a significantly better 
product. 

There are also some big opportunities on the horizon 
for firms in the industry. New scientific breakthroughs in 
genomics are holding out the promise that within the next 
decade, pharmaceutical firms might be able to bring new 
drugs to market that treat some of the most intractable 


medical conditions, including Alzheimer’s, Parkinson’s 
disease, cancer, heart disease, stroke, and AIDS. 

However, there are some threats to the long-term 
dominance and profitability of industry giants like Pfizer. 
First, as spending on health care rises, politicians are 
looking for ways to limit health care costs, and one possi- 
bility is some form of price control on prescription drugs. 
Price controls are already in effect in most developed na- 
tions, and although they have not yet been introduced in 
the United States, they could be. 

Second, between 2006 and 2009, twelve of the top 
thirty-five selling drugs in the industry will loose their 
patent protection. By one estimate, some 28% of the 
global drug industry’s sales of $307 billion will be ex- 
posed to generic challenge in America alone, due to drugs 
going off patent between 2006 and 2012. It is not clear to 
many industry observers whether the established drug 
companies have enough new drug prospects in their 
pipelines to replace revenues from drugs going off patent. 
Moreover, generic drug companies have been aggressive 
in challenging the patents of proprietary drug companies 
and in pricing their generic offerings. As a result, their 
share of industry sales has been growing. In 2005, they 
accounted for more than half of all drugs prescribed by 
volume in the United States, up from one-third in 1990. 

Third, the industry has come under renewed scrutiny 
following studies showing that some FDA-approved pre- 
scription drugs, known as COX-2 inhibitors, were associ- 
ated with a greater risk of heart attacks. Two of these drugs, 
Vioxx and Bextra, were pulled from the market in 2004.°> 


Case Discussion Questions 

1. Drawing on the five forces model, explain why the 
pharmaceutical industry has historically been a very 
profitable industry. 


2. After 2002, the profitability of the industry, measured 
by ROIC, started to decline. Why do you think this 
occurred? 


. What are the prospects for the industry in the fu- 
ture? What are the opportunities? What are the 
threats? What must pharmaceutical firms do to ex- 
ploit the opportunities and counter the threats? 


Internal Analysis: Distinctive 
Competencies, Competitive 
Advantage, and Profitability 


Southwest Airlines 


Southwest Airlines has long been one of the standout performers in the U.S. airline industry. It 
is famous for its low fares, which are often about 30% beneath those of its major rivals. These 
are balanced by an even lower cost structure, which has enabled it to record superior profitabil- 
ity even in bad years such as 2002, when the industry faced slumping demand in the wake of the 
September 11 terrorist attacks. Indeed, during 2001 to 2005, quite possibly the worst four years 
in the history of the airline industry, when every other major airline lost money, Southwest 
made money every year and earned a return on invested capital of 5.8%. 

What is the source of Southwest’s competitive advantage? Many people immediately point 
to the company’s business model and low cost structure. With regard to their business model, 
while operators like American Airlines and United route passengers through congested hubs, 
Southwest Airlines flies point-to-point, often through smaller airports. By competing in a way 
that other airlines do not, Southwest has found that it can capture enough demand to keep its 
planes full. Moreover, because it avoids many hubs, Southwest has experienced fewer delays. In 
the first eight months of 2006, Southwest planes arrived on schedule 80% of the time, compared 
to 76% at United and 74% at Continental. 

As for Southwest’s low cost structure, this has a number of sources. Unlike most airlines, 
Southwest flies only one type of plane, the Boeing 737. This reduces training costs, maintenance 
costs, and inventory costs while increasing efficiency in crew and flight scheduling. The opera- 
tion is nearly ticketless and there is no seat assignment, which reduces cost and back-office 
accounting functions. There are no meals or movies in flight, and the airline will not transfer 
baggage to other airlines, reducing the need for baggage handlers. 

The most important source of the company’s low cost structure, however, seems to be very 
high employee productivity. One way airlines measure employee productivity is by the ratio of 
employees to passengers carried. According to figures from company 10-K statements, in 2005, 
Southwest had an employee-to-passenger ratio of 1 to 2,400, the best in the industry. By com- 
parison, the ratio at United Airlines during 2005 was 1 to 1,175 and at Continental, it was 1 to 
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1,125. These figures suggest that holding size constant, 
Southwest runs its operation with far fewer people than 
competitors. How does it do this? 

First, Southwest devotes enormous attention to the 
people it hires. On average, the company hires only 3% of 
those interviewed in a year. When hiring, it emphasizes 
teamwork and a positive attitude. Southwest rationalizes 
that skills can be taught but a positive attitude and a will- 
ingness to pitch in cannot. Southwest also creates incentives 
for its employees to work hard. All employees are covered 
by a profit-sharing plan, and at least 25% of an employee’s 
share of the profit-sharing plan has to be invested in 
Southwest Airlines stock. This gives rise to a simple for- 
mula: the harder employees work, the more profitable 
Southwest becomes, and the richer the employees get. The 
results are clear. At other airlines, one would never see a 


pilot helping to check passengers onto the plane. At South- 
west, pilots and flight attendants have been known to help 
clean the aircraft and check in passengers at the gate. They 
do this to turn around an aircraft as quickly as possible and 
get it into the air again because an aircraft doesn’t make 
money when it is sitting on the ground. This flexible and 
motivated work force leads to higher productivity and re- 
duces the company’s need for more employees. 

Second, because Southwest because flies point-to-point 
rather than through congested airport hubs, there is no 
need for dozens of gates and thousands of employees to 
handle banks of flights that come in and then disperse 
within a two-hour window, leaving the hub empty until 
the next flights a few hours later. The result: Southwest 
can operate with far fewer employees than airlines that fly 
through hubs.! 


Why, within a particular industry or market, do some companies outperform others? 
What is the basis of their (sustained) competitive advantage? The Opening Case provides 
some clues. The competitive advantage of Southwest Airlines comes from efficiency, cus- 
tomer responsiveness, and reliability. Southwest’s efficiency is primarily due to high labor 
productivity, which translates into lower operating costs. Southwest is responsive to cus- 
tomers because it flies point-to-point, and does not force passengers to fly through con- 
gested hubs that might lengthen their journey. Southwest is more reliable because a 
greater proportion of its flights arrive on time, in part because the company tries to avoid 
congested hubs, and partly because the company’s flexible work force can turn around a 
plane at the gate in fifteen minutes, making sure that planes that arrive late leave closer to 
their scheduled departure time. As you will see in this chapter, efficiency, customer re- 
sponsiveness, and reliability, which is an aspect of product quality, are three of the four 
main building blocks of competitive advantage. The other building block is innovation. 

This chapter focuses on internal analysis, which is concerned with identifying the 
strengths and weaknesses of the company. Together with an analysis of the company’s 
external environment, internal analysis gives managers the information they need to 
choose the business model and strategies that will enable their company to attain a 
sustained competitive advantage. Internal analysis is a three-step process. First, man- 
agers must understand the process by which companies create value for customers and 
profit for themselves, and they need to understand the role of resources, capabilities, 
and distinctive competencies in this process. Second, they need to understand how im- 
portant superior efficiency, innovation, quality, and customer responsiveness are in 
creating value and generating high profitability. Third, they must be able to analyze the 
sources of their company’s competitive advantage to identify what is driving the prof- 
itability of their enterprise and where opportunities for improvement might lie. In 
other words, they must be able to identify how the strengths of the enterprise boost its 
profitability and how any weaknesses lead to lower profitability. 
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Three more critical issues in internal analysis are addressed in this chapter. First, 
what factors influence the durability of competitive advantage? Second, why do suc- 
cessful companies often lose their competitive advantage? Third, how can companies 
avoid competitive failure and sustain their competitive advantage over time? 

After reading this chapter, you will understand the nature of competitive advan- 
tage and why managers need to perform internal analysis, just as they must conduct 
industry analysis, to achieve superior performance and profitability. 


The Roots of Competitive Advantage 


A company has a competitive advantage over its rivals when its profitability is greater 
than the average profitability of all companies in its industry. It has a sustained com- 
petitive advantage when it is able to maintain above-average profitability over a number 
of years, as Dell has done in the personal computer industry and Southwest Airlines has 
done in the airline industry. The primary objective of strategy is to achieve a sustained 
competitive advantage, which in turn will result in superior profitability and profit 
growth. What are the sources of competitive advantage, and what is the link among 
strategy, competitive advantage, and profitability? 


e Distinctive Competitive advantage is based on distinctive competencies. Distinctive competencies 
Competencies are firm-specific strengths that allow a company to differentiate its products from 
those offered by rivals, and/or achieve substantially lower costs than its rivals. Southwest 
Airlines, for example, has a distinctive competence in managing its work force, which 
leads to higher employee productivity and lower costs (see the Opening Case). Simi- 
larly, it can be argued that Toyota, which is the standard outperformer in the auto- 
mobile industry, has distinctive competencies in the development and operation of 
manufacturing processes. Toyota pioneered a whole range of manufacturing tech- 
niques, such as just-in-time inventory systems, self-managing teams, and reduced 
setup times for complex equipment. These competencies, collectively known as the 
Toyota lean production system, helped it attain superior efficiency and product qual- 
ity, which are the basis of its competitive advantage in the global automobile indus- 
try.* Distinctive competencies arise from two complementary sources: resources and 
capabilities.° 


Resources Resources refer to the assets of a company. A company’s resources can 
be divided into two types: tangible and intangible. Tangible resources are physical 
entities, such as land, buildings, plant, equipment, inventory, and money. Intangible 
resources are nonphysical entities that are created by managers and other employees, 
such as brand names; the reputation of the company; the knowledge that employees 
have gained through experience; and the intellectual property of the company, in- 
cluding intellectual property protected through patents, copyrights, and trademarks. 

Resources are particularly valuable when they enable a company to create strong 
demand for its products and/or to lower its costs. Toyota’s valuable tangible resources 
include the equipment associated with its lean production system, much of which has 
been engineered specifically by Toyota for exclusive use in its factories. These valuable 
tangible resources allow Toyota to lower its costs relative to competitors. Similarly, 
Microsoft has a number of valuable intangible resources, including its brand name 
and the software code that underlies its Windows operating system. These valuable re- 
sources allow Microsoft to sell more of its products, relative to competitors. 
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Valuable resources are more likely to lead to a sustainable competitive advantage 
if they are rare, in the sense that competitors do not possess them, and difficult for 
rivals to imitate; that is, if there are barriers to imitation (we will discuss the source 
of barriers to imitation in more detail later in this chapter). For example, the soft- 
ware code underlying Windows is rare because only Microsoft has full access to it. 
The code is also difficult to imitate. A rival cannot simply copy the software code 
underlying Windows and sell its own version of Windows because the code is pro- 
tected by copyright law, and copying it is illegal. Similarly, Toyota’s specialized pro- 
duction equipment is rare (only Toyota has it), and it is difficult for competitors to 
imitate because Toyota does not allow competitors to examine the details of that 
equipment. 


CAPABILITIES Capabilities refer to a company’s skills at coordinating its resources 
and putting them to productive use. These skills reside in an organization’s rules, 
routines, and procedures, that is, the style or manner through which it makes deci- 
sions and manages its internal processes to achieve organizational objectives.* More 
generally, a company’s capabilities are the product of its organizational structure, 
processes, control systems and hiring systems. They specify how and where deci- 
sions are made within a company, the kind of behaviors the company rewards, and 
the company’s cultural norms and values. (We discuss how organizational struc- 
ture and control systems help a company obtain capabilities in Chapters 12 and 
13.) Capabilities are intangible. They reside not so much in individuals as in the 
way individuals interact, cooperate, and make decisions within the context of an 
organization.° 

Like resources, capabilities are particularly valuable if they enable a company to 
create strong demand for its products and/or to lower its costs. The competitive ad- 
vantage of Southwest Airlines is based in large part on its capability to select, motivate, 
and manage its work force in such a way that leads to high employee productivity and 
lower costs (see the Opening Case). As with resources, valuable capabilities are also 
more likely to lead to a sustainable competitive advantage if they are both rare and 
protected from copying by barriers to imitation. 


RESOURCES, CAPABILITIES, AND COMPETENCIES The distinction between resources and 
capabilities is critical to understanding what generates a distinctive competency. A 
company may have firm-specific and valuable resources, but unless it has the capabil- 
ity to use those resources effectively, it may not be able to create a distinctive compe- 
tency. It is also important to recognize that a company may not need firm-specific and 
valuable resources to establish a distinctive competency so long as it does have capa- 
bilities that no competitor possesses. For example, the steel mini-mill operator Nucor 
is widely acknowledged to be the most cost-efficient steel maker in the United States. 
Its distinctive competency in low-cost steel making does not come from any firm-spe- 
cific and valuable resources. Nucor has the same resources (plant, equipment, skilled 
employees, know-how) as many other mini-mill operators. What distinguishes Nucor 
is its unique capability to manage its resources in a highly productive way. Specifically, 
Nucor’s structure, control systems, and culture promote efficiency at all levels within 
the company. 

In sum, for a company to have a distinctive competency, it must, at a minimum, 
have either (1) a firm-specific and valuable resource and the capabilities (skills) nec- 
essary to take advantage of that resource or (2) a firm-specific capability to manage 
resources (as exemplified by Nucor). A company’s distinctive competency is strongest 
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when it possesses both firm-specific and valuable resources and firm-specific capa- 
bilities to manage those resources. 


THE ROLE OF STRATEGY Figure 3.1 illustrates the relationship of a company’s strategies, 
distinctive competencies, and competitive advantage. Distinctive competencies shape 
the strategies that the company pursues, which lead to competitive advantage and su- 
perior profitability. However, it is also very important to realize that the strategies a 
company adopts can build new resources and capabilities or strengthen the existing re- 
sources and capabilities of the company, thereby enhancing the distinctive competen- 
cies of the enterprise. Thus, the relationship between distinctive competencies and 
strategies is not a linear one; rather, it is a reciprocal one in which distinctive competen- 
cies shape strategies, and strategies help to build and create distinctive competencies.® 

The history of The Walt Disney Company since the 1980s illustrates the way this 
process works. In the early 1980s, Disney suffered a string of poor financial years that 
culminated in a 1984 management shakeup when Michael Eisner was appointed 
CEO. Four years later, Disney’s sales had increased from $1.66 billion to $3.75 billion, 
its net profits had increased from $98 million to $570 million, and its stock market 
valuation had increased from $1.8 billion to $10.3 billion. What brought about this 
transformation was the company’s deliberate attempt to use its resources and capa- 
bilities more aggressively: Disney’s enormous film library, its brand name, and its 
filmmaking skills, particularly in animation. Under Eisner, many old Disney classics 
were re-released, first in movie theaters and then on video, earning the company mil- 
lions in the process. Then Eisner reintroduced the product that had originally made 
Disney famous: the full-length animated feature. Putting together its brand name 
and in-house animation capabilities, Disney produced a stream of major box office 
hits, including The Little Mermaid, Beauty and the Beast, Aladdin, Pocahontas, and 
The Lion King. Disney also started a cable television channel, the Disney Channel, to 
use this library and capitalize on the company’s brand name. In other words, Disney’s 
existing resources and capabilities shaped its strategies. 

Through his choice of strategies, Eisner also developed new competencies in dif- 
ferent parts of the business. In the filmmaking arm of Disney, for example, Eisner cre- 
ated a new low-cost film division under the Touchstone label, and the company had a 
string of low-budget box office hits. It entered into a long-term agreement with the 
computer animation company Pixar to develop a competency in computer-generated 
animated films. This strategic collaboration produced several hits, including Toy Story 
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and Monsters Incorporated (in 2004, Disney acquired Pixar). In sum, Disney’s transfor- 
mation was based not only on strategies that took advantage of the company’s existing 
resources and capabilities but also on strategies that built new resources and capabil- 
ities, such as those that underlie the company’s competency in computer-generated 
animated films. 


Competitive advantage leads to superior profitability. At the most basic level, how 
profitable a company becomes depends on three factors: (1) the value customers place 
on the company’s products, (2) the price that a company charges for its products, and 
(3) the costs of creating those products. The value customers place on a product re- 
flects the utility they get from a product, the happiness or satisfaction gained from 
consuming or owning the product. Utility must be distinguished from price. Utility is 
something that customers get from a product. It is a function of the attributes of the 
product, such as its performance, design, quality, and point-of-sale and after-sale serv- 
ice. For example, most customers would place a much higher utility value on a top- 
end Lexus car from Toyota than on a low-end basic economy car from General Motors 
(they would value it more) precisely because they perceive the Lexus to have better 
performance and superior design, quality, and service. A company that strengthens 
the utility (or value) of its products in the eyes of customers has more pricing options: 
it can raise prices to reflect that utility (value) or hold prices lower to induce more 
customers to purchase its products, thereby expanding unit sales volume. 

Whatever pricing option a company chooses, however, the price a company 
charges for a good or service is typically less than the utility value placed on that 
good or service by the customer because the customer captures some of that utility in 
the form of what economists call a consumer surplus.’ The customer is able to do 
this because the company is competing with other companies for the customer’s 
business, so the company must charge a lower price than it could were it a monopoly 
supplier. Moreover, it is normally impossible to segment the market to such a degree 
that the company can charge each customer a price that reflects that individual’s 
unique assessment of the utility of a product—what economists refer to as a cus- 
tomer’s reservation price. For these reasons, the price that gets charged tends to be 
less than the utility value placed on the product by many customers. Nevertheless, re- 
member the basic principle here: the more utility that consumers get from a com- 
pany’s products or services, the more pricing options the company has. 

These concepts are illustrated in Figure 3.2: Uis the average utility value per unit 
of a product to a customer, P is the average price per unit that the company decides 
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to charge for that product, and C is the average unit cost of producing that product 
(including actual production costs and the cost of capital investments in production 
systems). The company’s average profit per unit is equal to P — C, and the consumer 
surplus is equal to U — P. In other words, U — P is a measure of the value the con- 
sumer captures, and P — C is a measure of the value the company captures. The 
company makes a profit so long as P is more than C, and its profitability will be 
greater the lower Cis relative to P. Bear in mind that the difference between U and P 
is in part determined by the intensity of competitive pressure in the marketplace; the 
lower the intensity of competitive pressure, the higher the price that can be charged 
relative to U, but the difference between Uand Pis also determined by the company’s 
pricing choice.® As we shall see, a company may choose to keep prices low relative to 
volume because lower prices enable the company to sell more products, attain scale 
economies, and boost its profit margin by lowering C relative to P. 

Note also that the value created by a company is measured by the difference be- 
tween the utility a consumer gets from the product (U) and the costs of production 
(C), that is, U — C. A company creates value by converting factors of production that 
cost C into a product from which customers get a utility of U. A company can create 
more value for its customers by lowering C or making the product more attractive 
through superior design, performance, quality, service, and the like. When cus- 
tomers assign a greater utility to the product (U increases), they are willing to pay a 
higher price (P increases). This discussion suggests that a company has a competi- 
tive advantage and high profitability when it creates more value for its customers 
than its rivals do.? 

The company’s pricing options are captured in Figure 3.3. Suppose a company’s 
current pricing option is the one pictured in the middle column of Figure 3.3. Imag- 
ine that the company decides to pursue strategies to increase the utility of its product 
offering from U to U* in order to boost its profitability. Increasing utility initially 
raises production costs because the company has to spend money to increase product 
performance, quality, service, and other factors. Now there are two different pricing 
options that the company can pursue. Option 1 is to raise prices to reflect the higher 
utility: the company raises prices more than its costs increase, and profit per unit 
(P — C) increases. Option 2 involves a very different set of choices: the company lowers 
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prices in order to expand unit volume. Basically, what is happening is that customers 
recognize that they are getting a great bargain because price is now much lower than 
utility (the consumer surplus has increased), so they rush out to buy more (demand 
has increased). As unit volume expands due to increased demand, the company is 
able to realize scale economies and reduce its average unit costs. Although creating 
the extra utility initially costs more and prices are now lowered, profit margins widen 
because the average unit costs of production fall as volume increases and scale 
economies are attained. 

Managers need to understand the dynamic relationships among utility, pricing, 
demand, and costs and make decisions on the basis of that understanding to maxi- 
mize competitive advantage and profitability. Option 2 in Figure 3.3, for example, 
might not be a viable strategy if demand did not increase rapidly with lower prices or 
if there are few economies of scale to be had by increasing volume. Managers must 
understand how value creation and pricing decisions affect demand and also how 
unit costs change with increases in volume. In other words, they must have a good 
grasp of the demand for the company’s product and its cost structure at different lev- 
els of output if they are to make decisions that maximize profitability. 

Consider the automobile industry. According to a 2006 study by Harbour & Asso- 
ciates, in 2005, Toyota made $1,200 in profit on every vehicle it manufactured in 
North America. General Motors, in contrast, lost $2,496 on every vehicle it made.!° 
What accounts for the difference? First, Toyota has the best reputation for quality 
in the industry. According to annual surveys issued by J. D. Power and Associates, 
Toyota consistently tops the list in terms of quality, while GM cars are at best in 
the middle of the pack. The higher quality translates into a higher utility and allows 
Toyota to charge 5 to 10% higher prices than General Motors for equivalent cars. 
Second, Toyota has a lower cost per vehicle than General Motors in part because of its 
superior labor productivity. For example, in Toyota’s North American plants, it took 
an average of 29.40 employee hours to build a car, compared to 33.19 at GM plants in 
North America. That 3.49 hour productivity advantage translates into much lower 
labor costs for Toyota and, hence, a lower overall cost structure. Therefore, as sum- 
marized in Figure 3.4, Toyota’s advantage over GM derives from greater utility (U), 
which has allowed the company to charge a higher price (P) for its cars, and from a 
lower cost structure (C), which taken together implies significantly greater profitabil- 
ity per vehicle (P — C). 

Toyota’s decisions with regard to pricing are guided by its managers’ understand- 
ing of the relationship of utility, prices, demand, and costs. Given its ability to 
build more utility into its products, Toyota could have charged even higher prices 
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than illustrated in Figure 3.4, but that might have led to lower sales volume, fewer 
scale economies, higher unit costs, and lower profit margins. Toyota’s managers have 
sought to find the pricing option that enables the company to maximize its profits 
given their assessment of demand for its products and its cost function. Thus, to cre- 
ate superior value, a company does not have to have the lowest cost structure in an 
industry or create the product with the highest utility in the eyes of customers. All 
that is necessary is that the gap between perceived utility (U) and costs of production 
(C) is greater than the gap attained by competitors. 

Note that Toyota has differentiated itself from General Motors by its superior 
quality, which allows it to charge higher prices, and its superior productivity trans- 
lates into a lower cost structure. Thus, its competitive advantage over General Motors 
is the result of strategies that have led to distinctive competencies, resulting in greater 
differentiation and a lower cost structure. 

Indeed, at the heart of any company’s business model is the combination of con- 
gruent strategies aimed at creating distinctive competencies that (1) differentiate its 
products in some way so that its consumers derive more utility from them, which 
gives the company more pricing options, and (2) result in a lower cost structure, 
which also gives it a broader range of pricing choices.!! Achieving a sustained com- 
petitive advantage and superior profitability requires the right choices with regard to 
utility through differentiation and pricing given the demand conditions in the com- 
pany’s market and the company’s cost structure at different levels of output. This 
issue is addressed in detail in the following chapters. 


The Value Chain 


All of the functions of a company—such as production, marketing, product develop- 
ment, service, information systems, materials management, and human resources- 
have a role in lowering the cost structure and increasing the perceived utility (value) 
of the products through differentiation. As the first step in examining this concept, 
consider the value chain, which is illustrated in Figure 3.5.!* The term value chain 
refers to the idea that a company is a chain of activities for transforming inputs into 
outputs that customers value. The transformation process involves a number of pri- 
mary activities and support activities that add value to the product. 


e Primary Activities Primary activities have to do with the design, creation, and delivery of the product; 
its marketing; and its support and after-sales service. In the value chain illustrated in 
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Figure 3.5, the primary activities are broken down into four functions: research and 
development (R&D), production, marketing and sales, and customer service. 


RESEARCH AND DEVELOPMENT Research and development is concerned with the de- 
sign of products and production processes. Although we think of R&D as being asso- 
ciated with the design of physical products and production processes in manufactur- 
ing enterprises, many service companies also undertake R&D. For example, banks 
compete with each other by developing new financial products and new ways of de- 
livering those products to customers. Online banking and smart debit cards are two 
recent examples of the fruits of new-product development in the banking industry. 
Earlier examples of innovation in the banking industry were ATM machines, credit 
cards, and debit cards. 

By creating superior product design, R&D can increase the functionality of prod- 
ucts, which makes them more attractive to customers, thereby adding value. Alterna- 
tively, the work of R&D may result in more efficient production processes, thereby 
lowering production costs. Either way, the R&D function can help to lower costs or 
raise the utility of a product and permit a company to charge higher prices. At Intel, 
for example, R&D creates value by developing ever more powerful microprocessors 
and helping to pioneer ever more efficient manufacturing processes (in conjunction 
with equipment suppliers). 

It is important to emphasize that R&D is not just about enhancing the features and 
functions of a product; it is also about the elegance of a product’s design, which can 
create an impression of superior value in the minds of consumers. For example, part of 
the success of Apple Computer’s iPod player has been based on the elegance and appeal 
of the iPod design, which has turned this piece of electronic equipment into a fashion 
accessory. For another example of how design elegance can create value, see Strategy in 
Action 3.1, which discusses value creation at the fashion house, Burberry. 


PRODUCTION Production is concerned with the creation of a good or service. For 
physical products, when we talk about production, we generally mean manufactur- 
ing. For services such as banking or retail operations, production typically takes place 
when the service is delivered to the customer, as when a bank makes a loan to a cus- 
tomer. By performing its activities efficiently, the production function of a company 
helps to lower its cost structure. For example, the efficient production operations of 
Honda and Toyota help those automobile companies achieve higher profitability rel- 
ative to competitors such as General Motors. The production function can also per- 
form its activities in a way that is consistent with high product quality, which leads to 
differentiation (and higher value) and lower costs. 


MARKETING AND SALES There are several ways in which the marketing and sales func- 
tions of a company can help to create value. Through brand positioning and advertis- 
ing, the marketing function can increase the value that customers perceive to be con- 
tained in a company’s product (and thus the utility they attribute to the product). 
Insofar as these help to create a favorable impression of the company’s product in the 
minds of customers, they increase utility. For example, in the 1980s, the French 
company Perrier persuaded U.S. customers that slightly carbonated bottled water 
was worth $1.50 per bottle rather than a price closer to the $0.50 that it cost to col- 
lect, bottle, and distribute the water. Perrier’s marketing function essentially increased 
the perception of utility that customers ascribed to the product. Similarly, by helping to 
rebrand the company and its product offering, the marketing department at Burberry 
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; Bravo explains that there was hidden value in the brand or not.” She notes that her job is to build the team and ! 
: that was unleashed by constant creativity andinnovation. then motivate them, “keeping them on track, making sure ; 
' Bravo hired world-class designers to redesign Burberry’s __ that they are following the vision.”* ; 
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helped to create value (see Strategy in Action 3.1). Marketing and sales can also create 
value by discovering customer needs and communicating them back to the R&D func- 
tion of the company, which can then design products that better match those needs. 


CUSTOMER SERVICE. The role of the service function of an enterprise is to provide 
after-sales service and support. This function can create superior utility by solving 
customer problems and supporting customers after they have purchased the prod- 
uct. For example, Caterpillar, the U.S.-based manufacturer of heavy earthmoving 
equipment, can get spare parts to any point in the world within twenty-four hours, 
thereby minimizing the amount of downtime its customers have to face if their 
Caterpillar equipment malfunctions. This is an extremely valuable support capability 
in an industry where downtime is very expensive. It has helped to increase the utility 
that customers associate with Caterpillar products, and thus the price that Caterpillar 
can charge for its products. 


The support activities of the value chain provide inputs that allow the primary 
activities to take place. These activities are broken down into four functions: materials 
management (or logistics), human resources, information systems, and company in- 
frastructure (see Figure 3.5). 


e Support Activities 
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MATERIALS MANAGEMENT (LoGisTics) The materials-management (or logistics) 
function controls the transmission of physical materials through the value chain, from 
procurement through production and into distribution. The efficiency with which 
this is carried out can significantly lower cost, thereby creating more value. Dell Com- 
puter has a very efficient materials-management process. By tightly controlling the 
flow of component parts from its suppliers to its assembly plants, and into the hands 
of consumers, Dell has dramatically reduced its inventory holding costs. Lower inven- 
tories mean lower costs, and hence greater value creation. Another company that has 
benefited from very efficient materials management, the Spanish fashion company 
Zara, is discussed in Strategy in Action 3.2. 


HumaAN Resources The human resources function can help an enterprise to create 
more value in several ways. This function ensures that the company has the right mix 
of skilled people to perform its value creation activities effectively. It is also the job of 
the human resources function to ensure that people are adequately trained, moti- 
vated, and compensated to perform their value creation tasks. If the human resources 
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Competitive Advantage at Zara 


The fashion retailer Zara is one of Spain’s fastest growing 
and most successful companies, with sales of about $8.5 
billion and a network of 2,800 stores in sixty-four coun- 
tries. Zara’s competitive advantage centers around one 
thing—speed. While it takes most fashion houses six to 
nine months to go from design to having merchandise 
delivered to a store, Zara can pull off the entire process in 
just five weeks. This rapid response time enables Zara to 
quickly respond to changing fashions. 

Zara achieves this by breaking many of the rules of op- 
eration in the fashion business. While most fashion houses 
outsource production, Zara has its own factories and keeps 
about half of its production in-house. Zara also has its 
own designers and stores. Its designers are in constant 
contact with the stores, not only tracking what is selling 
on a real-time basis through information systems but also 
talking to store managers once a week to get their subjective 
impressions of what is hot. This information supplements 
data gathered from other sources, such as fashion shows. 

Drawing on this information, Zara’s designers create 
approximately 40,000 new designs a year, from which 
10,000 are selected for production. Zara then purchases 
basic textiles from global suppliers but performs capital- 
intensive production activities in its own factories. These 


factories use computer-controlled machinery to cut 
pieces for garments. Zara does not produce in large vol- 
umes to attain economies of scale; instead it produces in 
small lots. Labor-intensive activities, such as sewing, are 
performed by subcontractors located close to Zara’s fac- 
tories. Zara makes a practice of having more production 
capacity than necessary so that if it spots an emerging 
fashion trend, it can quickly respond by designing gar- 
ments and ramping up production. 

Once a garment has been made, it is delivered to one 
of Zara’s own warehouses and then shipped to its own 
stores once a week. Zara deliberately underproduces prod- 
ucts, supplying small batches of products in hot demand 
before quickly shifting to the next fashion trend. Often its 
merchandise sells out quickly. The empty shelves in Zara 
stores create a scarcity value, which helps to generate de- 
mand, Customers quickly snap up products they like be- 
cause they known they may soon be out of stock and not 
produced again. 

As a result of this strategy, which is supported by 
competencies in design, information systems, and logis- 
tics management, Zara carries fewer inventories than 
competitors (Zara’s inventory amounts to about 10% of 
sales, compared to 15% at rival stores like The Gap and 
Benetton). This means fewer price reductions to move 
products that haven’t sold and higher profit margins.> 
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function operates well, employee productivity rises (which lowers costs) and cus- 
tomer service improves (which raises utility), thereby enabling the company to create 
more value. As we saw in the Opening Case, much of the competitive advantage of 
Southwest Airlines lies in its human resources practices, which have created a highly 
productive work force. 


INFORMATION SysTEMS Information systems are the largely electronic systems for 
managing inventory, tracking sales, pricing products, selling products, dealing with 
customer service inquiries, and so on. Information systems, when coupled with the 
communications features of the Internet, are holding out the promise of being able 
to improve the efficiency and effectiveness with which a company manages its other 
value creation activities. Again, Dell uses Web-based information systems to effi- 
ciently manage its global logistics network and increase inventory turnover. World- 
class information systems are also an aspect of Zara’s competitive advantage (see 
Strategy in Action 3.2). 


COMPANY INFRASTRUCTURE Company infrastructure is the companywide context 
within which all the other value creation activities take place: the organizational 
structure, control systems, and company culture. Because top management can exert 
considerable influence in shaping these aspects of a company, top management 
should also be viewed as part of the infrastructure of a company. Indeed, through 
strong leadership, top management can shape the infrastructure of a company and, 
through that, the performance of all other value creation activities that take place 
within it. A good example of this process is given in Strategy in Action 3.1, which 
looks at how Rose Marie Bravo helped to engineer a turnaround at Burberry. 


The Building Blocks of Competitive Advantage 


Four factors help a company to build and sustain competitive advantage—superior 
efficiency, quality, innovation, and customer responsiveness. Each of these factors is 
the product of a company’s distinctive competencies. Indeed, in a very real sense, 
they are “generic” distinctive competencies. These generic competencies allow a 
company to (1) differentiate its product offering, and hence offer more utility to its 
customers, and (2) lower its cost structure (see Figure 3.6). These factors can be 
considered generic distinctive competencies because any company, regardless of its 
industry or the products or services it produces, can pursue them. Although they are 
discussed sequentially below, they are highly interrelated, and the important ways 
they affect each other should be noted. For example, superior quality can lead to su- 
perior efficiency, and innovation can enhance efficiency, quality, and responsiveness 
to customers. 


e Efficiency In one sense, a business is simply a device for transforming inputs into outputs. In- 
puts are basic factors of production such as labor, land, capital, management, and 
technological know-how. Outputs are the goods and services that the business pro- 
duces. The simplest measure of efficiency is the quantity of inputs that it takes to 
produce a given output, that is, Efficiency = outputs/inputs. The more efficient a 
company is, the fewer the inputs required to produce a given output. 

The two most important components of efficiency for many companies are em- 
ployee productivity and capital productivity. Employee productivity refers to the 
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output produced per employee. For example, if it takes General Motors thirty hours 
of employee time to assemble a car and it takes Ford twenty-five hours, we can say 
that Ford has higher employee productivity than GM and is thus more efficient. As 
long as other things are equal, such as wage rates, we can assume from this information 
that Ford will have a lower cost structure than GM. Thus, employee productivity 
helps a company attain a competitive advantage through a lower cost structure. You 
will recall from the Opening Case that Southwest Airline’s low cost structure was due 
in large part to higher labor productivity. 

Capital productivity refers to the sales produced per dollar of capital invested in 
a business. An analysis of financial statements suggests that in 2005, Dell Computer 
generated $12.07 of sales for every dollar of capital it invested in its business, whereas 
its competitor Hewlett-Packard generated $2.14 of sales for every dollar of capital it 
invested in its business. Dell was far more efficient than Hewlett-Packard in the way 
it used its capital to generates sales revenues. Other things being equal, this will lead 
to lower costs and higher profitability (for a full comparison of Dell and Hewlett- 
Packard, see the Running Case in this chapter). 

The concept of productivity is not limited to employee and capital productivity. 
Pharmaceutical companies, for example, often talk about the productivity of their 
R&D spending, by which they mean how many new drugs they develop from their 
investment in R&D. Other companies talk about their sales force productivity, which 
means how many sales they generate from every sales call, and so on. The important 
point to remember is that high productivity leads to greater efficiency and lower 
costs. 


A product can be thought of as a bundle of attributes.!? The attributes of many phys- 
ical products include their form, features, performance, durability, reliability, style, 
and design.!* A product is said to have superior quality when customers perceive that 
its attributes provide them with higher utility than the attributes of products sold by 
rivals. For example, a Rolex watch has attributes-such as design, styling, perform- 
ance, and reliability—that customers perceive as being superior to the same attrib- 
utes in many other watches. Thus, we can refer to a Rolex as a high-quality product: 
Rolex has differentiated its watches by these attributes. 
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When customers evaluate the quality of a product, they commonly measure it 
against two kinds of attributes: those related to quality as excellence and those re- 
lated to quality as reliability. From a quality-as-excellence perspective, the impor- 
tant attributes are things such as a product’s design and styling, its aesthetic appeal, 
its features and functions, the level of service associated with the delivery of the 
product, and so on. For example, customers can purchase a pair of imitation 
leather boots for $20 from Wal-Mart, or they can buy a handmade pair of butter- 
soft leather boots from Nordstrom for $500. The boots from Nordstrom will have 
far superior styling, feel more comfortable, and look much better than those from 
Wal-Mart. The utility consumers will get from the Nordstrom boots will in all 
probability be much greater than the utility derived from the Wal-Mart boots but, 
of course, they will have to pay far more for them. That is the point: when excel- 
lence is built into a product offering, consumers have to pay more to own or con- 
sume it. 

With regard to quality as reliability, a product can be said to be reliable when it 
consistently does the job it was designed for; does it well; and rarely, if ever, breaks 
down. As with excellence, reliability increases the utility a consumer gets from a 
product and thus the price the company can charge for that product. Toyota’s cars, 
for example, have the highest reliability ratings in the automobile industry, and 
therefore consumers are prepared to pay more for them than for cars that are very 
similar in other attributes. As we shall see, increasing product reliability has been the 
central goal of an influential management philosophy that came out of Japan in the 
1980s and is commonly referred to as total quality management. 

The position of a product against two dimensions, reliability and other attributes, 
can be plotted on a figure similar to Figure 3.7. For example, a Lexus has attributes— 
such as design, styling, performance, and safety features—that customers perceive as 
demonstrating excellence in quality and that are viewed as being superior to those of 
most other cars. Lexus is also a very reliable car. Thus, the overall level of quality of 
the Lexus is very high, which means that the car offers consumers significant utility, 
and that gives Toyota the option of charging a premium price for the Lexus. Toyota 
also produces another very reliable vehicle, the Toyota Corolla, but this is aimed at 
less wealthy customers and it lacks many of the superior attributes of the Lexus. 
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Thus, although the Corolla is also a high-quality car in the sense of being reliable, it is 
not as high quality as a Lexus in the sense of being an excellent product. At the other 
end of the spectrum, we can find poor-quality products that have both low reliability 
and inferior attributes, such as poor design, performance, and styling. An example is 
the Proton, which is built by the Malaysian car firm of the same name. The design of 
the car is over a decade old and has a dismal reputation for styling and safety. More- 
over, Proton’s reliability record is one of the worst of any car, according to J. D. 
Power.!> 

The concept of quality applies whether we are talking about Toyota automobiles, 
clothes designed and sold by The Gap, the customer service department of Citibank, 
or the ability of airlines to arrive on time. Quality is just as relevant to services as it is 
to goods.!© The impact of high product quality on competitive advantage is 
twofold.!” First, providing high-quality products increases the utility those products 
provide to customers, which gives the company the option of charging a higher price 
for them. In the automobile industry, for example, Toyota can charge a higher price 
for its cars because of the higher quality of its products. 

The second impact of high quality on competitive advantage comes from the 
greater efficiency and the lower unit costs associated with reliable products. When 
products are reliable, less employee time is wasted making defective products or pro- 
viding substandard services and less time has to be spent fixing mistakes, which 
translates into higher employee productivity and lower unit costs. Thus, high prod- 
uct quality not only enables a company to differentiate its product from that of rivals, 
but if the product is reliable, it also lowers costs. 

The importance of reliability in building competitive advantage has increased dra- 
matically over the past decade. Indeed, so crucial is the emphasis placed on reliability 
by many companies that achieving high product reliability can no longer be viewed 
as just one way of gaining a competitive advantage. In many industries, it has become 
an absolute imperative for survival. 


Innovation refers to the act of creating new products or processes. There are two 
main types of innovation: product innovation and process innovation. Product in- 
novation is the development of products that are new to the world or have superior 
attributes to existing products. Examples are Intel’s invention of the microprocessor 
in the early 1970s; Cisco’s development of the router for routing data over the Inter- 
net in the mid 1980s; Palm’s development of the PalmPilot, the first commercially 
successful hand-held computer, in the mid 1990s; and Apple’s development of the 
iPod in the early 2000s. Process innovation is the development of a new process for 
producing products and delivering them to customers. Examples include Toyota, 
which developed a range of new techniques collectively known as the Toyota lean 
production system for making automobiles: just-in-time inventory systems, self- 
managing teams, and reduced setup times for complex equipment. 

Product innovation creates value by creating new products or enhanced versions 
of existing products that customers perceive as having more utility, thus increasing 
the company’s pricing options. Process innovation often allows a company to create 
more value by lowering production costs. Toyota’s lean production system, for exam- 
ple, helped to boost employee productivity, thus giving Toyota a cost-based competi- 
tive advantage.!* Similarly, Staples’s application of the supermarket business model 
to retail office supplies dramatically lowered the cost of selling office supplies. Staples 
passed on some of this cost saving to customers in the form of lower prices, which 
enabled the company to increase its market share rapidly. 
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In the long run, innovation of products and processes is perhaps the most impor- 
tant building block of competitive advantage.'? Competition can be viewed as a 
process driven by innovations. Although not all innovations succeed, those that do 
can be a major source of competitive advantage because, by definition, they give a 
company something unique—something its competitors lack (at least until they imi- 
tate the innovation). Uniqueness can allow a company to differentiate itself from its 
rivals and charge a premium price for its product or, in the case of many process in- 
novations, reduce its unit costs far below those of competitors. 


eCustomer To achieve superior responsiveness to customers, a company must be able to do a 
Responsiveness better job than competitors of identifying and satisfying its customers’ needs. Cus- 
tomers will then attribute more utility to its products, creating a differentiation based 
on competitive advantage. Improving the quality of a company’s product offering is 
consistent with achieving responsiveness, as is developing new products with features 
that existing products lack. In other words, achieving superior quality and innova- 

tion is integral to achieving superior responsiveness to customers. 

Another factor that stands out in any discussion of responsiveness to customers is 
the need to customize goods and services to the unique demands of individual cus- 
tomers or customer groups. For example, the proliferation of soft drinks and beers 
can be viewed partly as a response to this trend. Automobile companies have become 
more adept at customizing cars to the demands of individual customers. For in- 
stance, following the lead of Toyota, the Saturn division of General Motors builds 
cars to order for individual customers, letting them choose from a wide range of col- 
ors and options. 

An aspect of responsiveness to customers that has drawn increasing attention is 
customer response time: the time that it takes for a good to be delivered or a service 
to be performed.”° For a manufacturer of machinery, response time is the time it takes 
to fill customer orders. For a bank, it is the time it takes to process a loan or that a 
customer must stand in line to wait for a free teller. For a supermarket, it is the time 
that customers must stand in checkout lines. For a fashion retailer, it is the time required 
to take a new product through from design to a retail store (see Strategy in Action 3.2 
for a discussion of how the Spanish fashion retailer Zara minimizes response time). 
Customer survey after customer survey has shown slow response time to be a major 
source of customer dissatisfaction.*! 

Other sources of enhanced responsiveness to customers are superior design, su- 
perior service, and superior after-sales service and support. All of these factors en- 
hance responsiveness to customers and allow a company to differentiate itself from 
its less responsive competitors. In turn, differentiation enables a company to build 
brand loyalty and charge a premium price for its products. Consider how much more 
people are prepared to pay for next-day delivery of Express Mail as opposed to deliv- 
ery in three to four days. In 2006, a two-page letter sent by overnight Express Mail 
within the United States cost about $12, compared with 39 cents for regular mail. 
Thus, the price premium for express delivery (reduced response time) was $11.61, or 
a premium of 3,079% over the regular price. 


e Business Models, As noted in Chapter 1, a business model is managers’ conception, or gestalt, of how 
the Value Chain, and _ the various strategies that a firm pursues fit together into a congruent whole, thus 
Generic Distinctive enabling the firm to achieve a competitive advantage. More precisely, a business 
Competencies model represents the way in which managers configure the value chain of the firm 
through strategy, as well as the investments they make to support that configuration, 
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so that they can build the distinctive competencies necessary to attain the efficiency, 
quality, innovation, and customer responsiveness required to support the firm’s 
low-cost or differentiated position, thereby achieving a competitive advantage and 
generating superior profitability (see Figure 3.8). 

For example, the main strategic goal of Wal-Mart is to be the lowest-cost operator 
offering a wide display of general merchandise in the retail industry. Wal-Mart’s busi- 
ness model involves offering general merchandise in a self-service supermarket type 
of setting. Wal-Mart’s strategies flesh out this business model and help the company 
to attain its strategic goal. For example, to reduce costs, Wal-Mart limits investments 
in the fittings and fixtures of its stores. One of the keys to generating sales and lower- 
ing costs in this setting is rapid inventory turnover, which is achieved through strate- 
gic investments in logistics and information systems. Wal-Mart in fact makes major 
investments in process innovation to improve the effectiveness of its information and 
logistics systems, which enables the company to respond to customer demands for 
low-priced goods when they walk in the door and to do so in a very efficient manner. 

Wal-Mart’s business model is very different from that found at a retailer such as 
Nordstrom. Nordstrom’s business model is to offer high quality, and high-priced ap- 
parel, in a full-service and sophisticated setting. This implies differences in the way 
the value chain is configured. Nordstrom devotes far more attention to in-store cus- 
tomer service than Wal-Mart does, which implies significant investments in its sales- 
people. Moreover, Nordstrom invests far more in the furnishings and fittings for its 
stores, as opposed to Wal-Mart, whose stores have a basic warehouse feel to them. 
Nordstrom recaptures the costs of this investment by charging higher prices for 
higher-quality merchandise. Thus, even though Wal-Mart and Nordstrom both sell 
apparel (Wal-Mart is in fact the biggest seller of apparel in the United States), their 
business models imply a very different positioning in the marketplace and a very dif- 
ferent configuration of value chain activities and investments. 
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Analyzing Competitive Advantage and Profitability 


If a company’s managers are to perform a good internal analysis, they need to be 
able to analyze the financial performance of their company, identifying how its 
strategies contribute (or not) to profitability. To identify strengths and weaknesses 
effectively, they need to be able to compare, or benchmark, the performance of their 
company against that of competitors and the historic performance of the company 
itself. This will help them determine whether they are more or less profitable than 
competitors and whether the performance of the company has been improving or 
deteriorating through time, whether their company strategies are maximizing the 
value being created, whether their cost structure is out of line with those of com- 
petitors, and whether they are using the resources of the company to the greatest 
effect. 

As we noted in Chapter 1, the key measure of a company’s financial performance 
is its profitability, which captures the return that a company is generating on its in- 
vestments. Although several different measures of profitability exist, such as return 
on assets and return on equity, many authorities on the measurement of profitability 
argue that return on invested capital (ROIC) is the best measure because “it focuses 
on the true operating performance of the company.””* (However, return on assets is 
very similar in formulation to return on invested capital.) 

ROIC is defined as net profit over invested capital, or ROIC = net profit/invested 
capital. Net profit is calculated by subtracting the total costs of operating the company 
away from its total revenues (total revenues — total costs). Net profit is what is left over 
after the government takes its share in taxes. Invested capital is the amount that is in- 
vested in the operations of a company: property, plant, equipment, inventories, and 
other assets. Invested capital comes from two main sources: interest-bearing debt and 
shareholders’ equity. Interest-bearing debt is money the company borrows from 
banks and those who purchase its bonds. Shareholders’ equity is the money raised 
from selling shares to the public, plus earnings that the company has retained in 
prior years and can use to fund current investments. ROIC measures the effective- 
ness with which a company is using the capital funds that it has available for invest- 
ment. As such, it is recognized to be an excellent measure of the value a company is 
creating.”° 

A company’s ROIC can be algebraically decomposed into two major compo- 
nents: return on sales and capital turnover.”4 Specifically: 


ROIC = net profits/invested capital 
= net profits/revenues X revenues/invested capital 


where net profits/revenues is the return on sales, and revenues/invested capital is cap- 
ital turnover. Return on sales measures how effectively the company converts rev- 
enues into profits. Capital turnover measures how effectively the company employs 
its invested capital to generate revenues. These two ratios can be further decomposed 
into some basic accounting ratios, as shown in Figure 3.9 (the terms in these ratios 
are defined in Table 3.1).”° 

The decomposition of ROIC shown in Figure 3.9 was first developed by man- 
agers at the DuPont Company in the early 1900s as a methodology for identifying the 
drivers of profitability, and the decomposition formula is sometimes referred to as 
“the DuPont Formula.” Figure 3.9 says that a company’s managers can increase ROIC 
by pursuing strategies that increase the company’s return on sales. To increase the 
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company’s return on sales, they can pursue strategies that reduce the cost of goods 
sold (COGS) for a given level of sales revenues (COGS/sales); reduce the level of 
spending on sales force, marketing, general, and administrative expenses (SG&A) 
for a given level of sales revenues (SG&A/sales); and reduce R&D spending for a 
given level of sales revenues (R&D/sales). Alternatively, they can increase return on 
sales by pursuing strategies that increase sales revenues more than they increase the 
costs of the business, as measured by COGS, SG&A, and R&D expenses. That is, they 

—_———Eee 
TABLE 3.1 


Definitions of Basic Accounting Terms 
Definition Source 


Cost of goods sold (COGS) Total costs of producing products. Income statement 
Sales, general, and administrative Costs associated with selling products and Income statement 
expenses (SG&A) administering the company. 
R&D expenses (R&D) Research and development expenditure. Income statement 
Working capital The amount of money the company has to work Balance sheet 
with in the short term: Current assets — current 
liabilities. 
Property, plant, and equipment The value of investments in the property, plant, Balance sheet 
(PPE) and equipment that the company uses to manu- 


facture and sell its products. Also know as fixed 
capital. 


Return on sales (ROS) Net profit expressed as a percentage of sales. Ratio 
Measures how effectively the company converts 
revenues into profits. 


Capital turnover Revenues divided by invested capital. Measures Ratio 
how effectively the company uses its capital to 
generate revenues. 


Return on invested capital (ROIC) Net profit divided by invested capital. Ratio 
Net profit Total revenues minus total costs before tax. Income statement 
Invested capital Interest-bearing debt plus shareholders equity. Balance sheet 
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can increase the return on sales by pursuing strategies that lower costs or increase 
value through differentiation, and thus allow the company to increase its prices more 
than its costs. 

Figure 3.9 also tells us that a company’s managers can boost the profitability of 
their company by getting greater sales revenues from their invested capital, thereby 
increasing capital turnover. They do this by pursuing strategies that reduce the 
amount of working capital, such as the amount of capital invested in inventories, 
needed to generate a given level of sales (working capital/sales) and then pursuing 
strategies that reduce the amount of fixed capital that they have to invest in plant, 
property, and equipment (PPE) to generate a given level of sales (PPE/sales). That is, 
they pursue strategies that reduce the amount of capital that they need to generate 
every dollar of sales, and thus their cost of capital. Now recall that cost of capital is 
part of the cost structure of a company (see Figure 3.2), so strategies designed to in- 
crease capital turnover also lower the cost structure. 

To see how these basic drivers of profitability help us to understand what is going 
on in a company and to identify its strengths and weaknesses, read the Running Case, 
which compares the financial performance of Dell Computer against its major rival, 
Hewlett-Packard. 
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Comparing Dell to Hewlett-Packard 


Figure 3.10 compares the financial performance of Dell 
Computer to that of its rival, Hewlett-Packard, for 2005. 
Note first that Dell was much more profitable than HP, 
measured by ROIC. Indeed, Dell’s ROIC of 77.1% was as- 
toundingly high. HP earned a mediocre ROIC of 5.91%, 
which may have been less than its cost of capital. 

To explain this performance difference, first look at 
the difference in return on sales. Dell’s ROS, at 6.39%, 
was more than double that of HP’s at 2.77%. Why? It cer- 
tainly is not because Dell is charging customers a high 
markup over its cost of goods sold. Indeed, Dell’s 
COGS/sales ratio is higher than HP’s, suggesting that Dell 
is pricing its products aggressively. However, Dell spends 
far less on SG&A expenses and on R&D than its rival. 
This lower level of spending reflects important strategic 
choices. Because Dell sells direct, it does not have a big 
sales forces; hence its SG&A expenses are much lower 
than HP’s. In addition, Dell has decided not to spend 
heavily on R&D primarily because it sees itself as being in 
a commodity business. In Dell’s view, R&D is something 


that its suppliers, such as Intel and Microsoft, undertake. 
HP is moving toward this view, but its higher level of 
R&D reflects the company’s traditional strategic posture 
that it tries to compete in part through product innova- 
tion. Dell does not. 

Now look at the difference in capital turnover. Here, the 
difference is striking. Dell generates $12.07 of sales for every 
dollar of capital invested in the business, HP just $2.14 of 
sales for every dollar. This difference drives most of the dif- 
ference in ROIC. Why is Dell so much more efficient that 
HP in its use of capital? There are two reasons. First, Dell 
undertakes only final assembly, with everything else being 
outsourced to suppliers. Consequently, it has to invest less 
in property, plant, and equipment (PPE) than does HP. 

Second, Dell is very efficient at managing its inven- 
tory, which is why its working capital to sales ratio is so 
much lower than HP’s. Because Dell sells direct, it can 
build to order—it does not have to fill a retail channel with 
inventory. Moreover, it takes order information received 
over its website, and through telephone sales, and transmits 
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FIGURE 3.10 


Comparing Dell 
and HP in 2005 


that instantaneously to suppliers located throughout the 
world, who then adjust their own production schedules 
accordingly. Dell coordinates the entire process so that 
parts arrive at Dell’s factories just when they are required 
and not before. There they are quickly assembled into 
machines and then shipped out the door in a few days. As 
a result, Dell turns over its inventory much more rapidly 
than HP does—88.81 times a year in 2005, compared to 
just 9.5 times a year at HP. Put another way, HP has a 
large amount of capital tied up in parts inventory that is 
waiting to be assembled into computers, or in finished in- 
ventory that is in distribution, or sitting in retail channels. 
Dell does not. 

Dell’s working capital requirements are reduced even 
further because many of its customers pay by credit card, 
and those cards are charged when a machine leaves Dell’s 
factory, which is long before Dell has to pay its suppliers, 
enabling Dell to use this money to finance its day-to-day 
operations. In contrast, due to its lower inventory turnover, 


COGS/Sales 
Dell: 82.20% 
HP: 76.39% 


SG&A/Sales 
Dell: 9.19% 
HP: 12.90% 


R&D/Sales 
Dell: 0.83% 
HP: 4.03% 


Working Capital/Sales 
Dell: 3.18% 
HP: 13.70% 


PPE/Sales 
Dell: 3.59% 
HP: 7.44% 


HP probably has to pay its suppliers before it receives 
money from the sale of machines, which raises the com- 
pany’s need for working capital. 

Despite Dell’s superior profitability, in 2005 and 
2006, HP’s stock price outperformed that of Dell. The 
reason: Dell’s profit growth stalled in 2005 and 2006, 
whereas HP’s was accelerating, suggesting that down the 
road, Dell’s ROIC will contract while HP’s will expand. 
HP was gaining ground on Dell because it could offer 
businesses integrated services, which went beyond sup- 
plying computer hardware, to embrace designing and in- 
stalling entire corporate information systems, including 
software. HP did this through its consulting operations. 
This was a resource that Dell, with its direct sales model, 
lacked. Dell did not need this resource to serve consumers 
and small businesses—long its core customer base—but 
this market was now maturing, and Dell needed to expand 
its presence in large businesses to keep growing, where it 
was at a disadvantage versus HP. 


mem eee eee eee sees 


CHAPTER 3 Internal Analysis: Distinctive Competencies, Competitive Advantage, and Profitability 97 


The Durability of Competitive Advantage 


The next question we must address is: How long will a competitive advantage last 
once it has been created? In other words, what is the durability of competitive advan- 
tage given that other companies are also seeking to develop distinctive competencies 
that will give them a competitive advantage? The answer depends on three factors: 
barriers to imitation, the capability of competitors, and the general dynamism of the 
industry environment. 


e Barriersto A company with a competitive advantage will earn higher-than-average profits. 
Imitation These profits send a signal to rivals that the company has some valuable distinctive 
competency that allows it to create superior value. Naturally, its competitors will try 
to identify and imitate that competency and, insofar as they are successful, ultimately 

their increased success may whittle away the company’s superior profits.*° 

How quickly rivals will imitate a company’s distinctive competencies is an im- 
portant issue because the speed of imitation has a bearing on the durability of a 
company’s competitive advantage. Other things being equal, the more rapidly 
competitors imitate a company’s distinctive competencies, the less durable its com- 
petitive advantage will be, and the more important it is that the company endeavor 
to improve its competencies to stay one step ahead of the imitators. It is important 
to stress at the outset that ultimately almost any distinctive competency can be im- 
itated by a competitor. The critical issue is time: the longer it takes competitors to 
imitate a distinctive competency, the greater the opportunity the company has to 
build a strong market position and reputation with customers, which are then 
more difficult for competitors to attack. Moreover, the longer it takes to achieve an 
imitation, the greater is the opportunity for the imitated company to improve on 
its competency or build other competencies, thereby staying one step ahead of the 
competition. 

Barriers to imitation are a primary determinant of the speed of imitation. Barri- 
ers to imitation are factors that make it difficult for a competitor to copy a company’s 
distinctive competencies; the greater the barriers to imitation, the more sustainable is 
a company’s competitive advantage.”’ Barriers to imitation differ depending on 
whether a competitor is trying to imitate resources or capabilities. 


IMITATING RESOURCES In general, the easiest distinctive competencies for prospec- 
tive rivals to imitate tend to be those based on possession of firm-specific and valu- 
able tangible resources, such as buildings, plant, and equipment. Such resources are 
visible to competitors and can often be purchased on the open market. For example, 
if a company’s competitive advantage is based on sole possession of efficient-scale 
manufacturing facilities, competitors may move fairly quickly to establish similar fa- 
cilities. Although Ford gained a competitive advantage over General Motors in the 
1920s by being the first to adopt an assembly line manufacturing technology to pro- 
duce automobiles, General Motors quickly imitated that innovation, competing away 
Ford’s distinctive competency in the process. A similar process is occurring in the 
auto industry now as companies try to imitate Toyota’s famous production system. 
However, Toyota has slowed down the rate of imitation by not allowing competitors 
access to its latest equipment. 
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Intangible resources can be more difficult to imitate. This is particularly true of 
brand names, which are important because they symbolize a company’s reputa- 
tion. In the heavy earthmoving equipment industry, for example, the Caterpillar 
brand name is synonymous with high quality and superior after-sales service and 
support. Similarly, the St. Michael’s brand name used by Marks & Spencer, Britain’s 
largest clothing retailer, symbolizes high-quality but reasonably priced clothing. 
Customers often display a preference for the products of such companies because 
the brand name is an important guarantee of high quality. Although competitors 
might like to imitate well-established brand names, the law prohibits them from 
doing so. 

Marketing and technological know-how are also important intangible re- 
sources and can be relatively easy to imitate. The movement of skilled marketing 
personnel between companies may facilitate the general dissemination of market- 
ing know-how. For example, in the 1970s, Ford was acknowledged as the best 
marketer among the big three U.S. auto companies. In 1979, it lost a lot of its mar- 
keting know-how to Chrysler when its most successful marketer, Lee Iacocca, 
joined Chrysler and subsequently hired many of Ford’s top marketing people to 
work with him at Chrysler. More generally, successful marketing strategies are rela- 
tively easy to imitate because they are so visible to competitors. Thus, Coca-Cola 
quickly imitated PepsiCo’s Diet Pepsi brand with the introduction of its own brand, 
Diet Coke. 

With regard to technological know-how, the patent system in theory should make 
technological know-how relatively immune to imitation. Patents give the inventor of 
a new product a twenty-year exclusive production agreement. For example, the 
biotechnology company Immunex discovered and patented Enbrel, which is capable 
of halting the disease-causing mechanism that leads to rheumatoid arthritis. All prior 
treatments simply provided patients with some relief from the symptoms of rheuma- 
toid arthritis. Approved by the Food and Drug Administration in 1998, Enbrel racked 
up sales of over $400 million in its first year on the market and may ultimately gener- 
ate annual revenues of $4 billion. (In 2002, Immunex was acquired by Amgen.) De- 
spite the large market, Immunex’s patent stops potential competitors from introduc- 
ing their own version of Enbrel. Whereas it is relatively easy to use the patent system 
to protect a biological product from imitation, this is not true of many other inven- 
tions. In electrical and computer engineering, for example, it is often possible to in- 
vent around patents: that is, produce a product that is functionally equivalent but 
does not rely on the patented technology. One study found that 60% of patented in- 
novations were successfully invented around in four years.’® This suggests that, in 
general, distinctive competencies based on technological know-how can be relatively 
short-lived. 


IMITATING CAPABILITIES Imitating a company’s capabilities tends to be more difficult 
than imitating its tangible and intangible resources chiefly because capabilities are 
based on the way in which decisions are made and processes managed deep within a 
company. It is hard for outsiders to discern them. 

On its own, the invisible nature of capabilities would not be enough to halt imita- 
tion; competitors could still gain insights into how a company operates by hiring 
people away from that company. However, a company’s capabilities rarely reside in a 
single individual. Rather, they are the product of how numerous individuals interact 
within a unique organizational setting.’? It is possible that no one individual within a 
company may be familiar with the totality of a company’s internal operating routines 
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and procedures. In such cases, hiring people away from a successful company in 
order to imitate its key capabilities may not be helpful. 


e Capability of | According to work by Pankaj Ghemawat, a major determinant of the capability of 
Competitors competitors to imitate a company’s competitive advantage rapidly is the nature of the 
competitors’ prior strategic commitments.” By strategic commitment, Ghemawat means 
a company’s commitment to a particular way of doing business—that is, to developing a 
particular set of resources and capabilities. Ghemawat’s point is that once a company 
has made a strategic commitment, it will have difficulty responding to new competi- 
tion if doing so requires a break with this commitment. Therefore, when competitors 
have long-established commitments to a particular way of doing business, they may 
be slow to imitate an innovating company’s competitive advantage. Its competitive ad- 
vantage will thus be relatively durable. 

The U.S. automobile industry again offers an example. From 1945 to 1975, the in- 
dustry was dominated by the stable oligopoly of General Motors, Ford, and Chrysler, 
all of which geared their operations to the production of the large cars that American 
customers demanded at the time. When the market shifted from large cars to small, 
fuel-efficient ones during the late 1970s, U.S. companies lacked the resources and ca- 
pabilities required to produce these cars. Their prior commitments had built the 
wrong kind of skills for this new environment. As a result, foreign producers, and 
particularly the Japanese, stepped into the market breach by providing compact, fuel- 
efficient, high-quality, and low-cost cars. The failure of U.S. auto manufacturers to 
react quickly to the distinctive competency of Japanese auto companies gave the lat- 
ter time to build a strong market position and brand loyalty, which subsequently 
have proved difficult to attack. 

Another determinant of the ability of competitors to respond to a company’s 
competitive advantage is the absorptive capacity of competitors.*! Absorptive capac- 
ity refers to the ability of an enterprise to identify, value, assimilate, and use new 
knowledge. For example, in the 1960s and 1970s, Toyota developed a competitive ad- 
vantage based on its innovation of lean production systems. Competitors such as 
General Motors were slow to imitate this innovation primarily because they 
lacked the necessary absorptive capacity. General Motors was such a bureaucratic 
and inward-looking organization that it was very difficult for the company to iden- 
tify, value, assimilate, and use the knowledge that underlay lean production systems. 
Indeed, long after General Motors had identified and understood the importance of 
lean production systems, it was still struggling to assimilate and use that new knowl- 
edge. Put differently, internal inertial forces can make it difficult for established 
competitors to respond to a rival whose competitive advantage is based on new 
products or internal processes—that is, on innovation. 

Taken together, factors such as existing strategic commitments and low absorp- 
tive capacity limit the ability of established competitors to imitate the competitive 
advantage of a rival, particularly when that competitive advantage is based on inno- 
vative products or processes. This is why when innovations reshape the rules of com- 
petition in an industry, value often migrates away from established competitors and 
toward new enterprises that are operating with new business models. 


e Industry Dynamism A dynamic industry environment is one that is changing rapidly. We examined the 
factors that determine the dynamism and intensity of competition in an industry in 
Chapter 2 when we discussed the external environment. The most dynamic indus- 
tries tend to be those with a very high rate of product innovation—for instance, the 
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customer electronics industry and the personal computer industry. In dynamic in- 
dustries, the rapid rate of innovation means that product life cycles are shortening 
and that competitive advantage can be fleeting. A company that has a competitive 
advantage today may find its market position outflanked tomorrow by a rival’s inno- 
vation. 

In the personal computer industry, the rapid increase in computing power during 
the past two decades has contributed to a high degree of innovation and a turbulent 
environment. Reflecting the persistence of innovation, Apple Computer in the late 
1970s and early 1980s had an industrywide competitive advantage due to its innova- 
tion. In 1981, IBM seized the advantage by introducing its first personal computer. 
By the mid 1980s, IBM had lost its competitive advantage to high-power clone man- 
ufacturers such as Compaq that had beaten IBM in the race to introduce a computer 
based on Intel’s 386 chip. In turn, in the 1990s, Compaq subsequently lost its com- 
petitive advantage to Dell, which pioneered new low-cost ways of delivering comput- 
ers to customers using the Internet as a direct-selling device. 


The durability of a company’s competitive advantage depends on the height of bar- 
riers to imitation, the capability of competitors to imitate its innovation, and the 
general level of dynamism in the industry environment. When barriers to imitation 
are low, capable competitors abound, and the environment is dynamic, with inno- 
vations being developed all the time, then competitive advantage is likely to be tran- 
sitory. But even within such industries, companies can build a more enduring com- 
petitive advantage if they are able to make investments that build barriers to 
imitation. 

During the 1980s, Apple Computer built a competitive advantage based on the 
combination of a proprietary disk operating system and an intangible product 
image. The resulting brand loyalty enabled Apple to carve out a fairly secure niche in 
an industry where competitive advantage has otherwise proven to be very fleeting. 
However, by the mid-1990s, its strategy had been imitated primarily because of the 
introduction of Microsoft’s Windows operating system, which imitated most of the 
features that had enabled Apple to build brand loyalty. By 1996, Apple was in finan- 
cial trouble, providing yet another example that no competitive advantage lasts for- 
ever. Ultimately, anything can be imitated. However, Apple has shown remarkable re- 
silience; in the late 1990s, it clawed its way back from the brink of bankruptcy to 
establish a viable position within its niche once again, a position it still held on to by 
the mid 2000s. 


Avoiding Failure and Sustaining Competitive Advantage 


e Why Companies 
Fail 


How can a company avoid failure and escape the traps that have snared so many once 
successful companies? How can managers build a sustainable competitive advantage? 
Much of the remainder of this book deals with these issues. Here, we make a number 
of key points that set the scene for the coming discussion. 


When a company loses its competitive advantage, its profitability falls. The company 
does not necessarily fail; it may just have average or below-average profitability and 
can remain in this mode for a considerable time, although its resource and capital 
base is shrinking. Failure implies something more drastic. A failing company is one 


CHAPTER 3 Internal Analysis: Distinctive Competencies, Competitive Advantage, and Profitability 


whose profitability is now substantially lower than the average profitability of its 
competitors; it has lost the ability to attract and generate resources so that its profit 
margins and invested capital are shrinking rapidly. 

Why does a company lose its competitive advantage and fail? The question is par- 
ticularly pertinent because some of the most successful companies of the last half- 
century have seen their competitive position deteriorate at one time or another. IBM, 
General Motors, American Express, Digital Equipment, and Sears, among many oth- 
ers, at one time were held up as examples of managerial excellence but then have 
gone through periods where their financial performance was poor and they clearly 
lacked any competitive advantage. We explore three related reasons for failure: iner- 
tia, prior strategic commitments, and the Icarus paradox. 


INERTIA The inertia argument says that companies find it difficult to change their 
strategies and structures in order to adapt to changing competitive conditions.*” 
IBM is a classic example of this problem. For thirty years, it was viewed as the world’s 
most successful computer company. Then in the space of a few years, its success 
turned into a disaster: it lost $5 billion in 1992, leading to layoffs of more than 
100,000 employees. IBM’s troubles were caused by a dramatic decline in the cost of 
computing power as a result of innovations in microprocessors. With the advent of 
powerful low-cost microprocessors, the locus of the computer market shifted from 
mainframes to small, low-priced personal computers, leaving IBM’s huge mainframe 
operations with a diminished market. Although IBM had, and still has, a significant 
presence in the personal computer market, it had failed to shift the focus of its efforts 
away from mainframes and toward personal computers. This failure meant deep trou- 
ble for one of the most successful companies of the twentieth century (IBM has now 
executed a successful turnaround with a repositioning as a provider of e-commerce 
infrastructure and solutions). 

One reason that companies find it so difficult to adapt to new environmental 
conditions seems to be the role of capabilities in causing inertia. Organizational 
capabilities—the way a company makes decisions and manages its processes—can be 
a source of competitive advantage, but they are difficult to change. IBM always em- 
phasized close coordination among operating units and favored decision processes 
that stressed consensus among interdependent operating units as a prerequisite for a 
decision to go forward.°> This capability was a source of advantage for IBM during 
the 1970s, when coordination among its worldwide operating units was necessary to 
develop, manufacture, and sell complex mainframes. But the slow-moving bureau- 
cracy that it had spawned was a source of failure in the 1990s, when organizations 
had to adapt readily to rapid environmental change. 

Capabilities are difficult to change because a certain distribution of power and 
influence is embedded within the established decision-making and management 
processes of an organization. Those who play key roles in a decision-making process 
clearly have more power. It follows that changing the established capabilities of an 
organization means changing its existing distribution of power and influence, and 
those whose power and influence would diminish resist such change. Proposals for 
change trigger turf battles. This power struggle and the political resistance associated 
with trying to alter the way in which an organization makes decisions and manages 
its process—that is, trying to change its capabilities—bring on inertia. This is not to 
say that companies cannot change. However, because change is so often resisted by 
those who feel threatened by it, change in most cases has to be induced by a crisis. By 
then, the company may already be failing, as happened at IBM. 


e Steps to Avoid 
Failure 
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PRIOR STRATEGIC COMMITMENTS A company’s prior strategic commitments not 
only limit its ability to imitate rivals but may also cause competitive disadvantage.*4 
IBM, for instance, had major investments in the mainframe computer business, so 
when the market shifted, it was stuck with significant resources specialized for 
that particular business: its manufacturing facilities were geared to the production 
of mainframes, its research organization was similarly specialized, and so was its 
sales force. Because these resources were not well suited to the newly emerging per- 
sonal computer business, IBM’s difficulties in the early 1990s were in a sense in- 
evitable. Its prior strategic commitments locked it into a business that was shrink- 
ing. Shedding these resources was bound to cause hardship for all organization 
stakeholders. 


THE ICARUS PARADOX Danny Miller has postulated that the roots of competitive failure 
can be found in what he termed the Icarus paradox. Icarus is a figure in Greek mythol- 
ogy who used a pair of wings, made for him by his father, to escape from an island where 
he was being held prisoner. He flew so well that he went higher and higher, ever closer to 
the sun, until the heat of the sun melted the wax that held his wings together and he 
plunged to his death in the Aegean Sea. The paradox is that his greatest asset, his ability to 
fly, caused his demise. Miller argues that the same paradox applies to many once success- 
ful companies. According to Miller, many companies become so dazzled by their early 
success that they believe more of the same type of effort is the way to future success. As a 
result, they can become so specialized and inner-directed that they lose sight of market 
realities and the fundamental requirements for achieving a competitive advantage. 
Sooner or later, this leads to failure. 

Miller identifies four major categories among the rising and falling companies, 
which he labels craftsmen, builders, pioneers, and salesmen. The craftsmen, such as 
Texas Instruments and Digital Equipment Corporation (DEC), achieved early success 
through engineering excellence. But then they became so obsessed with engineering 
details that they lost sight of market realities. (The story of DEC’s demise is summa- 
rized in Strategy in Action 3.3.) Among the builders are Gulf & Western and ITT. Having 
built successful, moderately diversified companies, they then became so enchanted 
with diversification for its own sake that they continued to diversify far beyond the 
point at which it was profitable to do so. Miller’s third group are the pioneers like 
Wang Labs. Enamored of their own originally brilliant innovations, managers here 
continued to search for additional brilliant innovations and ended up producing 
novel but completely useless products. The final category comprises the salesmen, 
exemplified by Procter & Gamble and Chrysler. They became so convinced of their 
ability to sell anything that they paid scant attention to product development and 
manufacturing excellence and, as a result, spawned a proliferation of bland, inferior 
products. 


Given that so many traps wait for companies, an important question arises: How can 
strategic managers use internal analysis to find them and escape them? We now look 
at several tactics that managers can use. 


FOCUS ON THE BUILDING BLOCKS OF COMPETITIVE ADVANTAGE Maintaining a competi- 
tive advantage requires a company to continue focusing on all four generic building 
blocks of competitive advantage—efficiency, quality, innovation, and responsiveness to 
customers—and to develop distinctive competencies that contribute to superior performance 
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The Road to Ruin at DEC because they were out of touch with the needs of cus- : 
tomers, and the company failed to respond to the threat : 

Digital Equipment Corporation (DEC) was one of the to its core market presented by the rise of computer I 
premier computer companies of the 1970s and 1980s. workstations and client-server architecture. Indeed, Ken ' 
DEC’s original success was founded on the minicom- — Olson was known for dismissing such new products. He 
puter, a cheaper, more flexible version of its mainframe once said, “We always say that customers are right, but 1 
cousins that Ken Olson and his brilliant team of engi- _ they are not always right.” Perhaps. But DEC, blinded by : 
neers invented in the 1960s. They then improved on their _its early success, failed to remain responsive to its cus- I 
original minicomputers until they could not be beat for tomers and changing market conditions. In another fa- : 
quality and reliability. In the 1970s, their VAX series of | mous statement, when asked about personal computers 
minicomputers was widely regarded as the most reliable in the early 1980s, Olson said, “I can see of no reason I 
series of computers ever produced, and DEC was re- — why anybody would ever want a computer on their : 
warded by high profit rates and rapid growth. By 1990, it desk.” I 
was number 27 on the Fortune 500 list of the largest cor- By the early 1990s, DEC was in deep trouble. Olson 
porations in America. was forced out in July 1992, and the company lost billions 
Buoyed by its success, DEC turned into an engineer- _ of dollars between 1992 and 1995. It returned to profitabil- I 

ing monoculture: its engineers became idols; its market- ity in 1996 primarily because of the success of a turn- : 
ing and accounting staff, however, were barely tolerated. around strategy aimed at reorienting the company to serve I 
Component specs and design standards were all that sen- _ precisely those areas that Olson had dismissed. In 1998, the 
ior managers understood. Technological fine-tuning be- company was acquired by Compaq Computer Corpora- 
came such an obsession that the needs of customers for tion (which was subsequently purchased by Hewlett- I 
smaller, more economical, user-friendly computers were Packard) and disappeared from the business landscape as : 
ignored. DEC’s personal computers, for example, bombed an independent entity.¢ , 
4 


in these areas. One of the messages of Miller’s Icarus paradox is that many successful 
companies become unbalanced in their pursuit of distinctive competencies. DEC, for ex- 
ample, focused on engineering quality at the expense of almost everything else, includ- 
ing, most important, responsiveness to customers. Other companies forget to focus on 
any distinctive competency at all. 


INSTITUTE CONTINUOUS IMPROVEMENT AND LEARNING The only constant in the world 
is change. Today’s source of competitive advantage may soon be rapidly imitated by ca- 
pable competitors or made obsolete by the innovations of a rival. In such a dynamic and 
fast-paced environment, the only way that a company can maintain a competitive ad- 
vantage over time is to continually improve its efficiency, quality, innovation, and re- 
sponsiveness to customers. The way to do this is to recognize the importance of learning 
within the organization.*° The most successful companies do not stand still, resting on 
their laurels; they are always seeking out ways of improving their operations and in the 
process are constantly upgrading the value of their distinctive competencies or creating 
new competencies. Companies such as General Electric and Toyota have a reputation for 
being learning organizations. This means that they are continually analyzing the processes 


e The Role of Luck 


PART 2. The Nature of Competitive Advantage 


that underlie their efficiency, quality, innovation, and responsiveness to customers. Their 
objective is to learn from prior mistakes and to seek out ways to improve their 
processes over time. This has enabled Toyota, for example, to continually upgrade its 
employee productivity and product quality, and thus stay ahead of imitators. 


TRACK BEST INDUSTRIAL PRACTICE AND USE BENCHMARKING One of the best ways to 
develop distinctive competencies that contribute to superior efficiency, quality, innova- 
tion, and responsiveness to customers is to identify and adopt best industrial practice. 
Only in this way will a company be able to build and maintain the resources and capabil- 
ities that underpin excellence in efficiency, quality, innovation, and responsiveness to cus- 
tomers. (We discuss what constitutes best industrial practice in some depth in Chapter 4.) 
It requires tracking the practice of other companies, and perhaps the best way to do so is 
through benchmarking: measuring the company against the products, practices, and serv- 
ices of some of its most efficient global competitors. For example, when Xerox was in 
trouble in the early 1980s, it decided to institute a policy of benchmarking to identify 
ways to improve the efficiency of its operations. Xerox benchmarked L. L. Bean for distri- 
bution procedures, Deere & Company for central computer operations, Procter & Gamble 
for marketing, and Florida Power & Light for total quality management processes. By the 
early 1990s, Xerox was benchmarking 240 functions against comparable areas in other 
companies. This process has been credited with helping it dramatically improve the effi- 
ciency of its operations.>” 


OVERCOME INERTIA Overcoming the internal forces that are a barrier to change within 
an organization is one of the key requirements for maintaining a competitive advan- 
tage. Suffice it to say here that identifying barriers to change is an important first step. 
Once this step has been taken, implementing change requires good leadership, the judi- 
cious use of power, and appropriate changes in organizational structure and control 
systems. 


A number of scholars have argued that luck plays a critical role in determining com- 
petitive success and failure.** In its most extreme version, the luck argument devalues 
the importance of strategy altogether. Instead, it states that, in the face of uncertainty, 
some companies just happen to pick the correct strategy. 

Although luck may be the reason for a company’s success in particular cases, it is an 
unconvincing explanation for the persistent success of a company. Recall our argu- 
ment that the generic building blocks of competitive advantage are superior efficiency, 
quality, innovation, and responsiveness to customers. Keep in mind also that compe- 
tition is a process in which companies are continually trying to outdo each other in 
their ability to achieve high efficiency, superior quality, outstanding innovation, and 
quick responsiveness to customers. It is possible to imagine a company getting lucky 
and coming into possession of resources that allow it to achieve excellence on one or 
more of these dimensions. However, it is difficult to imagine how sustained excel- 
lence on any of these four dimensions could be produced by anything other than 
conscious effort, that is, by strategy. Luck may indeed play a role in success, and man- 
agers must always exploit a lucky break. (Strategy in Action 3.4 discusses the role of 
luck in the early history of Microsoft and how Bill Gates exploited that luck.) How- 
ever, to argue that success is entirely a matter of luck is to strain credibility. As the 
golfing great Gary Player once said, “The harder I work, the luckier I seem to get.” 
Managers who strive to formulate and implement strategies that lead to a competi- 
tive advantage are more likely to be lucky. 
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Bill Gates’s Lucky Break 


The product that launched Microsoft into its leadership po- 
sition in the software industry was MS-DOS, the operating 
system for IBM and IBM-compatible PCs. The original 
DOS program, however, was developed not by Microsoft 
but by Seattle Computer, where it was known as Q-DOS 
(which stood for “quick and dirty operating system”). 
When IBM was looking for an operating system to run its 
original PC, it talked to a number of software companies, 
including Microsoft, about developing such a system. Seat- 
tle Computer was not one of those companies. Bill Gates 
knew that Seattle Computer had developed a disk operating 
system and took action: he borrowed $50,000 from his fa- 
ther, a senior partner in a prominent Seattle law firm, and 
then went to see the CEO of Seattle Computer and offered 
to purchase the rights to the company’s Q-DOS system. He 
did not, of course, reveal that IBM was looking for a disk 
operating system. Seattle Computer, short of cash, quickly 
agreed, Gates then renamed the system MS-DOS, upgraded 
it, and licensed it to IBM. The rest, as they say, is history. 
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So was Gates lucky? Of course he was. It was lucky 
that Seattle Computer had not heard about IBM’s re- 
quest. It was lucky that IBM approached Microsoft. It was 
lucky that Gates knew about Seattle Computer’s operat- 
ing system. And it was lucky that Gates had a father 
wealthy enough to lend him $50,000 on short notice. On 
the other hand, Gates’s luck was hardly random. Mi- 
crosoft was already a player in the embryonic personal 
computer software industry, and its first software pro- 
gram, Microsoft Basic, had been a bestseller. IBM came to 
Microsoft because the company had already earned re- 
spect in the industry. Moreover, to attribute all of 
Microsoft's subsequent success to luck would be wrong. 
Although MS-DOS gave Microsoft a tremendous head 
start in the industry, it did not guarantee that Microsoft 
would continue to enjoy the kind of worldwide success 
that it has. To do that, Microsoft had to build the appro- 
priate set of resources and capabilities required to pro- 
duce a continual stream of innovative software, which is 
precisely what the company did with the cash generated 
from MS-DOS.* 
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Summary of Chapter 


1. Distinctive competencies are the 


firm-specific 


5. ‘To create superior value, a company must lower its costs 


strengths of a company. Valuable distinctive compe- 
tencies enable a company to earn a profit rate that is 
above the industry average. 

The distinctive competencies of an organization arise 
from its resources (its financial, physical, human, 
technological, and organizational assets) and capabili- 
ties (its skills at coordinating resources and putting 
them to productive use). 

In order to achieve a competitive advantage, a com- 
pany needs to pursue strategies that build on its exist- 
ing resources and capabilities and formulate strategies 
that build additional resources and capabilities (de- 
velop new competencies). 

The source of a competitive advantage is superior 
value creation. 


or differentiate its product so that it creates more value 
and can charge a higher price, or do both simultaneously. 

6. Managers must understand how value creation and 
pricing decisions affect demand and how costs change 
with increases in volume. They must have a good 
grasp of the demand conditions in the company’s 
market and the cost structure of the company at dif- 
ferent levels of output if they are to make decisions 
that maximize the profitability of their enterprise. 

7. The four building blocks of competitive advantage are 
efficiency, quality, innovation, and responsiveness to 
customers. These are generic distinctive competen- 
cies. Superior efficiency enables a company to lower 
its costs, superior quality allows it to charge a higher 
price and lower its costs, and superior customer 
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service lets it charge a higher price. Superior innova- 
tion can lead to higher prices, particularly in the case 
of product innovations, or lower unit costs, particu- 
larly in the case of process innovations. 


. Ifa company’s managers are to perform a good inter- 


nal analysis, they need to be able to analyze the finan- 
cial performance of their company, identifying how 
the strategies of the company relate to its profitability 
as measured by the return on invested capital. 


. The durability of a company’s competitive advan- 


tage depends on the height of barriers to imitation, 


Discussion Questions 


De ee el 


. What are the main implications of the material dis- 


cussed in this chapter for strategy formulation? 


. When is a company’s competitive advantage most 


likely to endure over time? 


. It is possible for a company to be the lowest-cost pro- 


ducer in its industry and simultaneously have an output 


SMALL-GROUP EXERCISE 
Analyzing Competitive Advantage 


Break up into groups of three to five. Drawing on the con- 
cepts introduced in this chapter, analyze the competitive 
position of your business school in the market for busi- 
ness education. Then answer the following questions: 

1. Does your business school have a competitive advantage? 

2. Ifso, on what is this advantage based, and is this ad- 
vantage sustainable? 

3. If your school does not have a competitive advan- 
tage in the market for business education, identify 
the inhibiting factors that are holding it back. 

4. How might the Internet change the way in which 
business education is delivered? 

5. Does the Internet pose a threat to the competitive 
position of your school in the market for business 
education, or is it an opportunity for your school to 
enhance its competitive position? (Note that it can 
be both.) 


10. 


ll. 


the capability of competitors, and environmental dy- 
namism. 

Failing companies typically earn low or negative prof- 
its. Three factors seem to contribute to failure: organi- 
zational inertia in the face of environmental change, 
the nature of a company’s prior strategic commit- 
ments, and the Icarus paradox. 

Avoiding failure requires a constant focus on the basic 
building blocks of competitive advantage, continuous 
improvement, identification and adoption of best in- 
dustrial practice, and victory over inertia. 


that is the most valued by customers. Discuss this 
statement. 

Why is it important to understand the drivers of prof- 
itability as measured by the return on invested capital? 
Which is more important in explaining the success 
and failure of companies: strategizing or luck? 


ARTICLE FILE 3 


Find a company that has sustained its competitive advan- 
tage for more than ten years. Identify the source of the 
competitive advantage, and explain why it has lasted so 
long. 


STRATEGIC MANAGEMENT PROJECT 
Module 3 


This module deals with the competitive position of 
your company. With the information you have at your 
disposal, perform the tasks and answer the following 
questions: 

1. Identify whether your company has a competitive 
advantage or disadvantage in its primary industry. Its 
primary industry is the one in which it has the most 
sales. 

2. Evaluate your company against the four generic build- 
ing blocks of competitive advantage: efficiency, quality, 
innovation, and responsiveness to customers. How 


Hig spf vhs usa sea rl me end Gn a i ares mi so a Gems ts 


CHAPTER 3 


does this exercise help you understand the perform- 
ance of your company relative to its competitors? 

3. What are the distinctive competencies of your 
company? 

4. What role have prior strategies played in shaping the 
distinctive competencies of your company? What 
has been the role of luck? 

5. Do the strategies your company is pursuing now 
build on its distinctive competencies? Are they an at- 
tempt to build new competencies? 

6. What are the barriers to imitating the distinctive 
competencies of your company? 

7. Is there any evidence that your company finds it dif- 
ficult to adapt to changing industry conditions? If 
so, why do you think this is the case? 


ETHICS EXERCISE 


John, an official at a national beverage chain, had been 
working to convince a national sandwich restaurant 
chain to carry his company’s newest beverage, Slushy 
Soda. Originally, John hoped that the sandwich chain 
would simply agree to carry the frozen soda drink, but 
the sandwich chain was hesitant. Together, John and the 
sandwich chain agreed to do a test run on the new bever- 
age in Atlanta, where the hot weather might assist in the 


Starbucks 
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soda’s promotion. With each purchase, the sandwich 
chain would offer a coupon for a free Slushy Soda. If 
enough coupons were redeemed, the company would 
consider adding the beverage to its lineup. 

John and his company had a lot of money invested in 
this new beverage; in fact, John’s job was on the line. If he 
could not convince the sandwich chain to pick up the 
beverage, he could lose his job. After a week of the test 
run, the numbers were less than promising. In a moment 
of desperation, John sent several of his employees to At- 
lanta, ordering them to redeem as many of the beverage 
coupons as possible. They were also instructed to pass 
out coupons and cash to customers outside the sandwich 
shops in the hope that they would then redeem the 
coupons. 

It didn’t take long for the sandwich chain to figure 
out what was going on. John’s employees were called 
home. John became responsible not only for his own ter- 
mination but for those of his employees as well. And 
Slushy Soda never made it out of the starting gate. 

1. Define the ethical dilemma presented in this case 

2. Should John and his employees have been fired for 
attempting to manipulate the test run? 

3. What does it say about John’s company that he felt 
he needed to behave unethically to retain his job? 


In 2006, Starbucks, the ubiquitous coffee retailer, closed a 
decade of astounding financial performance. Sales had 
increased from $697 million to $7.8 billion, and net prof- 
its, from $36 million to $540 million. In 2006, Starbucks 
was earning a return on invested capital of 25.5%, which 
was impressive by any measure, and the company was 
forecasted to continue growing earnings and maintain 
high profits through the end of the decade. How did this 
come about? 

Thirty years ago, Starbucks was a single store in Seat- 
tle’s Pike Place Market selling premium roasted coffee. 
Today, it is a global roaster and retailer of coffee with 


more than 12,000 retail stores, some 3,000 of which are to 
be found in forty countries outside the United States. 
Starbucks Corporation set out on its current course in 
the 1980s when the company’s director of marketing, 
Howard Schultz, came back from a trip to Italy enchanted 
with the Italian coffeehouse experience. Schultz, who 
later became CEO, persuaded the company’s owners to 
experiment with the coffeehouse format—and the Star- 
bucks experience was born. 

Schultz’s basic insight was that people lacked a “third 
place” between home and work where they could have 
their own personal time-out, meet with friends, relax, and 
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have a sense of gathering. The business model that evolved 
out of this was to sell the company’s own premium roasted 
coffee, along with freshly brewed espresso-style coffee bev- 
erages, a variety of pastries, coffee accessories, teas, and 
other products, in a coffeehouse setting. The company 
devoted, and continues to devote, considerable attention 
to the design of its stores to create a relaxed, informal, 
and comfortable atmosphere. Underlying this approach 
was a belief that Starbucks was selling far more than 
coffee—it was selling an experience. The premium price 
that Starbucks charged for its coffee reflected this fact. 

From the outset, Schultz also focused on providing 
superior customer service in stores. Reasoning that moti- 
vated employees provide the best customer service, Star- 
bucks executives developed employee hiring and training 
programs that were the best in the restaurant industry. 
Today, all Starbucks employees are required to attend 
training classes that teach them not only how to make a 
good cup of coffee but also the service-oriented values of 
the company. Beyond this, Starbucks provides progressive 
compensation policies that gave even part-time employ- 
ees stock option grants and medical benefits—a very in- 
novative approach in an industry where most employees 
are part-time, earn minimum wage, and have no benefits. 

Unlike many restaurant chains, which expanded very 
rapidly through franchising arrangements once they es- 
tablished a basic formula that appears to work, Schultz 
believed that Starbucks needed to own its stores. Al- 
though it has experimented with franchising arrange- 
ments in some countries and in some situations in the 
United States such as at airports, the company still prefers 
to own its own stores whenever possible. 

This formula met with spectacular success in the 
United States, where Starbucks went from obscurity to 
one of the best-known brands in the country in a decade. 
As it grew, Starbucks found that it was generating an 


enormous volume of repeat business. Today, the average 
customer comes into a Starbucks store around twenty 
times a month. The customers themselves are a fairly 
well-heeled group—their average income is about 
$80,000. 

As the company grew, it started to develop a very so- 
phisticated location strategy. Detailed demographic 
analysis was used to identify the best locations for Star- 
bucks stores. The company expanded rapidly to capture 
as many premium locations as possible before its imita- 
tors could. Astounding many observers, Starbucks would 
even sometimes locate stores on opposite corners of the 
same busy street—so that it could capture traffic going in 
different directions down the street. 

By 1995, with almost 700 stores across the United States, 
Starbucks began exploring foreign opportunities. The first 
stop was Japan, where Starbucks proved that the basic value 
proposition could be applied to a different cultural setting 
(there are now 600 stores in Japan). Next, Starbucks em- 
barked on a rapid development strategy in Asia and Europe. 
By 2001, the magazine Brandchannel named Starbucks one 
of the ten most influential global brands, a position it has 
held ever since. But this is only the beginning. In October 
2006, with 12,000 stores in operation, the company an- 
nounced that its long term goal was to have 40,000 stores 
worldwide. Looking forward, it expects 50% of all new store 
openings to be outside the United States.°? 


Case Discussion Questions 

1. Identify the resources, capabilities, and distinctive 
competencies of Starbucks. 

2. How do Starbucks’s resources, capabilities, and dis- 
tinctive competencies translate into superior financial 
performance? 

3. How secure is Starbucks’s competitive advantage? 
What are the barriers to imitation? 


Building Competitive Advantage 
Through Functional-Level Strategy 


QUPENING CASE 


Boosting Efficiency at Matsushita 


When Kunio Nakamura became CEO at the venerable Japanese electronics giant, Matsushita, in 
2000, it was a company in deep trouble. Earnings had been going south for years and the com- 
pany’s market capitalization had shrunk to less than half of that of long-time rival Sony. Em- 
ployees were frustrated and morale was poor. By the time he retired in June 2006, Matsushita 
was delivering its best financial performance in more than a decade. After losing $3.7 billion in 
2002, in the year ending March 2006 the company registered profits of $1.37 billion. Moreover, 
earnings were projected to grow 20%, to $1.7 billion, in the year ending March 2007. 

Nakamura achieved this transformation by relentlessly focusing on efficiency improve- 
ments. Early in his tenure, he put an end to the internal rivalries that had led different divisions 
to develop identical products. The resulting duplication wasted precious research and develop- 
ment (R&D) money and limited the ability of the company to realize economies of scale. He 
reduced the number of layers in the management hierarchy and slashed the domestic work- 
force by 19%—a tough thing to do at Matsushita, where life time employment had been the 
norm—and closed thirty factories. Then he pushed factory managers to do everything possible 
to raise productivity. 

Matsushita’s factory in Saga, Japan, exemplifies the obsession with productivity improve- 
ments. By 2004, employees at the factory, which makes cordless phones, faxes, and security 
cameras, had already doubled productivity since 2000 by introducing robots into the assembly 
line, but factory managers were not happy. An analysis of flow in the production system 
showed that bottlenecks on the assembly line meant that robots sat idle for longer than they 
were working. So the plant’s managers ripped out the assembly line conveyer belts and replaced 
them with clusters of robots grouped into cells. The cells allowed them to double up on slower 
robots to make the entire manufacturing process run more smoothly. Then they developed 
software to synchronize production so that each robot jumped into action as soon as the previ- 
ous step was completed. If one robot broke down, the work flow could be shifted to another to 
do the same job. 


———— 
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The results were impressive. The time that it took to 
build products was drastically reduced. It used to take two 
and a half days in a production run before the first fin- 
ished products came off the assembly line; now it takes as 
little as forty minutes. Phones, for example, can now be as- 
sembled in one-third of the time, doubling weekly output 
from the same plant with the same number of employees. 
Shorter cycle times enabled the factory to slash invento- 
ries. Work-in-progress, such as partly finished products, 
along with components such as chipsets, keypads, and cir- 
cuit boards, now spent far less time in the factory. 

The Saga factory is known as a mother plant within 
Matsushita. Once process improvements have been re- 
fined at a mother plant, they have to be transferred to 
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other plants within the group as quickly as possible. 
There are six other plants in the Saga group: in China, 
Malaysia, Mexico, and Britain. Most were able to quickly 
copy what was done at Saga and saw similar cuts in inven- 
tory and boosts in productivity. 

Despite the faster pace of work, the factory employ- 
ees paid close attention to product quality. The short 
cycle times helped employees to identify the source of de- 
fective products and quickly fix any errors that led to 
quality problems. Consequently, at less than 1% of output, 
by 2006, defect rates were at an all-time low in every fac- 
tory. The reduction in waste further boosted productivity 
and helped the company to strengthen its reputation for 
producing high-quality merchandise.! 


In this chapter, we take a close look at functional-level strategies: those aimed at improv- 
ing the effectiveness of a company’s operations and thus its ability to attain superior effi- 
ciency, quality, innovation, and customer responsiveness. 

It is important to keep in mind the relationships among functional strategies, dis- 
tinctive competencies, differentiation, low cost, value creation, and profitability (see 
Figure 4.1). Note that distinctive competencies shape the functional-level strategies 
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that a company can pursue and that managers, through their choices with regard to 
functional-level strategies, can build resources and capabilities that enhance a com- 
pany’s distinctive competencies. Note also that the ability of a company to attain supe- 
rior efficiency, quality, innovation, and customer responsiveness will determine if its 
product offering is differentiated from that of rivals and if it has a low-cost structure. 
Recall that companies that increase the utility consumers get from their products 
through differentiation, while simultaneously lowering their cost structure, create 
more value than their rivals, and this leads to a competitive advantage and superior 
profitability and profit growth. 

The Opening Case illustrates some of these relationships. Managers at Matsushita’s 
Saga factory in Japan pursued functional-level strategies that raised productivity, 
thus increasing the efficiency of their production process while also reducing defect 
rates and boosting the reliability of their final product offering. The superior effi- 
ciency enabled the factory (and others like it around the world) to lower costs, while 
superior reliability enhanced product quality, helped to differentiate the product of- 
fering, and boosted sales volume. The result: Matsushita created more value, and its 
profitability increased. 

Consistent with the Matsushita example, much of this chapter is devoted to look- 
ing at the basic strategies that can be adopted at the operating level to improve com- 
petitive position. By the end of this chapter, you will understand how functional-level 
strategies can be used to build a sustainable competitive advantage. 


Achieving Superior Efficiency 


A company is a device for transforming inputs (labor, land, capital, management, 
and technological know-how) into outputs (the goods and services produced). The 
simplest measure of efficiency is the quantity of inputs that it takes to produce a 
given output; that is, Efficiency = outputs/inputs. The more efficient a company is, 
the fewer the inputs required to produce a given output and therefore the lower its 
cost structure will be. Put another way, an efficient company has higher productivity, 
and therefore lower costs, than its rivals. Here we review the steps that companies can 
take at the functional level to increase their efficiency and thereby lower their cost 
structure. 


e Efficiency and Economies of scale are unit cost reductions associated with a large scale of output. 
Economies of Scale Recall from the last chapter that it is very important for managers to understand how 
the cost structure of their enterprise varies with output because this understanding 
should help to drive strategy. For example, if unit costs fall significantly as output is 
expanded—that is, if there are significant economies of scale—a company may benefit 

by keeping prices down and increasing volume. 

One source of economies of scale is the ability to spread fixed costs over a large 
production volume. Fixed costs are costs that must be incurred to produce a product 
whatever the level of output; examples are the costs of purchasing machinery, setting 
up machinery for individual production runs, building facilities, advertising, and 
R&D. For example, Microsoft spent approximately $5 billion to develop the latest 
version of its Windows operating system, Windows Vista. It can realize substantial 
scale economies by spreading the fixed costs associated with developing the new 
operating system over the enormous unit sales volume it expects for this system 
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(95% of the world’s 250 million personal computers use a Microsoft operating sys- 
tem). These scale economies are significant because of the trivial incremental (or 
marginal) cost of producing additional copies of Windows Vista: once the master 
copy has been produced, additional CDs containing the operating system can be pro- 
duced for a few cents. The key to Microsoft’s efficiency and profitability (and that of 
other companies with high fixed costs and trivial incremental or marginal costs) is to 
increase sales rapidly enough that fixed costs can be spread out over a large unit vol- 
ume and substantial scale economies can be realized. 

Another source of scale economies is the ability of companies producing in large 
volumes to achieve a greater division of labor and specialization. Specialization is 
said to have a favorable impact on productivity mainly because it enables employees 
to become very skilled at performing a particular task. The classic example of such 
economies is Ford’s Model T car. The world’s first mass-produced car, the Model T 
Ford was introduced in 1923. Until then, Ford had made cars using an expensive 
hand-built craft production method. By introducing mass-production techniques, 
the company achieved greater division of labor (it split assembly into small, repeat- 
able tasks) and specialization, which boosted employee productivity. Ford was also 
able to spread the fixed costs of developing a car and setting up production machin- 
ery over a large volume of output. As a result of these economies, the cost of manu- 
facturing a car at Ford fell from $3,000 to less than $900 (in 1958 dollars). 

These examples illustrate that economies of scale can boost profitability, as meas- 
ured by return on invested capital (ROIC), in a number of ways. Economies of scale 
exist in production, sales and marketing, and R&D, and the overall effect of realizing 
scale economies is to reduce spending as a percentage of revenues on cost of goods 
sold (COGS), sales, general, and administrative expenses (SG&A), and R&D ex- 
penses, thereby boosting return on sales and, by extension, ROIC (see Figure 3.9). 
Moreover, by making more intensive use of existing capacity, a company can increase 
the amount of sales generated from its property, plant, and equipment (PPE), 
thereby reducing the amount of capital it needs to generate a dollar of sales, and thus 
increasing its capital turnover and its ROIC. 

The concept of scale economies is illustrated in Figure 4.2, which shows that as a 
company increases its output, unit costs fall. This process comes to an end at an out- 
put of QI, where all scale economies are exhausted. Indeed, at outputs of greater 
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than QI, the company may encounter diseconomies of scale, which are the unit 
cost increases associated with a large scale of output. Diseconomies of scale occur 
primarily because of the increasing bureaucracy associated with large-scale enter- 
prises and the managerial inefficiencies that can result.” Larger enterprises have a 
tendency to develop extensive managerial hierarchies in which dysfunctional politi- 
cal behavior is commonplace, information about operating matters is accidentally 
and deliberately distorted by the number of managerial layers through which it has 
to travel to reach top decisionmakers, and poor decisions are the result. Past some 
point (such as Q1 in Figure 4.2), the inefficiencies that result from such develop- 
ments outweigh any additional gains from economies of scale, and unit costs start 
to rise as output expands. This was what had occurred at Matsushita. When Kunio 
Nakamura became CEO in 2000, he reduced the number of layers in the manage- 
ment hierarchy in an attempt to eliminate diseconomies of scale (see the Opening 
Case). 

Managers must know not only the extent of economies of scale but also where 
diseconomies of scale begin to occur. At Nucor Steel, for example, the realization that 
diseconomies of scale exist has led to a decision not to build plants that employ more 
than 300 individuals. The belief is that it is more efficient to build two plants, each 
employing 300 people, than one plant employing 600 people. Although the larger 
plant might theoretically be able to reap greater scale economies, Nucor’s manage- 
ment believes that these would be swamped by the diseconomies of scale that come 
with larger organizational units. 


e Efficiency and Learning effects are cost savings that come from learning by doing. Labor, for exam- 

Learning Effects ple, learns by repetition how best to carry out a task. Therefore, labor productivity 
increases over time, and unit costs fall as individuals learn the most efficient way to 
perform a particular task. Equally important, management in new manufacturing fa- 
cilities typically learns over time how best to run the new operation. Hence, produc- 
tion costs decline because of increasing labor productivity and management effi- 
ciency. Japanese companies like Toyota are noted for making learning a central part 
of their operating philosophy. 

Learning effects tend to be more significant when a technologically complex task 
is repeated because there is more to learn. Thus, learning effects will be more signifi- 
cant in an assembly process that has 1,000 complex steps than in one with 100 simple 
steps. Although learning effects are normally associated with the manufacturing 
process, there is every reason to believe that they are just as important in service in- 
dustries. For example, one famous study of learning in the context of the health care 
industry found that more experienced medical providers posted significantly lower 
mortality rates for a number of common surgical procedures, suggesting that learn- 
ing effects are at work in surgery.* The authors of this study used the evidence to 
argue for establishing regional referral centers for the provision of highly specialized 
medical care. These centers would perform many specific surgical procedures (such 
as heart surgery), replacing local facilities with lower volumes and presumably higher 
mortality rates. Another recent study found strong evidence of learning effects in a 
financial institution. The study looked at a newly established document-processing 
unit with 100 staff members and found that, over time, documents were processed 
much more rapidly as the staff learned the process. Overall, the study concluded that 
unit costs fell every time the cumulative number of documents processed doubled.4 
Strategy in Action 4.1 looks at the determinants of differences in learning effects 
across a sample of hospitals performing cardiac surgery. 
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; Learning Effects in Cardiac Surgery FDA-approved devices, that all adopting surgeons went 
: through the same training courses, and that all surgeons 
I A study carried out by researchers at the Harvard Business came from highly respected training hospitals. Follow-up 
School tried to estimate the importance of learning effects interviews suggested, however, that Hospital M differed 
: in the case of a specific new technology for minimally in- _in how it implemented the new procedure. The team was 
1 vasive heart surgery that was approved by federal regula- | handpicked by the adopting surgeon to perform the sur- 
: tors in 1996. The researchers looked at sixteen hospitals _gery. It had significant prior experience working together 
! and obtained data on the operations for 660 patients. (indeed, that was apparently a key criterion for team 
They examined how the time required to undertake the © members). The team trained together to perform the new 
; procedure varied with cumulative experience. Across the _ surgery. Before undertaking a single procedure, they met 
I sixteen hospitals, they found that average time fell from with the operating room nurses and anesthesiologists to 
: 280 minutes for the first procedure with the new technol- —_—_ discuss the procedure. Moreover, the adopting surgeon 
ogy to 220 minutes by the time a hospital had performed = mandated that the surgical team and surgical procedure 
fifty procedures (note that not all of the hospitals per- were stable in the early cases. The initial team went 
formed fifty procedures, and the estimates represent an _ through fifteen procedures before new members were added 
1 extrapolation based on the data). or substituted and twenty cases before the procedures 
; Next they looked at differences across hospitals. Here | were modified. The adopting surgeon also insisted that 
they found evidence of very large differences in learning the team meet prior to each of the first ten cases, and they 
effects. One hospital, in particular, stood out. This hospi- also meet after the first twenty cases to debrief. 

tal, which they called Hospital M, reduced its net proce- The picture that emerges is one of a core team that 
1 dure time from 500 minutes on case 1 to 132 minutes by __ was selected and managed to maximize the gains from 
' case 50. Hospital M’s eighty-eight-minute procedure time —_ learning. Unlike other hospitals where there was less sta- 
advantage over the average hospital at case 50 translated bility of team members and procedures, and where 
into a cost saving of approximately $2,250 per case,and _ there was not the same attention to briefing, debriefing, 
allowed surgeons at the hospital to do one more revenue- _ and learning, surgeons at Hospital M both learned much 
I generating procedure per day. faster and ultimately achieved higher productivity than 
: The researchers tried to find out why Hospital M was their peers in other institutions. Clearly, differences in 
: so superior. They noted that all hospitals had similar the implementation of the new procedure were very 
i state-of-the-art operating rooms and used the same set of  important.* 
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In terms of the unit cost curve of a company, although economies of scale imply a 
movement along the curve (say, from A to B in Figure 4.3), the realization of learning 
effects implies a downward shift of the entire curve (B to C in Figure 4.3) as both 
labor and management become more efficient over time at performing their tasks at 
every level of output. In accounting terms, learning effects in a production setting 
will reduce the cost of goods sold as a percentage of revenues, enabling the company 
to earn a higher return on sales and return on invested capital. 

No matter how complex the task is, however, learning effects typically die out 
after a limited period of time. Indeed, it has been suggested that they are really im- 
portant only during the start-up period of a new process and then cease after two or 
three years.” When changes occur to a company’s production system—as a result of 
merger or the use of new information technology, for example—the learning process 
has to begin again. 
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e Efficiency andthe The experience curve refers to the systematic lowering of the cost structure, and 
Experience Curve consequent unit cost reductions, that have been observed to occur over the life of a 
product.® According to the experience-curve concept, unit manufacturing costs for 

a product typically decline by some characteristic amount each time accumulated 

output of the product is doubled (accumulated output is the total output of a 

product since its introduction). This relationship was first observed in the aircraft 

industry, where it was found that each time accumulated output of airframes was 

doubled, unit costs declined to 80 percent of their previous level.” Thus, the fourth 

airframe typically cost only 80 percent of the second airframe to produce, the eighth 

airframe only 80 percent of the fourth, the sixteenth only 80 percent of the eighth, 

and so on. The outcome of this process is a relationship between unit manufactur- 

ing costs and accumulated output similar to that illustrated in Figure 4.4. Economies 

of scale and learning effects underlie the experience-curve phenomenon. Put 

simply, as a company increases the accumulated volume of its output over time, 

it is able to realize both economies of scale (as volume increases) and learning ef- 

fects. Consequently, unit costs and cost structure fall with increases in accumulated 
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The strategic significance of the experience curve is clear: increasing a company’s 
product volume and market share will lower its cost structure relative to its rivals. 
Thus, company B in Figure 4.4, because it is farther down the experience curve, has a 
cost advantage over company A because of its lower cost structure. The concept is 
very important in industries that mass-produce a standardized output (for example, 
the manufacture of semiconductor chips). A company that wishes to become more 
efficient and lower its cost structure must try to ride down the experience curve as 
quickly as possible. This means constructing efficient scale manufacturing facilities 
even before it has generated demand for the product and aggressively pursuing cost 
reductions from learning effects. It might also need to adopt an aggressive marketing 
strategy, cutting prices to the bone and stressing heavy sales promotions and exten- 
sive advertising in order to build up demand, and hence accumulated volume, as 
quickly as possible. The need to be aware of the relationship of demand, price op- 
tions, and costs noted in Chapter 3 is clear. 

Once down the experience curve because of its superior efficiency, the company 
is likely to have a significant cost advantage over its competitors. For example, it has 
been argued that Intel uses such tactics to ride down the experience curve and gain a 
competitive advantage over its rivals in the market for microprocessors. Similarly, 
one reason Matsushita came to dominate the global market for VHS videotape 
recorders is that it based its strategy on the experience curve.® 

However, there are three reasons why managers should not become complacent 
about efficiency-based cost advantages derived from experience effects. First, since 
neither learning effects nor economies of scale go on forever, the experience curve is 
likely to bottom out at some point; indeed, it must do so by definition. When this oc- 
curs, further unit cost reductions from learning effects and economies of scale will be 
hard to come by. Thus, in time, other companies can lower their cost structures and 
match the cost leader. Once this happens, a number of low-cost companies can have 
cost parity with each other. In such circumstances, a sustainable competitive advan- 
tage must rely on strategic factors besides the minimization of production costs by 
using existing technologies—factors such as better responsiveness to customers, 
product quality, or innovation. 

Second, as noted in Chapter 2, changes that are always taking place in the external 
environment disrupt a company’s business model, so cost advantages gained from 
experience effects can be made obsolete by the development of new technologies. 
The price of television picture tubes followed the experience-curve pattern from the 
introduction of the television in the late 1940s until 1963. The average unit price 
dropped from $34 to $8 (in 1958 dollars) in that time. However, the advent of color 
TV interrupted the experience curve. To make picture tubes for color TVs, a new 
manufacturing technology was required, and the price of color TV tubes shot up to 
$51 by 1966. Then the experience curve reasserted itself. The price dropped to $48 in 
1968, $37 in 1970, and $36 in 1972.? In short, technological change can alter the rules 
of the game, requiring that former low-cost companies take steps to reestablish their 
competitive edge. 

A further reason for avoiding complacency is that producing a high volume of 
output does not necessarily give a company a lower cost structure. Different tech- 
nologies have different cost structures. For example, the steel industry has two alter- 
native manufacturing technologies: an integrated technology, which relies on the 
basic oxygen furnace, and a mini-mill technology, which depends on the electric arc 
furnace. Whereas the basic oxygen furnace requires high volumes to attain maximum 
efficiency, mini-mills are cost efficient at relatively low volumes. Moreover, even 
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when both technologies are producing at their most efficient output levels, steel 
companies with basic oxygen furnaces do not have a cost advantage over mini-mills. 
Consequently, the pursuit of experience economies by an integrated company using 
basic oxygen technology may not bring the kind of cost advantages that a naive read- 
ing of the experience-curve phenomenon would lead the company to expect. Indeed, 
there have been significant periods of time when integrated companies have not been 
able to get enough orders to run at optimum capacity. Hence, their production costs 
have been considerably higher than those of mini-mills.!° As we discuss next, in 
many industries new flexible manufacturing technologies hold out the promise of al- 
lowing small manufacturers to produce at unit costs comparable to those of large as- 
sembly line operations. 


e Efficiency, Flexible Central to the concept of economies of scale is the idea that the best way to achieve 
Production Systems, high efficiency and a lower cost structure is through the mass production of a stan- 
and Mass _ dardized output. The tradeoff implicit in this idea is between unit costs and product 
Customization variety. Producing greater product variety from a factory implies shorter production 
runs, which implies an inability to realize economies of scale and higher costs. That 
is, a wide product variety makes it difficult for a company to increase its production 
efficiency and thus reduce its unit costs. According to this logic, the way to increase 
efficiency and achieve a lower cost structure is to limit product variety and produce a 

standardized product in large volumes (see Figure 4.5a). 

This view of production efficiency has been challenged by the rise of flexible pro- 
duction technologies. The term flexible production technology—or lean produc- 
tion, as it is sometimes called—covers a range of technologies designed to reduce 
setup times for complex equipment, increase the use of individual machines through 
better scheduling, and improve quality control at all stages of the manufacturing 
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process.!! Flexible production technologies allow the company to produce a wider 
variety of end-products at a unit cost that at one time could be achieved only 
through the mass production of a standardized output (see Figure 4.5b). Indeed, re- 
search suggests that the adoption of flexible production technologies may increase 
efficiency and lower unit costs relative to what can be achieved by the mass produc- 
tion of a standardized output, while at the same time enabling the company to cus- 
tomize its product offering to a much greater extent than was once thought possible. 
The term mass customization has been coined to describe the ability of companies 
to use flexible manufacturing technology to reconcile two goals that were once 
thought to be incompatible: low cost and differentiation through product customiza- 
tion.!* For an extended example of the benefits of mass customization, see Strategy 
in Action 4.2, which looks at mass customization at Lands’ End. 


Mass Customization at Lands’ End 


Years ago, almost all clothing was made to individual 
order by a tailor (a job shop production method). Then 
along came the twentieth century and techniques for 
mass production, mass marketing, and mass selling. Pro- 
duction in the industry shifted toward larger volume and 
less variety based on standardized sizes. The benefits in 
terms of production cost reductions were enormous, but 
the customer did not always win. Offset against lower 
prices was the difficulty of finding clothes that fit as well 
as tailored clothes once did. Look around you and you 
will see that people come in a bewildering variety of 
shapes and sizes; then go into a store to purchase a shirt, 
and you get to choose between just four sizes: small, 
medium, large, and extra large! It is estimated the current 
sizing categories in clothing fit only about one-third of 
the population. The rest of us wear clothes where the fit is 
less than ideal. 

The mass-production system has drawbacks for ap- 
parel manufacturers and retailers as well. Year after year, 
apparel firms find themselves saddled with billions of dol- 
lars in excess inventory that is either thrown away, or put 
on fire sale, because retailers had too many items of the 
wrong size and color. To try and solve this problem, Lands’ 
End has been experimenting with mass-customization 
techniques. 

To purchase customized clothes from Lands’ End, the 
customer provides information on the Lands’ End website 


by answering a series of fifteen questions (for pants) or 
twenty-five questions (for shirts), covering about every- 
thing from waist to inseam. The process takes about 
twenty minutes the first time through, but once the infor- 
mation is saved by Lands’ End, it can be quickly accessed 
for repeat purchases. The customer information is then 
analyzed by an algorithm that pinpoints a person’s body 
dimensions by taking these data points and running them 
against a huge database of typical sizes to create a unique, 
customized pattern. The analysis is done automatically by 
a computer, which then transmits the order to one of five 
contract manufacturer plants in the United States and 
elsewhere, which cut and sew the finished garment, and 
ship the finished product directly to the customer. 

Today, customization is available for most categories 
of Lands’ End clothing. Some 40% of its online shoppers 
choose a customized garment over the standard-size 
equivalent when they have the choice. Even though prices 
for customized clothes are at least $20 higher and they 
take about three to four weeks to arrive, customized 
clothing reportedly accounts for a rapidly growing per- 
centage of the $500 million online business for Lands’ 
End. Land’s End states that its profit margins are roughly 
the same for customized clothes as regular clothes, but 
the reductions in inventories that come from matching 
demand to supply account for additional cost savings. 
Moreover, customers who customize appear to be more 
loyal, with reordering rates that are 34% higher than for 
buyers of standard-size clothing.» 
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Flexible machine cells are a common flexible production technology. Flexible ma- 
chine cell is a grouping of various types of machinery, a common materials handler, 
and a centralized cell controller (a computer). Each cell normally contains four to six 
machines capable of performing a variety of operations but dedicated to producing a 
family of parts or products. The settings on the machines are computer-controlled, 
which allows each cell to switch quickly between the production of different parts or 
products. 

Improved capacity utilization and reductions in work-in-progress (that is, stock- 
piles of partly finished products) and waste are major efficiency benefits of flexible 
machine cells. Improved capacity utilization arises from the reduction in setup times 
and from the computer-controlled coordination of production flow between ma- 
chines, which eliminates bottlenecks. The tight coordination between machines also 
reduces work-in-progress. Reductions in waste are due to the ability of computer- 
controlled machinery to identify ways to transform inputs into outputs while pro- 
ducing a minimum of unusable waste material. Freestanding machines might be in 
use 50% of the time; the same machines, when grouped into a cell, can be used more 
than 80% of the time and produce the same end-product with half the waste, thereby 
increasing efficiency and resulting in lower costs. 

The effects of installing flexible production technology on a company’s cost 
structure can be dramatic. The Opening Case tells how Matsushita doubled its pro- 
ductivity by putting flexible machine cells in its factories. Ford Motor Company is 
currently introducing flexible production technologies into its automotive plants 
around the world. These new technologies should allow Ford to produce multiple 
models from the same line and to switch production from one model to another 
much more quickly than in the past. In total, Ford hopes to take $2 billion out of its 
cost structure by 2010.!° 

More generally, in terms of the profitability framework developed in Chapter 3, 
flexible production technology should boost profitability (measured by ROIC) by re- 
ducing the cost of goods sold as a percentage of revenues, reducing the working cap- 
ital needed to finance work-in-progress (because there is less of it), and reducing the 
amount of capital that needs to be invested in property, plant, and equipment to gen- 
erate a dollar of sales (because less space is needed to store inventory). 


e Marketing and The marketing strategy that a company adopts can have a major impact on efficiency 
Efficiency and cost structure. Marketing strategy refers to the position that a company takes 
with regard to pricing, promotion, advertising, product design, and distribution. 
Some of the steps leading to greater efficiency are fairly obvious. For example, riding 
down the experience curve to achieve a lower cost structure can be facilitated by ag- 
gressive pricing, promotions, and advertising, all of which are the task of the market- 
ing function. Other aspects of marketing strategy have a less obvious but no less im- 
portant impact on efficiency. One important aspect is the relationship of customer 
defection rates, cost structure and unit costs.!4 
Customer defection rates (or churn rates) are the percentage of a company’s 
customers who defect every year to competitors. Defection rates are determined 
by customer loyalty, which in turn is a function of the ability of a company to satisfy 
its customers. Because acquiring a new customer entails certain one-time fixed costs 
for advertising, promotions, and the like, there is a direct relationship between defec- 
tion rates and costs. The longer a company holds on to a customer, the greater is the 
volume of customer-generated unit sales that can be set against these fixed costs, and 
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the lower the average unit cost of each sale. Thus, lowering customer defection rates 
allows a company to achieve a lower cost structure. 

One consequence of the defection-cost relationship depicted is illustrated in 
Figure 4.6. Because of the relatively high fixed costs of acquiring new customers, 
serving customers who stay with the company only for a short time before switching 
to competitors often leads to a loss on the investment made to acquire those cus- 
tomers. The longer a customer stays with the company, the more the fixed costs of 
acquiring that customer can be spread out over repeat purchases, boosting the profit 
per customer. Thus, there is a positive relationship between the length of time that a 
customer stays with a company and profit per customer. If a company can reduce 
customer defection rates, it can make a much better return on its investment in ac- 
quiring customers and thereby boost its profitability. In terms of the profitability 
framework developed in Chapter 3, reduced customer defection rates mean that the 
company needs to spend less on sales, general, and administrative expenses to gen- 
erate a dollar of sales revenue, which increases both return on sales and return on 
invested capital. 

For an example, consider the credit card business.!° Most credit card companies 
spend an average of $50 to recruit a customer and set up a new account. These costs 
come from the advertising required to attract new customers, the credit checks re- 
quired for each customer, and the mechanics of setting up an account and issuing a 
card. These one-time fixed costs can be recouped only if a customer stays with the 
company for at least two years. Moreover, when customers stay a second year, they 
tend to increase their use of the credit card, which raises the volume of revenues gen- 
erated by each customer over time. As a result, although the credit card business loses 
$50 per customer in year 1, it makes a profit of $44 in year 3 and $55 in year 6. 

Another economic benefit of long-time customer loyalty is the free advertising 
that customers provide for a company. Loyal customers can dramatically increase the 
volume of business through referrals. A striking example is Britain’s largest retailer, 
the clothing and food company Marks & Spencer, whose success is built on a well- 
earned reputation for providing its customers with high-quality goods at reasonable 
prices. The company has generated such customer loyalty that it does not need to ad- 
vertise in Britain, a major source of cost saving. 

The key message, then, is that reducing customer defection rates and building cus- 
tomer loyalty can be major sources of a lower cost structure. One study has estimated 
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that a 5% reduction in customer defection rates leads to the following increases in 
profits per customer over average customer life: 75% in the credit card business, 50% 
in the insurance brokerage industry, 45% in the industrial laundry business, and 35% 
in the computer software industry.!° 

A central component of developing a strategy to reduce defection rates is to iden- 
tify customers who have defected, find out why they defected, and act on that infor- 
mation so that other customers do not defect for similar reasons in the future. To 
take these measures, the marketing function must have information systems capable 
of tracking customer defections. 


e Materials The contribution of materials management (logistics) to boosting the efficiency of a 
Management, company can be just as dramatic as the contribution of production and marketing. 
Just-in-Time, Materials management encompasses the activities necessary to get inputs and com- 
and Efficiency ponents to a production facility (including the costs of purchasing inputs), through 
the production process, and out through a distribution system to the end-user.!” Be- 
cause there are so many sources of cost in this process, the potential for reducing 
costs through more efficient materials-management strategies is enormous. For a 
typical manufacturing company, materials and transportation costs account for 50 to 
70% of its revenues, so even a small reduction in these costs can have a substantial 
impact on profitability. According to one estimate, for a company with revenues of 
$1 million, a return on invested capital of 5%, and materials-management costs that 
amount to 50% of sales revenues (including purchasing costs), increasing total profits 
by $15,000 would require either a 30% increase in sales revenues or a 3% reduction in 
materials costs.'* In a typical competitive market, reducing materials costs by 3% is 
usually much easier than increasing sales revenues by 30%. 

Improving the efficiency of the materials-management function typically re- 
quires the adoption of a just-in-time (JIT) inventory system, which is designed to 
economize on inventory holding costs by having components arrive at a manufactur- 
ing plant just in time to enter the production process or to have goods arrive at a re- 
tail store only when stock is almost depleted. The major cost saving comes from in- 
creasing inventory turnover, which reduces inventory holding costs, such as 
warehousing and storage costs, and the company’s need for working capital. For ex- 
ample, through efficient logistics, Wal-Mart can replenish the stock in its stores at 
least twice a week; many stores receive daily deliveries if they are needed. The typical 
competitor replenishes its stock every two weeks, so it has to carry a much higher in- 
ventory and needs more working capital per dollar of sales. Compared to its com- 
petitors, Wal-Mart can maintain the same service levels with a lower investment in 
inventory, a major source of its lower cost structure. Thus, faster inventory turnover 
has helped Wal-Mart achieve an efficiency-based competitive advantage in the retail- 
ing industry.!? 

More generally, in terms of the profitability model developed in Chapter 3, JIT 
inventory systems reduce the need for working capital (since there is less inventory to 
finance) and the need for fixed capital to finance storage space (since there is less to 
store), which reduces capital needs; increases capital turnover; and, by extension, 
boosts the return on invested capital. 

The drawback of JIT systems is that they leave a company without a buffer stock 
of inventory. Although buffer stocks are expensive to store, they can help tide a com- 
pany over shortages on inputs brought about by disruption among suppliers (for in- 
stance, a labor dispute at a key supplier) and can help a company respond quickly to 
increases in demand. However, there are ways around these limitations. For example, 
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to reduce the risks linked to dependence on just one supplier for an important input, 
a company might decide to source inputs from multiple suppliers. 

Recently, the efficient management of materials and inventory has been recast in 
terms of supply-chain management: the task of managing the flow of inputs and 
components from suppliers into the company’s production processes to minimize 
inventory holding and maximize inventory turnover. One of the exemplary compa- 
nies in terms of supply-chain management is Dell, whose goal is to streamline its 
supply chain to such an extent that it replaces inventory with information. 


The role of superior research and development (R&D) in helping a company achieve 
a greater efficiency and a lower cost structure is twofold. First, the R&D function can 
boost efficiency by designing products that are easy to manufacture. By cutting down 
on the number of parts that make up a product, R&D can dramatically decrease the 
required assembly time, which translates into higher employee productivity, lower 
costs, and higher profitability. For example, after Texas Instruments redesigned an in- 
frared sighting mechanism that it supplies to the Pentagon, it found that it had re- 
duced the number of parts from forty-seven to twelve, the number of assembly steps 
from fifty-six to thirteen, the time spent fabricating metal from 757 minutes per unit 
to 219 minutes per unit, and unit assembly time from 129 minutes to twenty min- 
utes. The result was a substantial decline in production costs. Design for manufactur- 
ing requires close coordination between the production and R&D functions of the 
company, of course. Cross-functional teams with production and R&D personnel 
who work jointly on the problem best achieve this objective. 

The second way in which the R&D function can help a company achieve a lower 
cost structure is by pioneering process innovations. A process innovation is an inno- 
vation in the way production processes operate that improves their efficiency. Process 
innovations have often been a major source of competitive advantage. Toyota’s com- 
petitive advantage is based partly on the company’s invention of new flexible manu- 
facturing processes that dramatically reduced setup times. This process innovation 
enabled it to obtain efficiency gains associated with flexible manufacturing systems 
years ahead of its competitors. 


Employee productivity is one of the key determinants of an enterprise’s efficiency, 
cost structure, and profitability.2° Productive manufacturing employees can lower 
the cost of goods sold as a percentage of revenues, a productive sales force can in- 
crease sales revenues for a given level of expenses, and productive employees in the 
company’s R&D function can boost the percentage of revenues generated from new 
products for a given level of R&D expenses. Thus, productive employees lower the 
costs of generating revenues; increase the return on sales; and, by extension, boost 
the company’s return on invested capital. The challenge for a company’s human re- 
sources function is to devise ways to increase employee productivity. Among the 
choices it has are using certain hiring strategies, training employees, organizing the 
work force into self-managing teams, and linking pay to performance. 


HIRING STRATEGY Many companies that are well-known for their productive employ- 
ees devote considerable attention to hiring. Southwest Airlines hires people who have 
a positive attitude and work well in teams because it believes that people who have a 
positive attitude will work hard and interact well with customers, therefore helping to 
create customer loyalty. Nucor hires people who are self-reliant and goal-oriented be- 
cause its employees work in self-managing teams where they have to be self-reliant 
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and goal-oriented to perform well. As these examples suggest, it is important to make 
sure that the hiring strategy of the company is consistent with its own internal organi- 
zation, culture, and strategic priorities. The people a company hires should have at- 
tributes that match the strategic objectives of the company. 


EMPLOYEE TRAINING Employees are a major input into the production process. Those 
who are highly skilled can perform tasks faster and more accurately and are more 
likely to learn the complex tasks associated with many modern production methods 
than individuals with lesser skills. Training upgrades employee skill levels, bringing the 
company productivity-related efficiency gains from learning and experimentation.”! 


SELF-MANAGING TEAMS The use of self-managing teams, whose members coordi- 
nate their own activities and make their own hiring, training, work, and reward deci- 
sions, has been spreading rapidly. The typical team comprises five to fifteen employ- 
ees who produce an entire product or undertake an entire task. Team members learn 
all team tasks and rotate from job to job. Because a more flexible work force is one re- 
sult, team members can fill in for absent coworkers and take over managerial duties 
such as scheduling work and vacation, ordering materials, and hiring new members. 
The greater responsibility thrust on team members and the empowerment it implies 
are seen as motivators. (Empowerment is the process of giving lower-level employees 
decision-making power.) People often respond well to being given greater autonomy 
and responsibility. Performance bonuses linked to team production and quality tar- 
gets work as an additional motivator. 

The effect of introducing self-managing teams is reportedly an increase in pro- 
ductivity of 30% or more and a substantial increase in product quality. Further cost 
savings arise from eliminating supervisors and creating a flatter organizational hi- 
erarchy, which also lowers the cost structure of the company. In manufacturing 
companies, perhaps the most potent way to lower the cost structure is to combine 
self-managing teams with flexible manufacturing cells. For example, after the intro- 
duction of flexible manufacturing technology and work practices based on self- 
managing teams, a General Electric plant in Salisbury, North Carolina, increased 
productivity by 250% compared with GE plants that produced the same products 
four years earlier.?? 

Still, teams are no panacea; in manufacturing companies, self-managing teams 
may fail to live up to their potential unless they are integrated with flexible manufac- 
turing technology. Also, teams put a lot of management responsibilities on team 
members, and helping team members to cope with these responsibilities often re- 
quires substantial training—a fact that many companies often forget in their rush to 
drive down costs, with the result that the teams don’t work out as well as planned.”° 


PAY FOR PERFORMANCE It is hardly surprising that linking pay to performance can 
help increase employee productivity, but the issue is not quite so simple as just intro- 
ducing incentive pay systems. It is also important to define what kind of job per- 
formance is to be rewarded and how. Some of the most efficient companies in the 
world, mindful that cooperation among employees is necessary to realize productiv- 
ity gains, link pay to group or team (rather than individual) performance. Nucor di- 
vides its work force into teams of thirty or so, with bonus pay, which can amount to 
30 percent of base pay, linked to the ability of the team to meet productivity and 
quality goals. This link creates a strong incentive for individuals to cooperate with 
each other in pursuit of team goals; that is, it facilitates teamwork. 
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With the rapid spread of computers, the explosive growth of the Internet and corpo- 
rate intranets (internal corporate computer networks based on Internet standards), 
and the spread of high-bandwidth fiber optics and digital wireless technology, the in- 
formation systems function is moving to center stage in the quest for operating effi- 
ciencies and a lower cost structure.”4 The impact of information systems on produc- 
tivity is wide-ranging and potentially affects all other activities of a company. For 
example, Cisco Systems has been able to realize significant cost savings by moving its 
ordering and customer service functions online. The company has just 300 service 
agents handling all of its customer accounts, compared to the 900 it would need if 
sales were not handled online. The difference represents an annual saving of $20 million 
a year. Moreover, without automated customer service functions, Cisco calculates 
that it would need at least 1,000 additional service engineers, which would cost 
around $75 million.?° Dell Computer also makes extensive use of the Internet both 
to lower its cost structure and to differentiate itself from rivals (see the Running Case 
in this chapter). 

Like Cisco and Dell, many companies are using web-based information systems 
to reduce the costs of coordination between the company and its customers and the 
company and its suppliers. By using web-based programs to automate customer and 
supplier interactions, they can substantially reduce the number of people required to 
manage these interfaces, thereby reducing costs. This trend extends beyond high-tech 
companies. Banks and financial service companies are finding that they can substan- 
tially reduce costs by moving customer accounts and support functions online. Such 
a move reduces the need for customer service representatives, bank tellers, stockbro- 
kers, insurance agents, and others. For example, it costs an average of about $1.07 to 
execute a transaction at a bank, such as shifting money from one account to another; 
executing the same transaction over the Internet costs $0.01.7° 

Similarly, the theory behind Internet-based retailers such as Amazon.com is that 
by replacing physical stores and their supporting personnel with an online virtual 
store and automated ordering and checkout processes, a company can take signifi- 
cant costs out of the retailing system. Cost savings can also be realized by using web- 
based information systems to automate many internal company activities, from 
managing expense reimbursements to benefits planning and hiring processes, 
thereby reducing the need for internal support personnel. 


A company’s infrastructure—that is, its structure, culture, style of strategic leadership, and 
control system—determines the context within which all other value creation activities 
take place. It follows that improving infrastructure can help a company increase efficiency 
and lower its cost structure. Above all, an appropriate infrastructure can help foster a 
companywide commitment to efficiency and promote cooperation among different func- 
tions in pursuit of efficiency goals. These issues are addressed at length in later chapters. 
For now, it is important to note that strategic leadership is especially important in 
building a companywide commitment to efficiency. The leadership task is to articu- 
late a vision that recognizes the need for all functions of a company to focus on im- 
proving efficiency (this is what happen at Matsushita when Kunio Nakamura became 
CEO in 2000—see the Opening Case). It is not enough to improve the efficiency of 
production or of marketing or of R&D in a piecemeal fashion. Achieving superior ef- 
ficiency requires a companywide commitment to this goal that must be articulated 
by general and functional managers. A further leadership task is to facilitate the 
cross-functional cooperation needed to achieve superior efficiency. For example, de- 
signing products that are easy to manufacture requires that production and R&D 
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Dell's Utilization of the Internet 


Dell Computer is famous for being the first company to 
implement online selling in the PC industry. Launched in 
June 1994, today more than 85% of Dell’s computers are 
sold online. According to Michael Dell, “As I saw it, the Inter- 
net offered a logical extension of the direct [selling] model, 
creating even stronger relationships with our customers. 
The Internet would augment conventional telephone, 
fax, and face-to-face encounters, and give our customers 
the information they wanted faster, cheaper, and more 
efficiently.” Dell’s website allows customers to customize 
their orders to a degree that would have been unthink- 
able before the Web. Customers can mix and match 
product features such as microprocessors, memory, 
monitors, internal hard drives, CD and DVD drives, 
keyboard and mouse format, and so on, in order to get 
the system that best suits their particular requirements. 
By allowing customers to configure their order, Dell in- 
creases its customer responsiveness, thereby differentiat- 
ing itself from rivals. Dell has also put much of its cus- 
tomer service functions online, reducing the need for 
telephone calls to customer service representatives and 
saving costs in the process. Each week some 200,000 
people access Dell’s troubleshooting tips online. Each 
of these visits to Dell’s website saves the company a po- 
tential $15, which is the average cost of a technical sup- 
port call. If just 10% of these online visitors were to call 
Dell by telephone instead, it would cost the company 
$15.6 million per year. 


Dell also uses the Internet to manage its supply chain, 
feeding real-time information about order flow to its 
suppliers. Dell’s suppliers use this information to better 
schedule their own production on a real-time basis, pro- 
viding components to Dell on a just-in-time basis, 
thereby taking inventory out of the system and reducing 
Dell’s need for working capital and space to store the in- 
ventory. Dell’s ultimate goal is to drive all inventories out 
of the supply chain, apart from that in transit between 
suppliers and Dell, effectively replacing inventory with 
information. By doing so, Dell can drive significant costs 
out of its system. 

Internet-based customer ordering and procurement 
systems have also allowed the company to synchronize 
demand and supply to an extent that few other companies 
can. For example, if Dell sees that it is running out of a 
particular component, say, seventeen-inch monitors from 
Sony, it can manipulate demand by offering a nineteen- 
inch model at a lower price until Sony delivers more sev- 
enteen-inch monitors. By taking such steps to fine-tune 
the balance between demand and supply, Dell can meet 
customers’ expectations and maintain its differential ad- 
vantage. Moreover, balancing supply and demand allows 
the company to minimize excess and obsolete inventory. 
Dell writes off between 0.05% and 0.1% of total materials 
costs in excess or obsolete inventory. Its competitors write 
off between 2 and 3%, which again gives Dell a significant 
cost advantage.‘ 
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personnel communicate, integrating JIT systems with production scheduling re- 
quires close communication between materials management and production, de- 
signing self-managing teams to perform production tasks requires close cooperation 
between human resources and production, and so on. 


e Summary: 
Achieving Efficiency 


Table 4.1 summarizes the primary roles that various functions must take to achieve supe- 
rior efficiency. Bear in mind that achieving superior efficiency is not something that can 


be tackled on a function-by-function basis. It requires an organizationwide commitment 
and an ability to ensure close cooperation among functions. Top management, by exercis- 
ing leadership and influencing the infrastructure, plays a major role in this process. 


TABLE 4.1 
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Primary Roles of Value Creation Functions in Achieving Superior Efficiency 


Value Creation Function Primary Roles 


Infrastructure (leadership) . Provide companywide commitment to efficiency 


Production 


Marketing 


Materials management 


R&D 


Information systems 


Human resources 


. Facilitate cooperation among functions 
. Where appropriate, pursue economies of scale and learning economics 
. Implement flexible manufacturing systems 


. Where appropriate, adopt aggressive marketing to ride down the 
experience curve 


Limit customer defection rates by building brand loyalty 
Implement JIT systems 

Implement supply-chain coordination 

Design products for ease of manufacture 

Seek process innovations 

Use information systems to automate processes 

Use information systems to reduce costs of coordination 
Institute training programs to build skills 

Implement self-managing teams 

Implement pay for performance 
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Achieving Superior Quality 


e Attaining Superior 
Reliability 


In Chapter 3, we noted that quality can be thought of in terms of two dimensions: 
quality as reliability and quality as excellence. High-quality products are reliable in the 
sense that they do the job they were designed for and do it well, and are also per- 
ceived by consumers to have superior attributes. We also noted that superior quality 
gives a company two advantages. First, a strong reputation for quality allows a com- 
pany to differentiate its products from those offered by rivals, thereby creating more 
utility in the eyes of customers, which gives the company the option of charging a 
premium price for its products. Second, eliminating defects or errors from the pro- 
duction process reduces waste, increases efficiency, and lowers the cost structure of 
the company and increases its profitability. For example, reducing the number of de- 
fects in a company’s manufacturing process lowers the cost of goods sold as a per- 
centage of revenues, thereby raising the company’s return on sales and return on in- 
vested capital. In this section, we look in more depth at what managers can do to 
enhance the reliability and other attributes of the company’s product offering. 


The principal tool that most managers now use to increase the reliability of their 
product offering is the Six Sigma quality improvement methodology. The Six Sigma 
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methodology is a direct descendant of the total quality management (TQM) philoso- 
phy that was widely adopted, first by Japanese companies and then by American 
companies, during the 1980s and early 1990s.?” The TQM concept was developed by 
a number of American management consultants, including W. Edwards Deming, 
Joseph Juran, and A. V. Feigenbaum.”8 

Originally, these consultants won few converts in the United States. However, 
managers in Japan embraced their ideas enthusiastically and even named their pre- 
mier annual prize for manufacturing excellence after Deming. The philosophy un- 
derlying TQM, as articulated by Deming, is based on the following five-step chain 
reaction: 


1. Improved quality means that costs decrease because of less rework, fewer mis- 
takes, fewer delays, and better use of time and materials. 


As a result, productivity improves. 
Better quality leads to higher market share and allows the company to raise prices. 


This increases the company’s profitability and allows it to stay in business. 
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Thus the company creates more jobs.”? 


Deming identified a number of steps that should be part of any quality improvement 
program: 


e@ A company should have a clear business model to specify where it is going and 
how it is going to get there. 


@ Management should embrace the philosophy that mistakes, defects, and poor- 
quality materials are not acceptable and should be eliminated. 


@ Quality of supervision should be improved by allowing more time for supervi- 
sors to work with employees and giving them appropriate skills for the job. 


@ Management should create an environment in which employees will not fear re- 
porting problems or recommending improvements. 


e@ Work standards should not only be defined as numbers or quotas but should also 
include some notion of quality to promote the production of defect-free output. 


@ Management is responsible for training employees in new skills to keep pace with 
changes in the workplace. 


e Achieving better quality requires the commitment of everyone in the company. 


It took the rise of Japan to the top rank of economic powers in the 1980s to alert 
western business to the importance of the TQM concept. Since then, quality im- 
provement programs have spread rapidly throughout western industry. Strategy in 
Action 4.3 describes one of the most successful implementations of a quality im- 
provement process, General Electric’s Six Sigma program. 

Despite such instances of spectacular success, quality improvement practices are 
not universally accepted. A study by the American Quality Foundation found that 
only 20% of U.S. companies regularly review the consequences of quality perform- 
ance, compared with 70% of Japanese companies.*° Another study, this one by 
Arthur D. Little, of 500 American companies using TQM found that only 36% be- 
lieved that TQM was increasing their competitiveness.*! A prime reason for this, ac- 
cording to the study, was that many companies had not fully understood or em- 
braced the TQM concept. They were looking for a quick fix, whereas implementing a 
quality improvement program is a long-term commitment. 
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General Electric's Six Sigma Quality 
Improvement Process 


Six Sigma, a quality and efficiency program adopted by 
several major corporations, including Motorola, General 
Electric, and Allied Signal, aims to reduce defects, boost 
productivity, eliminate waste, and cut costs throughout a 
company. “Sigma” comes from the Greek letter that statis- 
ticians use to represent a standard deviation from a 
mean: the higher the number of sigmas, the smaller the 
number of errors. At 6 sigma, a production process would 
be 99.99966 percent accurate, creating just 3.4 defects per 
million units. Although it is almost impossible for a com- 
pany to achieve such perfection, several companies strive 
toward that goal. 

General Electric is perhaps the most fervent adopter 
of Six Sigma programs. Under the direction of long-serving 
CEO Jack Welch, GE spent nearly $1 billion between 1994 
and 1998 to convert all of its divisions to the Six Sigma 
faith. Welch credits the program with raising GE’s operat- 
ing profit margins to 16.6% in 1998, up from 14.4% three 
years earlier. 

One of the first products designed from start to fin- 
ish using Six Sigma processes was a $1.25 million diag- 
nostic computer tomography (CT) scanner, the Light- 
speed, which produces rapid three-dimensional images of 
the human body. The new scanner captures multiple im- 
ages simultaneously, requiring only twenty seconds to do 
full-body scans that once took three minutes—an im- 
portant time reduction because patients must remain 
perfectly still during the scan. GE spent $50 million to 
run 250 separate Six Sigma analyses designed to improve 
the reliability and lower the manufacturing cost of the 
new scanner. Its efforts were rewarded when the Light- 
speed’s first customers soon noticed that it ran without 


e Implementing 
Reliability 
Improvement 
Methodologies 


downtime from the start, a testament to the reliability of 
the product. 

Achieving that reliability took a lot of work. GE’s engi- 
neers deconstructed the scanner into its basic components 
and tried to improve the reliability of each component 
through a detailed step-by-step analysis. For example, the 
most important parts of CT scanners are vacuum tubes 
that focus x-ray waves. The tubes that GE used in previous 
scanners, which cost $60,000 each, suffered from low reli- 
ability. Hospitals and clinics wanted the tubes to operate 
for twelve hours a day for at least six months, but typically 
they lasted only half that long. Moreover, GE was scrap- 
ping some $20 million in tubes each year because they 
failed preshipping performance tests, and a disturbing 
number of faulty tubes were slipping past inspection, only 
to be pronounced unusable on arrival. 

To try to solve the reliability problem, the Six Sigma 
team took the tubes apart. They knew that one problem 
was a petroleum-based oil used in the tube to prevent 
short circuits by isolating the anode, which has a positive 
charge, from the negatively charged cathode. The oil 
often deteriorated after a few months, leading to short 
circuits, but the team did not know why. By using statisti- 
cal what-if scenarios on all parts of the tube, the re- 
searchers learned that the lead-based paint on the inside 
of the tube was adulterating the oil. Acting on this infor- 
mation, the team developed a paint that would preserve 
the tube and protect the oil. 

By pursuing this and other improvements, the Six 
Sigma team was able to extend the average life of a vac- 
uum tube in the CT scanner from three months to over a 
year. Although the improvements increased the cost of 
the tube from $60,000 to $85,000, the increased cost was 
outweighed by the reduction in replacement costs, mak- 
ing it an attractive proposition for customers.4 


Among companies that have successfully adopted quality improvement methodolo- 
gies, certain imperatives stand out. These are discussed below in the order in which 
they are usually tackled in companies implementing quality improvement programs. 
What needs to be stressed first, however, is that improvement in product reliability is 


a cross-functional process. Its implementation requires close cooperation among all 
functions in the pursuit of the common goal of improving quality; it is a process that 
cuts across functions. The roles played by the different functions in implementing re- 
liability improvement methodologies is summarized in Table 4.2. 
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TABLE 4.2 
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Roles Played by Different Functions in Implementing Reliability Improvement Methodologies 


Infrastructure (leadership) 


Production 


Marketing 


Materials management 


R&D 


Information systems 
Human resources 


Provide leadership and commitment to quality 
Find ways to measure quality 

Set goals and create incentives 

Solicit input from employees 

Encourage cooperation among functions 
Shorten production runs 

Trace defects back to source 

Focus on the customer 

Provide customers’ feedback on quality 
Rationalize suppliers 

Help suppliers implement quality improvement methodologies 
Trace defects back to suppliers 


Design products that are easy to manufacture 
Use information systems to monitor defect rates 
Institute quality improvement training programs 
Identify and train “black belts” 

Organize employees into quality teams 
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BUILD ORGANIZATIONAL COMMITMENT TO QUALITY There is evidence that quality im- 
provement programs will do little to improve the performance of a company unless 
everyone in the organization embraces it.** When Xerox launched its quality program, 
its first step was to educate the entire work force, from top management down, in the 
importance and operation of the program. It did so by forming groups, beginning with 
a group at the top of the organization that included the CEO. The top group was the 
first to receive basic TQM training. Each member of this group was then given the 
task of training a group at the next level in the hierarchy, and so on down through- 
out the organization, until all 100,000 employees had received basic TQM training. 
Both top management and the human resources function of the company can play a 
major role in this process. Top management has the responsibility of exercising the 
leadership required to make a commitment to quality an organizationwide goal. The 
human resources function must take on responsibility for companywide training in 
TQM techniques. 


CREATE QUALITY LEADERS If a quality improvement program is to be successful, indi- 
viduals must be identified to lead the program. Under the Six Sigma methodology, 
exceptional employees are identified and put through a “black belt” training course 
on the Six Sigma methodology. The black belts are taken out of their normal job roles 
and assigned to work solely on Six Sigma projects for the next two years. In effect, they 
become internal consultants and project leaders. Because they are dedicated to Six 
Sigma programs, they are not distracted from the task at hand by day-to-day operat- 
ing responsibilities. To make a black belt assignment attractive, many companies now 
use it as a step in a career path. Successful black belts do not return to their prior job 
after two years but instead are promoted and given more responsibility. 
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FOCUS ON THE CUSTOMER Quality improvement practitioners see a focus on the cus- 
tomer as the starting point, and indeed, the raison d@’étre, of the whole quality philos- 
ophy.*? The marketing function, because it provides the primary point of contact 
with the customer, should play a major role here. It needs to identify what customers 
want from the good or service that the company provides, what the company actually 
provides to customers, and the gap between what customers want and what they get, 
which could be called the quality gap. Then, together with the other functions of the 
company, it needs to formulate a plan for closing the quality gap. 


IDENTIFY PROCESSES AND THE SOURCE OF DEFECTS One of the hallmarks of the Six 
Sigma quality improvement methodology is identifying discrete repetitive processes 
that can be improved. This is normally done by using flowchart methodology to 
break an operation into its constituent parts. Thus, as noted in Strategy in Action 4.3, 
to improve its Lightspeed CT scanner, GE’s engineers deconstructed the scanner into 
its basic components and tried to improve the reliability of each component through 
a detailed step-by-step analysis. 

Quality improvement methodologies preach the need to identify defects that 
arise from processes, trace them to their source, find out what caused them, and 
make corrections so that they do not recur. Production and materials management 
typically have primary responsibility for this task. 

To uncover defects, Deming advocated the use of statistical procedures to pin- 
point variations in the quality of goods or services. Deming viewed variation as the 
enemy of quality.°4 The Six Sigma methodology also relies heavily on statistical 
analysis of variation. Once variations have been identified, they must be traced to 
their source and eliminated. One technique that helps greatly in tracing defects to 
their source is reducing lot sizes for manufactured products. With short production 
runs, defects show up immediately. Consequently, they can be quickly traced to the 
source, and the problem can be addressed. Reducing lot sizes also means that, when 
defective products are produced, their number will not be large, thus decreasing 
waste. Flexible manufacturing techniques, discussed earlier, can be used to reduce lot 
sizes without raising costs. Consequently, adopting flexible manufacturing tech- 
niques is an important aspect of a TQM program. 

JIT inventory systems also play a part. Under a JIT system, defective parts enter 
the manufacturing process immediately; they are not warehoused for several months 
before use. Hence, defective inputs can be quickly spotted. The problem can then be 
traced to the supply source and corrected before more defective parts are produced. 
Under a more traditional system, the practice of warehousing parts for months be- 
fore they are used may mean that many defects are produced by a supplier before 
they enter the production process. 


Fino Ways To MEASURE QUALITY Another imperative of any quality improvement 
program is to create a metric that can be used to measure quality. This is relatively 
easy in manufacturing companies, where quality can be measured by criteria such as 
defects per million parts. It tends to be more difficult in service companies, but with 
a little creativity, suitable metrics can be devised. For example, one of the metrics 
Florida Power & Light uses to measure quality is meter-reading errors per month. 
Another is the frequency and duration of power outages. L. L. Bean, the Freeport, 
Maine, mail-order retailer of outdoor gear, uses the percentage of orders that are 
correctly filled as one of its quality measures. For some banks, the key measures are 
the number of customer defections per year and the number of statement errors 
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per thousand customers. The common theme that runs through all these examples is 
identifying what quality means from a customer’s perspective and devising a method 
to gauge this. 


SET GOALS AND CREATE INCENTIVES Once a metric has been devised, the next step is to 
set a challenging quality goal and create incentives for reaching it. Xerox again provides 
an example. When it introduced its TQM program, its initial goal was to reduce defective 
parts from 25,000 per million to 1,000 per million. Under Six Sigma programs, the goal is 
3.4 defects per million units. One way of creating incentives to attain such a goal is to link 
rewards, like bonus pay and promotional opportunities, to the goal. Thus, within many 
companies that have adopted self-managing teams, the bonus pay of team members is 
determined in part by their ability to attain quality goals. Setting goals and creating in- 
centives are key tasks of top management. 


Soticit INPUT FROM EMPLOYEES Employees can be a vital source of information re- 
garding the sources of poor quality. Therefore, a framework must be established for 
soliciting employee suggestions for improvements. Quality circles, which are meetings of 
groups of employees, have often been used to achieve this goal. Other companies have 
used self-managing teams as forums for discussing quality improvement ideas. Whatever 
forum is used, soliciting input from employees requires that management be open to 
receiving, and acting on, bad news and criticism from employees. According to Deming, 
one problem with U.S. management is that it has grown used to “killing the bearer of bad 
tidings.” But, he argues, managers who are committed to the quality concept must recog- 
nize that bad news is a gold mine of information.*° 


BuiLD LONG-TERM RELATIONSHIPS WITH SUPPLIERS A major source of poor-quality 
finished goods is poor-quality component parts. To decrease product defects, a company 
has to work with its suppliers to improve the quality of the parts they supply. The primary 
responsibility in this area falls on the materials-management function, which interacts 
with suppliers. 

To implement JIT systems with suppliers and to get suppliers to adopt their own 
quality improvement programs, two steps are necessary. First, the number of suppli- 
ers has to be reduced to manageable proportions. Second, the company must commit 
to building a cooperative long-term relationship with the suppliers that remain. Ask- 
ing suppliers to invest in JIT and quality improvement programs is asking them to 
make major investments that tie them to the company. For example, in order to imple- 
ment a JIT system fully, the company may ask a supplier to relocate its manufacturing 
plant so that it is next-door to the company’s assembly plant. Suppliers are likely to be 
hesitant about making such investments unless they feel that the company is commit- 
ted to an enduring, long-term relationship with them. 


DESIGN FOR EASE OF MANUFACTURE The more assembly steps a product requires, the 
more opportunities there are for making mistakes. Designing products with fewer 
parts should make assembly easier and result in fewer defects. Both R&D and manu- 
facturing need to be involved in designing products that are easy to manufacture. 


BREAK DOWN BARRIERS AMONG FUNCTIONS Implementing quality improvement method- 
ologies requires organizationwide commitment and substantial cooperation among 
functions. R&D has to cooperate with production to design products that are easy to 
manufacture, marketing has to cooperate with production and R&D so that customer 
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problems identified by marketing can be acted on, human resources management has to 
cooperate with all the other functions of the company in order to devise suitable quality- 
training programs, and so on. The issue of achieving cooperation among subunits 
within a company is explored in Chapter 12. What needs stressing at this point is that ul- 
timately it is the responsibility of top management to ensure that such cooperation oc- 
curs. Strategy in Action 4.4 describes the efforts of a service company to put quality im- 
provement programs into practice and the benefits it has gained as a result. 


As we stated in Chapter 3, a product is a bundle of different attributes, and reliability 
is just one of them, albeit an important one. Products can also be differentiated by at- 
tributes that collectively define product excellence. These attributes include the form, 
features, performance, durability, and styling of a product. In addition, a company can 
create quality as excellence by emphasizing attributes of the service associated with the 
product, such as ordering ease, prompt delivery, easy installation, the availability of 
customer training and consulting, and maintenance services. Dell Computer, for ex- 
ample, differentiates itself on ease of ordering (via the Web), prompt delivery, easy in- 
stallation, and the ready availability of customer support and maintenance services. 
Differentiation can also be based on the attributes of the people in the company 


e Improving Quality 
as Excellence 
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Six Sigma at Mount Carmel Health 


Following the lead of General Electric, a number of health 
care organizations have adopted the Six Sigma approach 
or similar quality improvement tools as a way of trying to 
improve the quality of their service offerings. One of the 
first was Mount Carmel Health, a three hospital 9,000 em- 
ployee health care provider in Ohio. Mount Carmel 
Health implemented a Six Sigma program after suffering 
from poor financial performance in 2000. It was initiated 
in late 2000, and by early 2001, forty-four employees had 
been trained in Six Sigma principles. These “black belts” 
were pulled out of their original positions and were not 
replaced. By the second half of 2001, they were leading 
some sixty projects in different phases of implementation. 

One of the first projects focused on a simple and 
common problem among health care providers: timely 
and accurate reimbursement of costs. Mount Carmel dis- 
covered that it was writing off large amounts of potential 
revenues from the government-run Medicare programs 
as uncollectible because the charges were denied by 
Medicare administrators. Mount Carmel had low expec- 
tations for this business anyway, so it had never analyzed 
why the write-offs were so high. After conducting a careful 


analysis as part of a Six Sigma project, it discovered that a 
significant portion of the denials were due to the incor- 
rect coding of reports submitted to Medicare. If the re- 
ports were coded correctly—that is, if fewer errors were 
made in the production of forms—the Six Sigma team 
estimated that annual income would be some $300,000 
higher, so they devised improved processes for coding the 
forms to reduce the error rate. The result was that net in- 
come rose by over $800,000. It appeared that improving 
the coding process for this one parameter improved the 
reporting of many other parameters and led to a reim- 
bursement rate much higher than anticipated. 

In another example, by examining a process flow- 
chart, employees at Mount Carmel were able to improve 
patient throughput through CT scanners from 1.8 to 2.7 
patients per hour, which resulted in an annual net revenue 
improvement of $2.4 million per scanner. A three-week 
patient wait-time for CT scanners was also reduced to one 
or two days, greatly increasing customer responsiveness. 

By 2005, Mount Carmel had over 550 Six Sigma 
quality improvement projects either completed or on- 
going. The organization estimates that since it launched 
the process in July 2000, it has reduced costs by some 
$63 million.® 
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TABLE 4.3 
Attributes Associated with a Product Offering 


Associated Personnel 
Product Attributes Service Attributes Attributes 


Form Ordering ease Competence 
Features Delivery Courtesy 


Performance Installation Credibility 
Durability Customer training Reliability 
Reliability Customer consulting Responsiveness 
Style Maintenance and repair Communication 


whom customers interact with when making a product purchase, such as their com- 
petence, courtesy, credibility, responsiveness, and communication. Singapore Airlines, 
for example, enjoys an excellent reputation for quality service largely because passen- 
gers perceive their flight attendants as competent, courteous, and responsive to their 
needs. Thus, we can talk about the product attributes, service attributes, and person- 
nel attributes associated with a company’s product offering (see Table 4.3). 

For a product to be regarded as high in the excellence dimension, a company’s 
product offering must be seen as superior to that of rivals. Achieving a perception of 
high quality on any of these attributes requires specific actions by managers. First, it 
is important for managers to collect marketing intelligence indicating which of these 
attributes are most important to customers. For example, consumers of personal 
computers may place a low weight on durability because they expect their PC to be 
made obsolete by technological advances within three years, but they may place a 
high weight on features and performance. Similarly, ease of ordering and timely de- 
livery may be very important attributes for customers of online booksellers (as they 
are indeed for customers of Amazon.com), whereas customer training and consulting 
may be very important attributes for customers who purchase complex business-to- 
business software to manage their relationships with suppliers. 

Second, once the company has identified the attributes that are important to cus- 
tomers, it needs to design its products, and the associated services, so that those at- 
tributes are embodied in the product, and it needs to make sure that personnel in the 
company are appropriately trained so that the correct attributes are emphasized. This 
requires close coordination between marketing and product development (the topic 
of the next section) and the involvement of the human resources management func- 
tion in employee selection and training. 

Third, the company must decide which of the significant attributes to promote 
and how best to position them in the minds of consumers, that is, how to tailor the 
marketing message so that it creates a consistent image in the minds of customers.*° 
At this point, it is important to recognize that although a product might be differenti- 
ated on the basis of six attributes, covering all of those attributes in the company’s 
communication messages may lead to an unfocused message. Many marketing ex- 
perts advocate promoting only one or two central attributes to customers. For exam- 
ple, Volvo consistently emphasizes the safety and durability of its vehicles in all mar- 
keting messages, creating the perception in the minds of consumers (backed by 
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product design) that Volvo cars are safe and durable. Volvo cars are also very reliable 
and have high performance, but the company does not emphasize these attributes in its 
marketing messages. In contrast, Porsche emphasizes performance and styling in all of 
its marketing messages; thus, a Porsche is positioned differently in the minds of con- 
sumers than a Volvo is. Both are regarded as high-quality products because both have 
superior attributes, but the attributes that the two companies have chosen to emphasize 
are very different. They are differentiated from the average car in different ways. 
Finally, it must be recognized that competition does not stand still but instead 
produces continual improvement in product attributes and often the development of 
new-product attributes. This is obvious in fast-moving high-tech industries where 
product features that were considered leading edge just a few years ago are now obso- 
lete, but the same process is also at work in more stable industries. For example, the 
rapid diffusion of microwave ovens during the 1980s required food companies to 
build new attributes into their frozen food products: They had to maintain their tex- 
ture and consistency while being microwaved. A product could not be considered 
high quality unless it could do that. This speaks to the importance of having a strong 
R&D function in the company that can work with marketing and manufacturing to 
continually upgrade the quality of the attributes that are designed into the company’s 
product offerings. Exactly how to achieve this goal is covered in the next section. 


Achieving Superior Innovation 


e The High Failure 
Rate of Innovation 


In many ways, building distinctive competencies that result in innovation is the most 
important source of competitive advantage because innovation can result in new 
products that better satisfy customer needs, can improve the quality (attributes) of 
existing products, or can reduce the costs of making products that customers want. 
Thus, the ability to develop innovative new products or processes gives a company a 
major competitive advantage that allows it to (1) differentiate its products and 
charge a premium price and/or (2) lower its cost structure below that of its rivals. 
Competitors, however, attempt to imitate successful innovations and often succeed. 
Therefore, maintaining a competitive advantage requires a continuing commitment 
to innovation. 

Robert Cooper found that successful new-product launches are major drivers of 
superior profitability. Cooper looked at more than 200 new-product introductions 
and found that of those classified as successes, some 50% achieve a return on invest- 
ment in excess of 33%, half have a payback period of two years or less, and half 
achieve a market share in excess of 35%.°”7 Many companies have established a track 
record for successful innovation. Among them are DuPont, which has produced a 
steady stream of successful innovations, such as cellophane, Nylon, Freon, and Teflon; 
Sony, whose successes include the Walkman, the compact disc, and the PlayStation; 
Nokia, which has been a leader in the development of wireless phones; Pfizer, a drug 
company that produced eight blockbuster new drugs during the 1990s and early 2000s; 
3M, which has applied its core competency in tapes and adhesives to developing a wide 
range of new products; Intel, which has consistently managed to lead in the develop- 
ment of innovative new microprocessors to run personal computers; and Cisco Sys- 
tems, whose innovations helped to pave the way for the rapid growth of the Internet. 


Although promoting innovation can be a source of competitive advantage, the fail- 
ure rate of innovative new products is high. One study of product development in 
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the chemical, drug, petroleum, and electronics industries suggested that only about 
20% of major R&D projects ultimately result in a commercially successful product or 
process.°** An in-depth case study of product development in three companies (one 
in chemicals and two in drugs) reported that about 60% of R&D projects reached 
technical completion, 30% were commercialized, and only 12% earned a profit that 
exceeded the company’s cost of capital.*? Another study concluded that one in nine 
major R&D projects, or about 11%, produced commercially successful products.‘ In 
sum, the evidence suggests that only 10 to 20% of major R&D projects give rise to a 
commercially successful product. Well-publicized product failures include Apple 
Computer’s Newton, a personal digital assistant; Sony’s Betamax format in the video 
player and recorder market; and Sega’s Dreamcast videogame console. While many 
reasons have been advanced to explain why so many new products fail to generate an 
economic return, five explanations for failure appear on most lists: uncertainty, poor 
commercialization, poor positioning strategy, technological myopia, and being slow 
to market.*! 


UNCERTAINTY New-product development is an inherently risky process. It requires 
testing a hypothesis whose answer is impossible to know prior to market introduc- 
tion: Have we tapped an unmet customer need? Is there sufficient market demand 
for this new technology? Although good market research can reduce the uncertainty 
about likely future demand for a new technology, uncertainty cannot be eradicated, 
so a certain failure rate is to be expected. 

The failure rate is higher for quantum product innovations than for incremental 
innovations. A quantum innovation represents a radical departure from existing 
technology—the introduction of something that is new to the world. The develop- 
ment of the World Wide Web can be considered a quantum innovation in communi- 
cations technology. Other quantum innovations include the development of the first 
photocopier by Xerox, the first contact lenses by Bausch and Lomb, and the first mi- 
croprocessor by Intel in 1971. Incremental innovation refers to an extension of ex- 
isting technology. For example, Intel’s Pentium Pro microprocessor is an incremental 
product innovation because it builds on the existing microprocessor architecture of 
Intel’s X86 series. The uncertainty of future demand for a new product is much 
greater if that product represents a quantum innovation that is new to the world than 
if it is an incremental innovation designed to replace an established product whose 
demand profile is already well known. Consequently, the failure rate tends to be 
higher for quantum innovations. 


PooR COMMERCIALIZATION A second reason frequently cited to explain the high 
failure rate of new-product introductions is poor commercialization—something 
that occurs when there is definite customer demand for a new product, but the 
product is not well adapted to customer needs because of factors such as poor de- 
sign and poor quality. For instance, many of the early personal computers failed to 
sell because customers needed to understand computer programming to use them. 
Steve Jobs at Apple Computer understood that if the technology could be made user 
friendly (if it could be commercialized), there would be an enormous market for it. 
Hence, the original personal computers that Apple marketed incorporated little in 
the way of radically new technology, but they made existing technology accessible 
to the average person. Paradoxically, the failure of Apple Computer to establish a 
market for the Newton, the hand-held personal digital system that Apple introduced 
in the summer of 1993, can be traced to poor commercialization of a potentially 
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attractive technology. Apple predicted a $1 billion market for the Newton, but sales 
failed to materialize when it became clear that the Newton’s handwriting software, 
an attribute that Apple chose to emphasize in its marketing promotions, could not 
adequately recognize messages written on the Newton’s message pad. 


POOR POSITIONING STRATEGY Poor positioning strategy arises when a company in- 
troduces a potentially attractive new product, but sales fail to materialize because it is 
poorly positioned in the marketplace. Positioning strategy is the specific set of op- 
tions a company adopts for a product on four main dimensions of marketing: price, 
distribution, promotion and advertising, and product features. Apart from poor prod- 
uct quality, another reason for the failure of the Apple Newton was poor positioning 
strategy. The Newton was introduced at such a high initial price (close to $1,000) that 
there would probably have been few buyers even if the technology had been ade- 
quately commercialized. 


TECHNOLOGICAL MyopiA Another reason that many new-product introductions fail 
is that companies often make the mistake of marketing a technology for which there is 
not enough customer demand. Technological myopia occurs when a company gets 
blinded by the wizardry of a new technology and fails to examine whether there is cus- 
tomer demand for the product. This problem may have been a factor in the failure of 
the desktop computer introduced by NeXT in the late 1980s (NeXT was founded by 
Steve Jobs, the founder of Apple Computer). Technologically, the NeXT machines were 
clearly ahead of their time, with advanced software and hardware features that would 
not be incorporated into most PCs for another decade. However, customer acceptance 
was very slow primarily because of the complete lack of applications software such as 
spreadsheet and word-processing programs to run on the machines. Management at 
NeXT was so enthused by the technology incorporated in their new computer that they 
ignored this basic market reality. After several years of slow sales, NeXT eventually 
withdrew the machines from the marketplace. Ironically, the company itself was ulti- 
mately acquired by Apple Computer, and in 2001 a new version of the NeXT operating 
system, known as OS X, became the operating system for Apple’s computers. 


BEING SLOW TO MARKET Finally, companies fail when they are slow to get their prod- 
ucts to market. The more time that elapses between initial development and final 
marketing—that is, the slower the cycle time—the more likely it is that someone else 
will beat the company to market and gain a first-mover advantage.” By and large, 
slow innovators update their products less frequently than fast innovators do. Conse- 
quently, they can be perceived as technical laggards relative to the fast innovators. In 
the car industry, General Motors has suffered from being a slow innovator. Its prod- 
uct development cycle has been about five years, compared with two to three years at 
Honda, Toyota, and Mazda and three to four years at Ford. Because they are based on 
five-year-old technology and design concepts, GM cars are already out of date when 
they reach the market. 


Companies can take a number of steps to build a competency in innovation and 
avoid failure. Six of the most important steps are (1) building skills in basic and ap- 
plied scientific research, (2) developing a good process for project selection and proj- 
ect management, (3) achieving cross-functional integration, (4) using product devel- 
opment teams, (5) using partly parallel development processes, and (6) learning 
from experience.*? 
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SKILLS IN BASIC AND APPLIED RESEARCH Building skills in basic and applied research 
requires the employment of research scientists and engineers and the establishment 
of a work environment that fosters creativity. To the extent that firms can do this, it 
increases their absorptive capacity, which we noted in Chapter 3 is the ability of an en- 
terprise to identify, value, assimilate, and use new knowledge. A number of top com- 
panies try to achieve this by setting up university-style research facilities, where scien- 
tists and engineers are given time to work on their own research projects, in addition 
to projects that are linked directly to ongoing company research. At Hewlett-Packard, 
for example, company labs are open to engineers around the clock. Hewlett-Packard 
even encourages its corporate researchers to devote 10% of company time to explor- 
ing their own ideas and does not penalize them if they fail. 3M allows researchers to 
spend 15% of the workweek researching any topic that intrigues them, as long as there 
is the potential of a payoff for the company. The most famous outcome of this policy 
is the ubiquitous Post-it Notes. The idea for them evolved from a researcher’s desire to 
find a way to keep the bookmark from falling out of his hymnal. Post-it Notes are now 
a major 3M business, with annual revenues of around $300 million. Google has 
copied this philosophy, and allows its engineers to spend 20% of their time working 
on projects of their own choosing that are not part of their core task. Among the 
products that have come out of this process are Google News and Google Earth. 


PROJECT SELECTION AND MANAGEMENT Project management is the overall manage- 
ment of the innovation process, from generation of the original concept through de- 
velopment, and into final production and shipping. Project management requires 
three important skills: the ability to generate as many good ideas as possible, the abil- 
ity to select among competing projects at an early stage of development so that the 
most promising receive funding and potential costly failures are killed off, and the 
ability to minimize time to market. The concept of the development funnel, divided 
into three phases, summarizes what is required to build these skills (see Figure 4.7).4 

The objective in phase I is to widen the mouth of the funnel to encourage as 
much idea generation as possible. To this end, a company should solicit input from 
all its functions, as well as from customers, competitors, and suppliers. At gate 1, the 
funnel narrows. Here ideas are reviewed by a cross-functional team of managers who 
did not participate in the original concept development. Concepts that are ready to 
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proceed then move to phase II, where the details of the project proposal are worked 
out. Note that gate 1 is not a go/no-go evaluation point. At this screen, ideas may be 
sent back for further concept development and then resubmitted for evaluation. 

During phase I], which typically lasts only one or two months, the data and infor- 
mation from phase I are put into a form that will enable senior management to evaluate 
proposed projects against competing projects. Normally, this requires the develop- 
ment of a careful project plan, complete with details of the proposed target market, 
attainable market share, likely revenues, development costs, production costs, key 
milestones, and the like. The next big selection point, gate 2, is a go/no-go evaluation 
point. Senior managers review the projects under consideration and select those 
that seem likely winners and make the most sense from a strategic perspective, given 
the long-term goals of the company. The overriding objective is to select projects 
whose successful completion will help to maintain or build a competitive advantage 
for the company. A related objective is to ensure that the company does not spread its 
scarce capital and human resources too thinly over too many projects and instead 
concentrates resources on projects where the probability of success and potential re- 
turns is most attractive. Any project selected to go forward at this stage will be funded 
and staffed, the expectation being that it will be carried through to market introduc- 
tion. In phase III, the project development proposal is executed by a cross-functional 
product development team. 


CROSS-FUNCTIONAL INTEGRATION Tight cross-functional integration among R&D, 
production, and marketing can help a company to ensure that: 


1. Product development projects are driven by customer needs. 
2. New products are designed for ease of manufacture. 

3. Development costs are kept in check. 

4, Time to market is minimized. 
5 


Close integration between R&D and marketing is achieved to ensure that product 
development projects are driven by the needs of customers. 


A company’s customers can be one of its primary sources of new-product ideas. 
The identification of customer needs, and particularly unmet needs, can set the con- 
text within which successful product innovation takes place. As the point of contact 
with customers, the marketing function can provide valuable information. Moreover, 
integrating R&D and marketing is crucial if a new product is to be properly commer- 
cialized. Otherwise, a company runs the risk of developing products for which there 
is little or no demand. 

The case of Techsonic Industries illustrates the benefits of integrating R&D and 
marketing. This company manufactures depth finders—electronic devices that fish- 
ing enthusiasts use to measure the depth of water beneath a boat and to track their 
prey. Techsonic had weathered nine new-product failures in a row when the company 
decided to interview sportspeople across the country to identify what it was they 
needed. They discovered an unmet need for a depth finder with a gauge that could be 
read in bright sunlight, so that is what Techsonic developed. In the year after the $250 
depth finder hit the market, Techsonic’s sales tripled to $80 million, and its market 
share surged to 40 percent.*® 

Integration between R&D and production can help a company to ensure that 
products are designed with manufacturing requirements in mind. Design for manu- 
facturing lowers manufacturing costs and leaves less room for mistakes and thus can 
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lower costs and increase product quality. Integrating R&D and production can help 
lower development costs and speed products to market. If a new product is not de- 
signed with manufacturing capabilities in mind, it may prove too difficult to build, 
given existing manufacturing technology. In that case, the product will have to be re- 
designed, and both overall development costs and time to market may increase sig- 
nificantly. For example, making design changes during product planning could in- 
crease overall development costs by 50% and add 25% to the time it takes to bring 
the product to market.*° Moreover, many quantum product innovations require new 
processes to manufacture them, which makes it all the more important to achieve 
close integration between R&D and production because minimizing time to market 
and development costs may require the simultaneous development of new products 
and new processes.*” 


PRobuctT DEVELOPMENT TEAMS One of the best ways to achieve cross-functional inte- 
gration is to establish cross-functional product development teams composed of repre- 
sentatives from R&D, marketing, and production. The objective of a team should be 
to take a product development project from the initial concept development to market 
introduction. A number of attributes seem to be important in order for a product de- 
velopment team to function effectively and meet all its development milestones." 

First, a heavyweight project manager—one who has high status within the 
organization and the power and authority required to get the financial and human 
resources that the team needs to succeed—should lead the team and be dedicated 
primarily, if not entirely, to the project. The leader should believe in the project (a 
champion) and be skilled at integrating the perspectives of different functions and 
helping personnel from different functions work together for a common goal. The 
leader should also be able to act as an advocate of the team in dealings with senior 
management. 

Second, the team should be composed of at least one member from each key 
function. The team members should have a number of attributes, including an abil- 
ity to contribute functional expertise, high standing within their function, a willing- 
ness to share responsibility for team results, and an ability to put functional advocacy 
aside. It is generally preferable if core team members are 100% dedicated to the proj- 
ect for its duration. Such dedication ensures that their focus is on the project, not on 
the ongoing work of their function. 

Third, the team members should be located in the same physical area to create a 
sense of camaraderie and facilitate communication. Fourth, the team should have a 
clear plan and clear goals, particularly with regard to critical development milestones 
and development budgets. The team should have incentives to attain those goals, 
such as pay bonuses when major development milestones are hit. Fifth, each team 
needs to develop its own processes for communication and conflict resolution. For 
example, one product development team at Quantum Corporation, a California- 
based manufacturer of disk drives for personal computers, instituted a rule that all 
major decisions would be made and conflicts resolved at meetings that were held 
every Monday afternoon. This simple rule helped the team to meet its development 
goals.*” 

Finally, there is always a danger that a new product development team can de- 
velop shared cognitive biases that leads to a lack of objectivity and emotional com- 
mitment to a project (see Chapter 1 for a discussion of cognitive biases).°° To guard 
against this possibility, it is a good idea to have well-regarded outsiders periodically 
evaluate the product and decide whether to proceed or not. 
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PARTLY PARALLEL DEVELOPMENT PROCESSES One way in which a product develop- 
ment team can compress the time it takes to develop a product and bring it to market 
is to use a partly parallel development process. Traditionally, product development 
processes have been organized on a sequential basis, as illustrated in Figure 4.8a. A 
problem with this kind of process is that product development proceeds without 
manufacturing issues in mind. Most significantly, because the basic design of a prod- 
uct is completed prior to the design of a manufacturing process and full-scale com- 
mercial production, there is no early warning system to indicate manufacturability. 
As a consequence, the company may find that it cannot manufacture the product 
cost-efficiently and may have to send it back to the design stage for redesign. The 
cycle time lengthens as the product bounces back and forth between stages. 

To solve this problem, companies typically use a process similar to that illustrated 
in Figure 4.8b. In the partly parallel development process, development stages over- 
lap so that, for example, work starts on the development of the production process 
before the product design is finalized. By reducing the need for expensive and time- 
consuming product redesigns, such a process can significantly reduce the time it 
takes to develop a new product and bring it to market. 

For an example, consider what occurred after Intel Corporation introduced its 
386 microprocessor in 1986. A number of companies, including IBM and Compaq, 
were racing to be the first to introduce a 386-based personal computer. Compaq beat 
IBM by six months and gained a major share of the high-power market mainly be- 
cause it used a cross-functional team and a partly parallel process to develop the 
product. The team included engineers (R&D) and marketing, production, and finance 
people. Each function worked in parallel rather than sequentially. While engineers 
were designing the product, production people were setting up the manufacturing fa- 
cilities, marketing people were working on distribution and planning marketing 
campaigns, and finance people were working on project funding. 


LEARNING FROM EXPERIENCE Evidence strongly suggests that developing competencies 
in innovation requires managers to take proactive steps to learn from their experience 
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with product development, and to incorporate the lessons from past successes and 
failures in future new product development processes.*! This is easier said than done. 
To learn, managers need to undertake an objective postmortem of a product devel- 
opment project, identify key success factors and the root causes of failures, and allo- 
cate resources toward fixing failures. Leaders also need to admit their own failures if 
they are to encourage others to step up to the plate and identify what they did wrong. 
Strategy in Action 4.5 looks at how Corning learned from a prior mistake to develop 
a potentially promising new product. 

The primary role that the various functions play in achieving superior innovation 
is summarized in Table 4.4. The table makes two matters clear. First, top manage- 
ment must bear primary responsibility for overseeing the whole development 
process. This entails both managing the development funnel and facilitating cooper- 
ation among the functions. Second, the effectiveness of R&D in developing new 
products and processes depends on its ability to cooperate with marketing and pro- 
duction. 
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Corning: Learning from 
Innovation Failures 


In 1998, Corning, then the world’s largest supplier of 
fiber-optic cable, decided to diversify into the develop- 
ment and manufacture of DNA microarrays (DNA chips). 
DNA chips are used to analyze the function of genes and 
are an important research tool in the drug development 
process. Corning tried to develop a DNA chip that could 
print all 28,000 human genes onto a set of slides. By 2000, 
Corning had invested over $100 million in the project and 
its first chips were on the market, but the project was a 
failure and in 2001 it was pulled. 

What went wrong? Corning was late to market—a crit- 
ical mistake. The market was dominated by Affymetrix, 
which had been in the businesses since the early 1990s. By 
2000, Affymetrix’s DNA chips were the dominant design— 
researchers were familiar with them, they performed well, 
and few people were willing to switch to chips from un- 
proven competitors. Corning was late because it adhered 
to its long-established innovation processes, which were 
not entirely appropriate in the biological sciences. In par- 
ticular, Corning’s own in-house experts in the physical 
sciences insisted on sticking to rigorous quality standards 
that customers and life scientists felt were higher than 
necessary. These quality standards proved to be very diffi- 
cult to achieve and, as a result, the product launch was 


delayed, giving Affymetrix time to consolidate its hold on 
the market. Moreover, Corning failed to give prototypes 
of its chips to potential customers, and consequently it 
missed incorporating some crucial features that cus- 
tomers wanted. 

After reviewing this failure, Corning decided that it 
needed to bring customers into the development process 
earlier. And it needed to hire more outside experts if it 
was diversifying into an area where it lacked competen- 
cies, and to give those experts a larger say in the develop- 
ment process. 

The project was not a total failure, however, for 
through it Corning discovered a vibrant and growing 
market—the market for drug discovery. By combining 
what it had learned about drug discovery with another 
failed businesses, photonics, which manipulates data 
using light waves, Corning created a new product called 
Epic. Epic is a revolutionary technology for drug testing 
that uses light waves instead of fluorescent dyes (the stan- 
dard industry practice). Epic promises to accelerate the 
process of testing potential drugs and saving pharmaceu- 
tical companies valuable R&D money. Unlike its DNA 
microarray project, Corning had eighteen pharmaceuti- 
cal companies test Epic before development was finalized. 
Corning used this feedback to refine Epic. The company 
believes that ultimately Epic could generate $500 million 
annually.f 
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Functional Roles for Achieving Superior Innovation 


Value Creation Function Primary Roles 


Infrastructure (leadership) 


Production 


Marketing 


1. Manage overall project (i.e., manage the development function) 

2. Facilitate cross-functional cooperation 

1. Cooperate with R&D on designing products that are easy to manufacture 
2. Work with R&D to develop process innovations 

1. Provide market information to R&D 

2. Work with R&D to develop new products 


Materials management No primary responsibility 


R&D 


Information systems 


Human resources 


1. Develop new products and processes 


2. Cooperate with other functions, particularly marketing and manufacturing, 
in the development process 


. Use information systems to coordinate cross-functional and 
cross-company product development work 


. Hire talented scientists and engineers 


Achieving Superior Responsiveness to Customers 


e Focusing on the 
Customer 


To achieve superior responsiveness to customers, a company must give customers what 
they want, when they want it, and at a price they are willing to pay—so long as the com- 
pany’s long-term profitability is not compromised in the process. Customer respon- 
siveness is an important differentiating attribute that can help to build brand loyalty. 
Strong product differentiation and brand loyalty give a company more pricing options; 
it can charge a premium price for its products or keep prices low to sell more goods and 
services to customers. Either way, the company that is more responsive to its customers’ 
needs than are rivals will have a competitive advantage, all else being equal. 

Achieving superior responsiveness to customers means giving customers value 
for money, and steps taken to improve the efficiency of a company’s production 
process and the quality of its products should be consistent with this aim. In addi- 
tion, giving customers what they want may require the development of new products 
with new features. In other words, achieving superior efficiency, quality, and innova- 
tion are all part of achieving superior responsiveness to customers. There are two 
other prerequisites for attaining this goal. First, a company has to develop a compe- 
tency in listening to and focusing on its customers and in investigating and identify- 
ing their needs. Second, it constantly needs to seek better ways to satisfy those needs. 


A company cannot be responsive to its customers’ needs unless it knows what those 
needs are. Thus, the first step to building superior responsiveness to customers is to 
motivate the whole company to focus on the customer. The means to this end are 
demonstrating leadership, shaping employee attitudes, and using mechanisms for 
bringing customers into the company. 


DEMONSTRATING LEADERSHIP Customer focus must start at the top of the organization. 
A commitment to superior responsiveness to customers brings attitudinal changes 
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throughout a company that ultimately can be built only through strong leadership. A 
mission statement that puts customers first is one way to send a clear message to em- 
ployees about the desired focus. Another avenue is top management’s own actions. For 
example, Tom Monaghan, the founder of Domino’s Pizza, stayed close to the customer 
by visiting as many stores as possible every week, running some deliveries himself, insist- 
ing that other top managers do the same, and eating Domino’s pizza regularly.>* 


SHAPING EMPLOYEE ATTITUDES Leadership alone is not enough to attain a superior 
customer focus. All employees must see the customer as the focus of their activity 
and be trained to focus on the customer, whether their function is marketing, man- 
ufacturing, R&D, or accounting. The objective should be to make employees think 
of themselves as customers—to put themselves in customers’ shoes. At that point, 
employees will be better able to identify ways to improve the quality of a customer’s 
experience with the company. 

To reinforce this mindset, incentive systems within the company should reward 
employees for satisfying customers. For example, senior managers at the Four Seasons 
hotel chain, who pride themselves on their customer focus, like to tell the story of Roy 
Dyment, a door attendant in Toronto who neglected to load a departing guest’s brief- 
case into his taxi. The door attendant called the guest, a lawyer, in Washington, D.C., 
and found that he desperately needed the briefcase for a morning meeting. Dyment 
hopped on a plane to Washington and returned it—without first securing approval 
from his boss. Far from punishing Dyment for making a mistake and for not checking 
with management before going to Washington, the Four Seasons responded by naming 
Dyment Employee of the Year.°> This action sent a powerful message to Four Seasons 
employees about the importance of satisfying customer needs. 


BRINGING CUSTOMERS INTO THE COMPANY “Know thy customer” is one of the keys to 
achieving superior responsiveness to customers. Knowing the customer not only re- 
quires that employees think like customers themselves; it also demands that they lis- 
ten to what their customers have to say and, as much as possible, bring them into the 
company. Although this may not involve physically bringing customers into the com- 
pany, it does mean bringing in customers’ opinions by soliciting feedback from cus- 
tomers on the company’s goods and services and by building information systems that 
communicate the feedback to the relevant people. 

For an example, consider direct-selling clothing retailer Lands’ End. Through its 
catalog, the Internet, and customer service telephone operators, Lands’ End actively 
solicits comments from its customers about the quality of its clothing and the kind of 
merchandise they want it to supply. Indeed, it was customers’ insistence that initially 
prompted the company to move into the clothing segment. Lands’ End used to sup- 
ply equipment for sailboats through mail-order catalogs. However, it received so 
many requests from customers to include outdoor clothing in its offering that it re- 
sponded by expanding the catalog to fill this need. Soon clothing became the main 
business, and Lands’ End dropped the sailboat equipment. Today, the company still 
pays close attention to customer requests. Every month, a computer printout of cus- 
tomer requests and comments is given to managers. This feedback helps the com- 
pany to fine-tune the merchandise it sells. Indeed, new lines of merchandise are fre- 
quently introduced in response to customer requests.** 


e Satisfying Once a focus on the customer is an integral part of the company, the next requirement 
Customer Needs _ is to satisfy the customer needs that have been identified. As already noted, efficiency, 
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quality, and innovation are crucial competencies that help a company satisfy cus- 
tomer needs. Beyond that, companies can provide a higher level of satisfaction if they 
differentiate their products by (1) customizing them, where possible, to the require- 
ments of individual customers and (2) reducing the time it takes to respond to or sat- 
isfy customer needs. 


CUSTOMIZATION Customization is varying the features of a good or service to tailor it 
to the unique needs or tastes of groups of customers or, in the extreme case, individ- 
ual customers. Although extensive customization can raise costs, the development of 
flexible manufacturing technologies has made it possible to customize products to a 
much greater extent than was feasible ten to fifteen years ago without experiencing a 
prohibitive rise in cost structure (particularly when flexible manufacturing technolo- 
gies are linked with web-based information systems). For example, online retailers such 
as Amazon.com have used web-based technologies to develop a homepage customized 
for each user. When a customer accesses amazon.com, he or she is offered a list of rec- 
ommendations for books or music to purchase based on an analysis of prior buying 
history, a powerful competency that gives Amazon.com a competitive advantage. 

The trend toward customization has fragmented many markets, particularly cus- 
tomer markets, into ever smaller niches. An example of this fragmentation occurred 
in Japan in the early 1980s when Honda dominated the motorcycle market there. 
Second-place Yamaha decided to go after Honda’s lead. It announced the opening of 
a new factory that, when operating at full capacity, would make Yamaha the world’s 
largest manufacturer of motorcycles. Honda responded by proliferating its product 
line and stepping up its rate of new-product introduction. At the start of what became 
known as the motorcycle wars, Honda had sixty motorcycles in its product line. Over 
the next eighteen months, it rapidly increased its range to 113 models, customizing 
them to ever smaller niches. Honda was able to accomplish this without bearing a 
prohibitive cost penalty because it has a competency in flexible manufacturing. The 
flood of Honda’s customized models pushed Yamaha out of much of the market, ef- 
fectively stalling its bid to overtake Honda. 


RESPONSE TIME Giving customers what they want, when they want it, requires speed 
of response to customer demands. To gain a competitive advantage, a company must 
often respond to customer demands very quickly, whether the transaction is a furni- 
ture manufacturer’s delivery of a product once it has been ordered, a bank’s process- 
ing of a loan application, an automobile manufacturer’s delivery of a spare part for a 
car that broke down, or the wait in a supermarket checkout line. We live in a fast- 
paced society, where time is a valuable commodity. Companies that can satisfy cus- 
tomer demands for rapid response build brand loyalty, differentiate their products, 
and can charge higher prices for them. 

Increased speed often lets a company choose a premium pricing option, as the 
mail delivery industry illustrates. The air express niche of the mail delivery industry 
is based on the notion that customers are often willing to pay considerably more for 
overnight Express Mail as opposed to regular mail. Another example of the value of 
rapid response is Caterpillar, the manufacturer of heavy earthmoving equipment, 
which can get a spare part to any point in the world within twenty-four hours. 
Downtime for heavy construction equipment is very costly, so Caterpillar’s ability to 
respond quickly in the event of equipment malfunction is of prime importance to its 
customers. As a result, many of them have remained loyal to Caterpillar despite the 
aggressive low-price competition from Komatsu of Japan. 
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TABLE 4.5 
Primary Roles of Different Functions in Achieving Superior Responsiveness to Customers 


Value Creation Function Primary Roles 


Infrastructure (leadership) . Through leadership by example, build a companywide commitment to 


responsiveness to customers 
Production . Achieve customization through implementation of flexible manufacturing 
. Achieve rapid response through flexible manufacturing 
Marketing . Know the customer 
. Communicate customer feedback to appropriate functions 


. Develop logistics systems capable of responding quickly to unanticipated 
customer demands (JIT) 


R&D . Bring customers into the product development process 


Information systems . Use web-based information systems to increase responsiveness to 
customers 


. Develop training programs that get employees to think like customers 
themselves 


Materials management 


Human resources 


In general, reducing response time requires (1) a marketing function that can 
quickly communicate customer requests to production, (2) production and materi- 
als-management functions that can quickly adjust production schedules in response 
to unanticipated customer demands, and (3) information systems that can help pro- 
duction and marketing in this process. 

Table 4.5 summarizes the steps different functions must take if a company is to 
achieve superior responsiveness to customers. Although marketing plays the critical 
role in helping a company attain this goal, primarily because it represents the point 
of contact with the customer, Table 4.5 shows that the other functions also have 
major roles. Moreover, like achieving superior efficiency, quality, and innovation, 
achieving superior responsiveness to customers requires top management to lead in 
building a customer orientation within the company. 


Summary of Chapter 


1. A company can increase efficiency through a number 2. Superior quality can help a company lower its costs, 


of steps: exploiting economies of scale and learning 
effects, adopting flexible manufacturing technologies, 
reducing customer defection rates, implementing 
just-in-time systems, getting the R&D function to de- 
sign products that are easy to manufacture, upgrading 
the skills of employees through training, introducing 
self-managing teams, linking pay to performance, 
building a companywide commitment to efficiency 
through strong leadership, and designing structures 
that facilitate cooperation among different functions 
in pursuit of efficiency goals. 


differentiate its product, and charge a premium price. 


. Achieving superior quality demands an organization- 


wide commitment to quality and a clear focus on the 
customer. It also requires metrics to measure quality 
goals and incentives that emphasize quality, input 
from employees regarding ways in which quality can 
be improved, a methodology for tracing defects to 
their source and correcting the problems that produce 
them, a rationalization of the company’s supply base, 
cooperation with the suppliers that remain to imple- 
ment total quality management programs, products 
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that are designed for ease of manufacturing, and sub- 
stantial cooperation among functions. 

The failure rate of new-product introductions is high 
because of factors such as uncertainty, poor commer- 
cialization, poor positioning strategy, slow cycle time, 
and technological myopia. 

To achieve superior innovation, a company must 
build skills in basic and applied research, design good 
processes for managing development projects, and 
achieve close integration among the different func- 
tions of the company primarily through the adoption 
of cross-functional product development teams and 
partly parallel development processes. 


Discussion Questions 


le ee lel 


1. 


2: 


How are the four generic building blocks of competi- 
tive advantage related to each other? 

What role can top management play in helping a 
company achieve superior efficiency, quality, innova- 
tion, and responsiveness to customers? 

In the long run, will adoption of Six Sigma quality 
improvement processes give a company a competitive 


SMALL-GROUP EXERCISE 


Identifying Excellence 

Break up into groups of three to five. Appoint one group 
member as a spokesperson who will communicate your 
findings to the class. 

You are the management team of a start-up company 
that will produce hard disk drives for the personal com- 
puter industry. You will sell your product to manufac- 
turers of personal computers (original equipment man- 
ufacturers). The disk drive market is characterized by 
rapid technological change, product life cycles of only 
six to nine months, intense price competition, high fixed 
costs for manufacturing equipment, and substantial 
manufacturing economies of scale. Your customers, the 


To achieve superior responsiveness to customers often 
requires that the company achieve superior efficiency, 
quality, and innovation. 

To achieve superior responsiveness to customers, a 
company needs to give customers what they want, 
when they want it. It must ensure a strong customer 
focus, which can be attained by emphasizing customer 
focus through leadership, training employees to think 
like customers, bringing customers into the company 
through superior market research, customizing prod- 
ucts to the unique needs of individual customers or 
customer groups, and responding quickly to customer 
demands. 


advantage, or will it be required just to achieve parity 
with competitors? 

In what sense might innovation be called the single 
most important building block of competitive ad- 
vantage? 


original equipment manufacturers, issue very demanding 
technological specifications that your product has to 
comply with. They also pressure you to deliver your 
product on time so that it fits in with their own product 
introduction schedule. 
1. In this industry, what functional competencies are 
the most important for you to build? 
2. How will you design your internal processes to en- 
sure that those competencies are built within the 
company? 


ARTICLE FILE 4 


Choose a company that is widely regarded as excellent. 
Identify the source of its excellence, and relate it to the 
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material discussed in this chapter. Pay particular attention 
to the role played by the various functions in building 
excellence. 


STRATEGIC MANAGEMENT PROJECT 


Module 4 


This module deals with the ability of your company to 
achieve superior efficiency, quality, innovation, and re- 
sponsiveness to customers. With the information you 
have at your disposal, answer the questions and perform 
the tasks listed: 

1. Is your company pursuing any of the efficiency- 
enhancing practices discussed in this chapter? 

2. Is your company pursuing any of the quality-enhancing 
practices discussed in this chapter? 

3. Is your company pursuing any of the practices de- 
signed to enhance innovation discussed in this 
chapter? 

4. Is your company pursuing any of the practices designed 
to increase responsiveness to customers discussed in 
this chapter? 

5. Evaluate the competitive position of your company 
in the light of your answers to questions 1—4. Explain 
what, if anything, the company needs to do to im- 
prove its competitive position. 


ETHICS EXERCISE 


A group of men and women from the beverage company 
ColaSmart were sitting around a large conference table 


Verizon Wireless 


suggesting marketing ideas for their new green-tea soft 
drink. The group was getting nowhere. Suddenly, Frank, 
the group’s leader, called out, “Okay, what will get con- 
sumers fired up? What’s one of the main concerns of 
adults in today’s society? Fat loss, right? So what about 
referring to our drink as ‘the fat burner?” 

A couple of people perked up. “Yeah, people will cer- 
tainly buy it if they think it will help them burn fat and 
lose weight!” 

One man, sitting at the end of the table, raised his 
hand. “What’s up, Mike?” Frank called out. 

“What if?’ Mike began, “people buy our drink, think- 
ing it will burn fat, and it doesn’t? If we’re going to make 
a claim like that, shouldn’t we do some tests first—make 
sure our claim will stand up under scrutiny?” 

“Nah!” Frank scoffed. “We're selling to suckers, peo- 
ple who will want to believe it and who will blame them- 
selves if it doesn’t work. They'll keep trying it again and 
again because they'll want to believe that fat loss can be 
as easy as consuming a drink.” 

Most of the people in the room, eager for the profits 
the drink could provide, piped up in favor of the fat- 
burning claim. Only Mike and another woman from the 
group were against the idea. 

1. Describe the ethical dilemmas presented in this case. 

2. Should Mike voice his concerns to the company be- 
fore the marketing campaign is solidified? 

3. Do you think making an unsubstantiated claim is a 
breach of ethics? 


In the wireless telecommunications industry, one metric 
above all others determines a company’s profitability: 
customer churn, or the number of subscribers who leave 
a service within a given time period. Churn is important 
because it costs between $300 and $400 to acquire a cus- 
tomer. With monthly bills in the United States averaging 
$50, it can take six to eight months just to recoup the 
fixed costs of a customer acquisition. If churn rates are 
higher, profitability is eaten up by the costs of acquiring 


customers who do not stay long enough to provide a 
profit to the service provider. 

The risk of churn increased significantly in the 
United States after November 2003, when the Federal 
Communications Commission allowed wireless sub- 
scribers to take their numbers with them when they 
switched to a new service provider. Over the next few 
years, a clear winner emerged in the battle to limit 
customer defections: Verizon Wireless. By mid-2006, 
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Verizon’s churn rate was 0.87% a month, implying that 
12% of the company’s customers were leaving the service 
each year. While this might sound high, it was consider- 
ably lower than the churn rate at its competitors. The 
monthly churn rate at Cingular Wireless was 1.5%, at 
Sprint Nextel it was 2.1%, and at T-Mobile it was 2.2%. 

Verizon’s low churn rate has enabled the company to 
grow its subscriber base faster than rivals, which allows the 
company to better achieve economies of scale by spread- 
ing the fixed costs of building a wireless network over a 
larger customer base. In the quarter ending June 30, 2006, 
Verizon added 1.8 million customers, bringing its total up 
to 54 million. These customer additions easily outpaced 
those of its rivals Cingular, which added 1.5 million sub- 
scribers to bring its base up to 57 million, and Sprint, 
which added 0.7 million subscribers to bring its base up to 
52 million. 

There are several reasons for Verizon's success. First, 
in its early years, the company invested heavily in build- 
ing a high-quality nationwide wireless network. It has the 
largest coverage area of any wireless provider and has suc- 
cessfully differentiated itself on the quality of its service. 
Customers report clearer connections and fewer dropped 
calls on the Verizon network than on any other network. 

A technological choice has also played into this ad- 
vantage. Verizon is one of two U.S. wireless companies 
that took a chance and bet on a new wireless technology 
know as CDMA (the other was Sprint). CDMA is less 
costly to install than a competing wireless technology, 
known as GSM, and is well suited to providing broad- 
band services, such as wireless connections to the Inter- 
net. When Verizon chose to build a nationwide CDMA 
network, the technology was unproven and critics ques- 
tioned its reliability and cost. But the critics were wrong, 
and Verizon now has an advantage over most of its com- 
petitors, who opted for the more established GSM tech- 
nology. Utilizing the broadband capabilities of its CDMA 
network, in 2005, Verizon was the first wireless provider 
to offer a nationwide broadband service that allows sub- 
scribers to connect to the Internet in major metropolitan 
areas via a laptop or cell phone. This may well prove to be 
another source of differential advantage. 

Verizon has communicated its coverage and quality ad- 
vantage to customers with its “Test Man” advertisements. In 


these ads, a Verizon Test Man wearing horn-rimmed glasses 
and a Verizon uniform wanders around remote spots in the 
nation asking on his Verizon cell phone, “Can you hear me 
now?” Verizon says that the Test Man is actually the person- 
ification of a crew of fifty Verizon employees who each drive 
some 100,000 miles annually in specially outfitted vehicles 
to test the reliability of Verizon’s network. 

To further reduce customer churn, Verizon has invested 
heavily in its customer care function. Almost as soon as new 
customers receive their first monthly bill, Verizon Wireless 
representatives are on the phone, asking how they like the 
service. In that same call, a Verizon representative will ask 
what parts of the service a customer isn’t using. If someone 
isn’t yet using voice mail, for example, the representative 
will offer to set it up and get it working. 

In addition, Verizon’s automated software programs 
analyze the call habits of individual customers. Using that 
information, Verizon representatives will contact cus- 
tomers and suggest alternative calling plans that might 
better suit their needs. For example, Verizon might con- 
tact a customer and say, “We see that because of your 
heavy use on weekends, an alternative calling plan might 
make more sense for you and help reduce your monthly 
bills.” The goal is to anticipate customer needs and pro- 
actively satisfy them, rather than have the customer take 
the initiative and possibly switch to another service pro- 
vider.*© 


Case Discussion Questions 
1. Do Verizon have a distinctive competency? If so, what 
is the source of that competency? 


. How do Verizon’s customer service capabilities and 
coverage affect the quality of its service offering? How 
do you think they affect Verizon’s cost structure? What 
are the implications for Verizon’s long-run profitabil- 
ity and profit growth? 


. How would you characterize Verizon’s business-level 
strategy (note, we discuss business-level strategy in 
detail in the next chapter)? How do the company’s 
functional strategies enable it to implement its busi- 
ness-level strategy? 


. Do you think that Verizon has a sustainable competi- 
tive advantage in the wireless business? 


Building Competitive Advantage 
Through Business-Level Strategy 


UPENING CASE 


E*Trade’s Changing Business Strategies 


In many industries, new entrants have taken advantage of the opportunities opened up by the 
Internet to overcome barriers to entry and compete successfully against market leaders. Con- 
sider the situation of E*Trade, the online brokerage company. For many years, large, established 
bricks-and-mortar brokerages like Merrill Lynch and Shearson Lehman had dominated the in- 
dustry and used their protected positions to charge high brokerage fees, often over $100 per 
stock trade. Then in the 1990s, online entrepreneurs began to develop software that would allow 
them to offer online brokerage service, and one of the first online brokers was E*Trade, whose 
Internet software trading platform allowed customers to make their own trades online and to do 
so at a price that originally was set at $19.95—-many times lower than before. 

The low-cost competition story in the online brokerage industry did not stop there. In the 
last decade, E*Trade has repeatedly come under pressure from a succession of new online bro- 
kerage houses such as Schwab, TD Ameritrade, and Scottrade, which offered stock trades for fees 
that range from $9.95 to $4.95, undercutting E*Trade’s prices by 100% or more. How could 
E*Trade, which had made its reputation by being the low-cost leader in the industry, compete 
against companies that now boasted that they were the new cost leaders? 

E*Trade was forced to reduce its fee to $9.95 per trade, but to avoid further decreases, it de- 
cided to pursue a business model based on enhancing its differentiated appeal to customers by 
offering them a higher quality of service and a broader product line. E*Trade introduced new 
improved software that made it even easier for customers to use the Internet to research and 
trade shares, and it began offering them personalized financial advice. In addition, E*Trade’s 
new package offered customers more financial research tools, such as streaming stock quotes 
that provide information on changes in stock prices in real time so that customers could take 
advantage of second-to-second changes in stock prices. It also provided them with investment 
reports that gave them access to more information about specific companies to improve their 
investment decisions. Finally, E*Trade decided to merge with an online bank, TeleBank, so that 
it could offer its customers a broad range of online banking services, such as online bill paying, 
CDs, and check-writing services, and thus become a one-stop online shopping site for all of a 
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customer’s financial needs. It also took over a variety of 
other financial service companies to offer its customers a 
broad financial service product line, such as auto and 
mortgage loans. 

The realization that it could not just be a low-cost 
company but also had to create a differentiation advan- 
tage in the quickly evolving online financial services in- 
dustry paid off for E*Trade. All these strategies helped to 
increase its customers’ switching costs and keep them 
loyal; they did not move to the lowest-cost online broker 
because they perceived that they were receiving extra 
value in terms of service and reliability for the $9.95 
price, and E*Trade’s customer accounts increased steadily 
over time—as did its stock price. 


In December 2006, it faced a new challenge, however, 
when Bank of America moved aggressively into the on- 
line brokerage business by offering customers free online 
brokerage service, with up to 30 free trades per month, 
provided they agreed to open an account with the bank 
and keep at least $25,000 in the account. This was a major 
challenge to E*Trade, (and all the other discount bro- 
Kers) from a well-known brand name, and its stock price 
fell sharply as investors questioned if its competitive ad- 
vantage is sustainable. In January 2007, the jury was still 
out, E*Trade announced it would not match Bank of 
America’s offer of free online brokerage service, and the 
latter was beginning to aggressively roll out its free service 
nationally.! 


As the Opening Case suggests, this chapter examines how a company selects and pursues a 
business model that will allow it to compete effectively in an industry and grow its profits 
and profitability. A successful business model results from business-level strategies that cre- 
ate a competitive advantage over rivals and achieve superior performance in an industry. 

In Chapter 2, we examined how the competitive forces at work inside an industry 
affect its profitability. As industry forces change, so they change the profitability of an 
industry, and thus the profitability of any particular business model. Industry analy- 
sis is vital in formulating a successful business model because it determines (1) how 
existing companies will decide to change their business-level strategies to improve 
the performance of their business model over time, (2) whether or not established 
companies outside an industry may decide to create a business model to enter it, and 
(3) whether entrepreneurs can devise a business model that will allow them to com- 
pete successfully against existing companies in an industry. 

In Chapter 3, we examined how competitive advantage depends on a company 
developing a business model that allows it to achieve superior efficiency, quality, in- 
novation, and customer responsiveness, the building blocks of competitive advan- 
tage. And in Chapter 4, we discussed how every function must develop the distinctive 
competencies that allow a company to implement a business model that will lead to 
superior performance and competitive advantage in an industry. 

In this chapter, we examine the competitive decisions involved in creating a busi- 
ness model that will attract and retain customers, and continue to do so over time, so 
that a company enjoys growing profits and profitability. To create a successful busi- 
ness model, strategic managers must (1) formulate business-level strategies that will 
allow a company to attract customers away from other companies in the industry (its 
competitors), and (2) implement those business-level strategies, which also involves 
the use of functional-level strategies to increase responsiveness to customers, effi- 
ciency, innovation, and quality. 
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By the end of this chapter, you will be able to distinguish between the principal 
generic business models and business-level strategies that a company uses to obtain a 
competitive advantage over its rivals. You will also understand why, and under what 
circumstances, strategic leaders of companies like E*Trade and Bank of America 
change their companies’ strategies over time to pursue different kinds of business 
models to try to increase their competitive advantage over industry rivals. 


Competitive Positioning and the Business Model 


To create a successful business model, managers must choose a set of business-level 
strategies that work together to give a company a competitive advantage over its ri- 
vals; that is, they must optimize competitive positioning. As we noted in Chapter 1, 
to craft a successful business model, a company must first define its business, which 
entails decisions about (1) customers’ needs, or what is to be satisfied; (2) customer 
groups, or who is to be satisfied; and (3) distinctive competencies, or how customer 
needs are to be satisfied.* The decisions managers make about these three issues de- 
termine which set of strategies they formulate and implement to put a company’s 
business model into action and create value for customers. Consequently, we need to 
examine the principal choices facing managers as they make these three decisions. 


e Formulating the Customer needs are desires, wants, or cravings that can be satisfied by means of the 
Business Model: attributes or characteristics of a product—a good or service. For example, a person’s 
Customer Needs craving for something sweet can be satisfied by a box of Godiva chocolates, a carton 

and Product of Ben & Jerry’s ice cream, a Snickers bar, or a spoonful of sugar. Two factors deter- 
Differentiation mine which product a customer chooses to satisfy these needs: (1) the way a product 
is differentiated from other products of its type so that it appeals to customers, and 
(2) the price of the product. All companies must differentiate their products to a cer- 
tain degree to attract customers. Some companies, however, decide to offer cus- 
tomers a low-priced product and do not engage in much product differentiation. 
Companies that seek to create something unique about their product differentiate 
their products to a much greater degree than others so that they satisfy customers’ 
needs in ways other products cannot. 

Product differentiation is the process of designing products to satisfy customers’ 
needs. A company obtains a competitive advantage when it creates, makes, and sells a 
product in a way that better satisfies customer needs than its rivals do. Here, the four 
building blocks of competitive advantage come into play because a company’s deci- 
sion to pursue one or more of these building blocks determines its approach to prod- 
uct differentiation. If managers devise strategies to differentiate a product by innova- 
tion, excellent quality, or responsiveness to customers, they are choosing a business 
model based on offering customers differentiated products. On the other hand, if 
managers base their business model on finding ways to increase efficiency and relia- 
bility to reduce costs, they are choosing a business model based on offering cus- 
tomers low-priced products. 

Creating unique or distinctive products can be achieved in countless different 
ways, which explains why there are usually many different companies competing in 
an industry. Distinctiveness obtained from the physical characteristics of a product 
commonly results from pursuing innovation or quality, such as when a company 
focuses on developing state-of-the-art car safety systems or on engineering an SUV 
to give it sports-car-like handling, something Porsche and BMW strive to achieve. 


PART 3 Strategies 


Similarly, companies might try to design their cars with features such as butter-soft, 
hand-sewn leather interiors; fine wood fittings; and sleek, exciting body styling to ap- 
peal to customers’ psychological needs, such as a personal need for prestige, status, or 
to declare a particular lifestyle, something Mercedes-Benz and Lexus strive for.° 

Differentiation has another important aspect. Companies that invest their re- 
sources to create something distinct or different about their products can often 
charge a higher, or premium, price for their product. For example, superb design or 
technical sophistication allows companies to charge more for their products because 
customers are willing to pay these higher prices. Porsche and Mercedes-Benz buyers 
pay a high premium price to enjoy their sophisticated vehicles, as do customers of 
Godiva chocolates, which retail for about $26 a pound—much more than, say, a box 
of Whitman’s candies or Hershey chocolates. 

Consider the high-price segment of the car market, where customers are willing 
to pay more than $35,000 to satisfy their needs for a personal luxury vehicle. In this 
segment, Cadillac, Mercedes-Benz, Infiniti, BMW, Jaguar, Lexus, Lincoln, Audi, 
Volvo, Acura, and others are engaged in a continuing battle to design the perfect lux- 
ury vehicle—the one that best meets the needs of those who want such a vehicle. 
Over time, the companies that attract the most luxury car buyers—because they have 
designed the cars that possess the innovative features or excellent quality and reliabil- 
ity these customers desire the most—are the ones that achieve a sustained competi- 
tive advantage over rivals. For example, some customers value a sporty ride and per- 
formance handling; Mercedes-Benz and BMW, because of their cutting-edge technical 
design, can offer this driving experience better than any other automaker. Toyota’s 
Lexus division is well known for the smoothness and quietness of its cars and their ex- 
ceptional reliability. Lexus cars consistently outrank all other cars in published relia- 
bility rankings, and this excellence appeals to a large group of customers who appreci- 
ate these qualities. Volvo has a reputation for producing safe cars, and Rolls-Royce has 
a reputation for prestige cars. Other luxury carmakers have not fared so well. Cadillac, 
Lincoln, Audi, Acura, and Infiniti have found it more difficult to differentiate their 
cars, which sometimes compare unfavorably to their rivals in terms of ride, comfort, 
safety, or reliability. Although these less successful companies still sell many cars, cus- 
tomers often find their needs better satisfied by the attributes and qualities of their 
rivals’ cars, and it is the latter that make above-average industry profits. 

Even in the luxury car segment, however, carmakers must be concerned with effi- 
ciency because price affects a buying decision, even for highly differentiated prod- 
ucts. Luxury carmakers compete to offer customers the car with the ride, perform- 
ance, and features that provide them with the most value (satisfies their needs best) 
given the price of the car. Thus, Lexus cars are always several thousand dollars less 
than comparable cars, and Toyota can price these cars lower because of its low cost 
structure. For example, the Lexus LS430, introduced in 2006 at around $56,000, is 
about $20,000 less than the BMW 7 Series and Mercedes S Class, its nearest rivals. 
Most customers are discriminating and match price to differentiation even in the 
luxury car segment of the market, so BMW and Mercedes have to offer customers 
something that justifies their vehicles’ higher prices. 

At every price range in the car market—under $15,000, from $15,000 to $25,000, 
$25,000 to $35,000, and the luxury segment above $35,000—many models of cars 
compete to attract customers. For each price range, a carmaker has to decide how 
best to differentiate a particular car model to suit the needs of customers in that price 
range. Typically, the more differentiated a product is, the more it will cost to design and 
produce, and so differentiation leads to a higher cost structure. Thus, if a carmaker is to 
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stay within the $15,000 to $25,000 price range and yet design and produce a differen- 
tiated car that will give it a competitive advantage and allow it to outperform its ri- 
vals in the same price range, its strategic managers have to make crucial and difficult 
decisions. They have to forecast what features customers will most value; for exam- 
ple, they may decide to trade off styling, safety, and performance so that the car will 
not cost too much to produce, enabling them to make a profit and to still sell the car 
for less than $25,000. 

In sum, in devising a business model, strategic managers are always constrained 
by the need to differentiate their products against the need to keep their cost struc- 
ture under control so that they can offer the product at a competitive price—a price 
that offers customers as much or more value than the products of its rivals. Compa- 
nies that have built a competitive advantage through innovation, quality, and reliabil- 
ity can differentiate their products more successfully than their rivals can. In turn, 
because customers perceive there is more value in their products, these companies 
can charge a premium price. 


e Formulating the The second main choice involved in formulating a successful business model is to decide 
Business Model: which kind of product(s) to offer to which customer group(s). Customer groups are the 
Customer Groups sets of people who share a similar need for a particular product. Because a particular 
and Market product usually satisfies several different kinds of desires and needs, many different 
Segmentation customer groups normally exist in a market. In the car market, for example, some cus- 
tomers want basic transportation, some want top-of-the-line luxury, and others want the 

thrill of driving a sports car: these are three of the customer groups in the car market. 

In the athletic shoe market, the two main customer groups are those people who 
use them for sporting purposes and those who like to wear them because they are ca- 
sual and comfortable. Each customer group often includes subgroups composed of 
people who have an even more specific need for a product. Inside the group of peo- 
ple who buy athletic shoes for sporting purposes, for example, are subgroups of peo- 
ple who buy shoes suited to a specific kind of activity, such as running, aerobics, 
walking, and soccer (see Figure 5.1). 

A company searching for a successful business model has to group customers ac- 
cording to the similarities or differences in their needs to discover what kinds of 
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products to develop for different kinds of customers. The marketing function per- 
forms research to discover a group of customers’ primary needs for a product, how 
they will use it, and their income or buying power (to determine the balance between 
differentiation and price). Other important attributes of a customer group are then 
identified that more narrowly target their specific needs. Once a group of customers 
who share a similar or specific need for a product has been identified, this group is 
treated as a market segment. Companies then decide whether to make and sell a 
product designed to satisfy the specific needs of this customer segment. 


THREE APPROACHES TO MARKET SEGMENTATION Market segmentation is the way a 
company decides to group customers, based on important differences in their needs 
or preferences, in order to gain a competitive advantage.’ First, the company must 
segment the market according to how much customers are able and willing to pay for 
a particular product—such as the different price ranges for cars mentioned above. 
Once price has been taken into consideration, customers can be segmented accord- 
ing to the specific needs that are being satisfied by a particular product, such as the 
economy, luxury, or speed of the cars mentioned above. 

In crafting a business model, managers have to think strategically about which seg- 
ments they are going to compete in and how they will differentiate their products for 
each segment. In other words, once market segments have been identified, a company 
has to decide how responsive it should be to the needs of customers in the different segments. 
This decision determines a particular company’s product range. There are three main 
approaches toward market segmentation in devising a business model (see Figure 5.2): 


e@ First, a company might choose not to recognize that different market segments exist 
and make a product targeted at the average or typical customer. In this case, cus- 
tomer responsiveness is at a minimum, and the focus is on price, not differentiation. 


e@ Second, a company can choose to recognize the differences between customer 
groups and make a product targeted toward most or all of the different market 
segments. In this case, customer responsiveness is high and products are being 
customized to meet the specific needs of customers in each group, so the emphasis 
is on differentiation, not price. 


e Third, a company might choose to target just one or two market segments and de- 
vote its resources to developing products for customers in just these segments. In 
this case, it may be highly responsive to the needs of customers in only these seg- 
ments, or it may offer a bare-bones product to undercut the prices charged by 
companies who do focus on differentiation. 


No Market High Market Focused Market 
Segmentation Segmentation Segmentation 
A product is targeted at A different product is offered A product is offered to one 
the “average customer.” to each market segment. or a few market segments. 
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Since a company’s cost structure and operating costs increase when it makes a 
different product for each market segment rather than just one product for the whole 
market, why would a company devise a business model based on serving customers 
in multiple market segments? The answer is that, although operating costs increase, 
the decision to produce a range of products that are closely aligned with the needs of 
customers in different market segments attracts many more customers (because re- 
sponsiveness to customers increases), and therefore sales revenues and profits in- 
crease. A car company that offers a wide range of cars customized to the needs of cus- 
tomers in different market segments increases the number of cars it can sell. As long 
as a company’s revenues increase faster than its operating costs as its product range 
expands, profitability increases. 

This does not mean that all companies should decide to produce a wide range of 
products aimed at each market segment to increase their profitability. It depends on 
how much customer needs for a product differ in a particular market or industry. In 
some industries, like cars, customer needs differ widely. There are considerable dif- 
ferences in buyers’ primary needs for a car: income levels, lifestyles, ages, and so on. 
For this reason, major global carmakers broaden their product range and make vehi- 
cles to serve most market segments. A company that produces just one car model, 
compared to a company that produces twenty-five models, may find itself at a serious 
competitive disadvantage. 

On the other hand, in some markets, customers have similar needs for a product 
and so the relative price of competing products drives their buying choices. In this 
situation, a company that chooses to use its resources to make and sell a single prod- 
uct as inexpensively as possible might gain a major competitive advantage. The aver- 
age customer buys the product because it’s a good value for the money. This is the 
business model followed by companies that specialize in making a low-cost product, 
such as BIC, which makes low-cost razors and ballpoint pens, and Arm & Hammer, 
which makes baking soda. These are products that most people use in the same way. 
This is also the business model followed by companies like Wal-Mart, with its mission 
to buy products from suppliers as cheaply as possible and then sell them to customers 
at the lowest possible prices. BIC and Wal-Mart do not segment the market; they de- 
cide to serve the needs of customers who want to buy products as inexpensively as 
possible. Wal-Mart promises everyday low prices and price rollbacks; BIC promises 
the lowest-priced razor blades that work acceptably. 

The third approach to market segmentation is to target a product just at one or 
two market segments. To pursue this approach, a company must develop something 
very special or distinctive about its product to attract a large share of customers in 
those particular market segments. In the car market, for example, Rolls-Royce and 
Porsche target their products at specific market segments. Porsche, for example, tar- 
gets its well-known sports cars at buyers in the high-priced sports car segment. In a 
similar way, specialty retailers compete for customers in a particular market segment, 
such as the segment composed of affluent people who can afford to buy expensive 
handmade clothing, or people who enjoy wearing trendy shoes such as Nike’s Converse 
brand. A retailer might also specialize in a particular style of clothing, such as western 
wear, beachwear, or accessories. In many markets, these are enormous opportunities 
for small companies to specialize in satisfying the needs of a specific market segment. 
Often, these companies can better satisfy their customers’ needs because they are so 
close to them and understand how their needs are changing over time. 

Market segmentation is an evolving, ongoing process that presents considerable 
opportunities for strategic managers to improve their company’s business model. For 
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e Implementing the 
Business Model: 
Building Distinctive 
Competencies 


example, in the car industry, savvy strategists often identify a new customer group 
whose specific needs have not been met and who have had to “satisfice” and buy a 
model that does not meet their needs exactly but is a reasonable compromise. Now a 
car company can decide to treat this group as a market segment and create a product 
designed to meet group members’ specific needs; if it makes the right choice, it has a 
blockbuster product. This was the origin of the minivan, sports utility vehicle, and all 
the recently introduced hybrid vehicles like the Honda Pilot, Toyota Prius, or Dodge 
Magnum. In the case of SUVs, many car buyers wanted a more rugged and powerful 
vehicle capable of holding many people or towing heavy loads. They liked the com- 
fort of a car but also the qualities of a pickup; by combining the characteristics of 
both, carmakers created the SUV market segment. If managers make mistakes, how- 
ever, and design a product for a market segment that is much smaller than they ex- 
pected, the opposite can occur. In 2005, for example, Ford announced that it was 
ending production of its expensive luxury Lincoln truck and Excursion SUV because 
sales had been only in the hundreds a year, not the thousands a year it had projected. 


To develop a successful business model, strategic managers have to devise a set of 
strategies that determine (1) how to differentiate and price their product and (2) how 
much to segment a market and how wide a range of products to develop. Whether 
these strategies will result in a profitable business model now depends on strategic 
managers ability to implement their business model, that is, to choose strategies that 
will create products that provide customers with the most value, while keeping their 
cost structure viable (because of the need to be price competitive). 

In practice, this involves deciding how to invest a company’s capital to build and 
shape distinctive competencies that result in a competitive advantage based on supe- 
rior efficiency, quality, innovation, and/or responsiveness to customers. Hence, imple- 
menting a company’s business model sets in motion the specific set of functional-level 
strategies needed to create a successful differentiation and low-cost business strategy. We 
discussed how functional strategies can build competitive advantage in Chapter 4. The 
better the fit between a company’s business strategy and its functional-level strategies, 
the more value and profit a company creates. 

Figure 5.3 illustrates Wal-Mart’s business model. Sam Walton, the company’s 
founder, devised a business model based on the strategy of keeping operating costs to 
a minimum so that he could offer customers everyday low prices and continuous 
price rollbacks. To this end, Walton chose business-level strategies to increase effi- 
ciency, such as having low product differentiation (Wal-Mart chooses minimal ad- 
vertising and low responsiveness to customers) and targeting the mass market. His 
discount retail business model was based on the idea that lower costs mean lower 
prices. 

Having devised a way to compete for customers, Walton’s task was now to imple- 
ment the business model in ways that would create a low-cost structure to allow him 
to charge lower prices. One business-level strategy he implemented was to locate his 
stores outside large cities, in small towns where there were no low-cost competitors; a 
second was to find ways to manage the value chain to reduce the costs of getting 
products from manufacturers to customers; and a third was to design and staff store 
operations to increase efficiency. The task of all functional managers in logistics, ma- 
terials management, sales and customer service, store management, and so on, was to 
implement specific functional-level strategies that supported the low-cost/low-price 
business model. Figure 5.3 illustrates some of the thousands of specific choices that 
Wal-Mart has made to allow it to implement its business model successfully. 
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Figure 5.4 presents a way of thinking about the competitive positioning decisions 
that strategic managers make to create a successful business model.? The decision to 
differentiate a product increases its perceived value to the customer so that market 
demand for the product increases. Differentiation is expensive, however; for exam- 
ple, additional expenditures on resources are needed to improve product quality or 
support a higher level of service. Therefore, the decision to increase product differen- 
tiation also raises a company’s cost structure and results in a higher unit cost. In 
some cases, however, if increased demand for the product allows a company to make 
large volumes of the product and achieve economies of scale, these economies can 
offset some of these extra costs; this effect is showed by the dotted line in Figure 5.4.° 

To maximize profitability, managers must choose a premium pricing option that 
compensates for the extra costs of product differentiation but is not so high that it 
chokes off the increase in expected demand (to prevent customers from deciding that 
the extra differentiation is not worth the higher price). Once again, to increase prof- 
itability, managers must also search for other ways to reduce the cost structure, but 
not in ways that will harm the differentiated appeal of their products. There are many 
specific functional strategies a company can adopt to achieve this. For example, 
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Nordstrom, the luxury department store retailer, differentiates itself in the retail 
clothing industry by providing a high-quality shopping experience with elegant store 
operations and a high level of customer service, all of which raise Nordstrom’s cost 
structure. However, Nordstrom can still lower its cost structure by, for example, man- 
aging its inventories efficiently and increasing inventory turnover. Also, its strategy of 
being highly responsive to customers results in more customers and higher demand, 
which means that sales per square foot increase, and this revenue enables it to make 
more intensive use of its facilities and salespeople, which in turn leads to scale 
economies and lower costs. Thus, no matter what level of differentiation a company 
chooses to pursue in its business model, it always has to recognize the way its cost 
structure will vary as a result of its choice of differentiation and the other specific 
strategies it adopts to lower its cost structure; in other words, differentiation and cost 
structure decisions affect one another. 

The last main dynamic shown in Figure 5.4 concerns the impact of the industry’s 
competitive structure on a company’s differentiation, cost structure, and pricing 
choices. Recall that strategic decision making takes place in an environment where 
watchful and agile competitors exist; therefore, one company’s choice of competitive 
positioning is always made with reference to those of its competitors. If, for example, 
competitors start to offer products with new or improved features, a company may 
be forced to increase its level of differentiation to remain competitive, even if this re- 
duces its profitability. Similarly, if competitors decide to develop products for new 
market segments, the company will have to follow suit or lose its competitive edge. 
Thus, because differentiation increases costs, increasing industry competition can 
drive up a company’s cost structure. When that happens, a company’s ability to 
charge a premium price to cover these high costs depends on whether its profitability 
increases or decreases. 

In sum, maximizing the profitability of a company’s business model is about 
making the right choices with regard to value creation through differentiation, costs, 
and pricing given both the demand conditions in the company’s market and the 
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competitive conditions in the company’s industry. Because all the different variables 
in Figure 5.4 change as the others change, managers can never accurately predict the 
outcome of their decisions. This is why devising and managing a successful business 
model is such a difficult thing to do—and why effective strategic leadership is vital. 


Competitive Positioning: Generic Business-Level Strategies 


As we discussed above, a successful business model is the result of the way a company 
formulates and implements a set of business-level strategies to achieve a fit among its 
differentiation, cost, and pricing options. While no diagram can ever model all the 
complexities involved in business-level strategy decisions, Figure 5.5 represents a way 
to bring together the three issues involved in developing a successful business model. 
In the figure, the vertical and horizontal axes represent, respectively, the decisions of 
strategic managers to position a company’s products in relation to the tradeoff be- 
tween differentiating products (higher costs/higher prices) and achieving the lowest 
cost structure or cost leadership (lower costs/lower prices). In Figure 5.5, the curve 
connecting the axes represents the value creation frontier: the maximum amount of 
value that the products of different companies in an industry can provide at any one 
time with different business models. In other words, companies on the value frontier 
are those that have the most successful and profitable business models in a particular 
industry. 

As Figure 5.5 illustrates, the value creation frontier is reached by pursuing one or 
more of the four building blocks of competitive advantage (quality has been split 
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into two), which have been listed from top to bottom according to how much they 
can contribute to the creation of a differentiation or cost-leadership advantage. Thus 
innovation, a costly process that results in unique products, is closest to the differen- 
tiation axis, followed by quality as excellence, customer responsiveness, and quality as 
reliability; efficiency is closest to the cost-leadership axis. 

To reach the value creation frontier and thus achieve above-average profitability, a 
company must formulate and implement a business model using one or a combination 
of three generic business-level strategies: cost leadership, differentiation, and focused 
differentiation. A generic business-level strategy gives a company a specific form of 
competitive position and advantage vis-a-vis its rivals that results in above-average 
profitability.’ Generic means that all companies can potentially pursue these strategies 
regardless of whether they are manufacturing, service, or nonprofit enterprises; they 
are also generic because they can be pursued across different kinds of industries. 


A company pursuing a cost-leadership business model chooses strategies that do 
everything possible to lower its cost structure so it can make and sell goods or serv- 
ices at a lower cost than its competitors. These strategies include both functional 
strategies designed to improve its operating performance and competitive strategies 
intended to influence industry competition in its favor. In essence, a company seeks 
to achieve a competitive advantage and above-average profitability by developing a 
cost-leadership business model that positions it on the value creation frontier as 
close as possible to the lower costs/lower prices axis. 

Two advantages accrue from pursuing cost leadership. First, if a company’s closest 
rivals, such as those that compete in the same price range or for the same customer 
group, charge similar prices for their products, the cost leader will be more profitable 
than its competitors because of its lower costs. Second, the cost leader gains a com- 
petitive advantage by being able to charge a lower price than its competitors because 
of its lower cost structure. As discussed earlier, offering customers the same kind of 
value from a product but at a lower price attracts many more customers, so that even 
though the company has chosen a lower price option, the increased volume of sales 
will cause profits to surge. If its competitors try to get lost customers back by reduc- 
ing their prices and all companies start to compete on price, the cost leader will still 
be able to withstand competition better than the other companies because of its 
lower costs. It is likely to win any competitive struggle. For these reasons, cost leaders 
are likely to earn above-average profits. A company becomes a cost leader when its 
strategic managers pursue the business-level strategic choices discussed below. 


STRATEGIC CHOICES The cost leader chooses a low to moderate level of product dif- 
ferentiation relative to its competitors. Differentiation is expensive; the more a com- 
pany expends resources to make its products distinct, the more its costs rise.* The 
cost leader aims for a level of differentiation obtainable at low cost.? Wal-Mart, for 
example, does not spend hundreds of millions of dollars on store design to create an 
attractive shopping experience, as chains like Macy’s, Dillard’s, or Saks Fifth Avenue 
have done. As Wal-Mart explains in its mission statement, “We think of ourselves as 
buyers for our customers and we apply our considerable strengths to get the best 
value for you,” and such value is not obtained by building lavish stores.!° Cost leaders 
often wait until customers want a feature or service before providing it. For example, 
a cost leader like Dell is never the first to offer high-quality graphics or video in a PC; 
instead, it adds such graphic or video capabilities only when it is obvious that 
customers demand it. 
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The cost leader also ignores the many different market segments in an industry. It 
positions its products to appeal to the average customer to reduce the costs of devel- 
oping and selling many different products tailored to the needs of different market 
segments. In targeting the average customer, strategic managers try to produce or 
provide the least or smallest number of products that will be desired by the highest 
number of customers—which is at the heart of Dell’s approach to building its com- 
puters or Wal-Mart’s approach to stocking its stores. Thus, although customers may 
not get exactly the products they want, they are attracted by the lower prices. 

To implement cost leadership, the overriding goal of the cost leader must be to 
choose strategies to increase its efficiency and lower its cost structure compared with 
its rivals. The development of distinctive competencies in manufacturing, materials 
management, and information technology is central to achieving this goal. For ex- 
ample, manufacturing companies pursuing a cost-leadership strategy concentrate on 
doing all they can to continually ride down the experience curve so that their cost 
structure keeps getting lower and lower. Achieving a cost-leadership position requires 
that a company develop skills in flexible manufacturing, adopt efficient materials- 
management techniques, and do all it can to increase inventory turnover and reduce 
the cost of goods sold. (Table 4.1 outlined the ways in which a company’s functions 
can be used to increase efficiency.) 

Consequently, for companies that make products, the manufacturing and materi- 
als-management functions are the center of attention, and the other functions shape 
their distinctive competencies to meet the needs of manufacturing and materials 
management.!! The sales function, for example, may develop the competency of cap- 
turing large, stable sets of customers’ orders. In turn, this allows manufacturing to 
make longer production runs and so achieve economies of scale and reduce costs. At 
Dell, for example, online customers are provided with a limited set of choices so that 
Dell can customize PCs to a customer’s needs at low cost. Finding ways to customize 
products at low cost is an important task for managers pursuing a cost-leadership 
strategy. The human resources function may focus on instituting training programs 
and compensation systems that lower costs by improving employees’ productivity, 
and the research and development function may specialize in process improvements 
to lower the manufacturing costs. 

By contrast, companies supplying services, such as retail stores like Wal-Mart, 
must develop distinctive competencies in whatever functions contribute most to 
their cost structure. For Wal-Mart, this is the cost of purchasing products, so the lo- 
gistics or materials-management function becomes of central importance. Wal-Mart 
has taken advantage of advances in information technology to lower the costs associ- 
ated with getting goods from manufacturers to customers, just as Dell, the cost leader 
in the PC industry, uses the Internet to lower the cost of selling its computers. An- 
other major source of cost savings in pursuing cost leadership is to choose an organi- 
zational structure and culture to implement this strategy in the most cost-efficient 
way. Thus, a low-cost strategy implies minimizing the number of managers in the hi- 
erarchy and the rigorous use of budgets to control production and selling costs. An 
interesting example of the way a company can craft a business model to become the 
cost leader in an industry is Ryanair, discussed in Strategy in Action 5.1. 


COMPETITIVE ADVANTAGES AND DISADVANTAGES Porter’s five forces model, intro- 
duced in Chapter 2, explains why each of the business models allows a company to 
pursue competitive strategies that help it reach the value creation frontier shown in 
Figure 5.5.!? The five forces are threats from competitors, powerful suppliers, powerful 
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Ryanair Takes Control over 
the Sky in Europe 


Ryanair, based in Dublin, Ireland, imitated and improved 
on the cost-leadership business model pioneered by 
Southwest Airlines in the United States and used it to be- 
come a leading player in the European air travel market. 
Ryanair’s CEO, the flamboyant Michael O'Leary, saw the 
specific strategies Southwest had developed to cut costs 
and used the same strategies to position Ryanair as the 
lowest-cost, lowest-priced European airline. Today, the 
average cost of a Ryanair ticket within Europe is $48, 
compared to $330 on British Airways and $277 on 
Lufthansa, which have long dominated the European air 
travel market. The result is that Ryanair now flies more 
passengers inside Britain than British Airways, and its 
share of the European market is growing as fast as it can 
gain access to new landing spots and buy the new planes 
needed to service its expanding route structure. 

O'Leary has managed to improve on Southwest’s low- 
cost business model. Ryanair imitated the main elements 
of Southwest’s model, such as using only one plane, the 
737, to reduce maintenance costs, selling tickets directly 
to customers, and eliminating seat assignments and free 
in-flight meals. It also avoids high-cost airports like 
Heathrow and chooses smaller ones outside big cities, 
such as Luton, its London hub, just as Wal-Mart chose to 
move into smaller towns. However, to reduce cleanup 
costs, O’Leary also eliminated the seat-back pockets that 
often contain trash left by previous passengers, as well as 
blankets, pillows, free sodas and snacks, and even sick 
bags—anything at all a passenger might expect to receive on 
a more differentiated airline. “You get what you pay for” is 
Ryanair’s philosophy. To implement his cost-leadership 
strategy, O'Leary and all employees are expected to find 
ways to wipe out or reduce the small, incremental ex- 
penses that arise in performing the tens of thousands of 
specific operations needed to run an airline. His goal is to 


eliminate all the differentiated qualities of an airline that 
can raise costs. Through all these tactics, Ryanair has low- 
ered its cost structure so far that no other European airline 
can come close to offering its low-cost fares and break 
even, let alone make a profit. 

The other side of Ryanair’s business model is to add 
to its revenues by getting its customers to spend as much 
as possible while they are on its flights. To this end, 
Ryanair offers snacks, meals, and a variety of drinks to 
encourage customers to open their wallets. In addition, to 
cut costs his planes have no seatback LCD screens for 
viewing movies and playing games; passengers can rent a 
digital hand-held device for $6 a flight to watch movies 
and sitcoms or play games or music. Fourteen percent of 
its revenues come from these sources; they are so impor- 
tant that the airline gives away millions of its unsold seats 
free to customers so that it can at least get some revenue 
from passengers sitting in what would otherwise be 
empty seats. 

How have competitors reacted to Ryanair’s cost-lead- 
ership strategy? Some airlines have started a low-price 
subsidiary, just as United’s TED division was created to 
compete with Southwest in the United States. However, 
this often results in cannibalization as their passengers 
move from the high-price to the low-price service. Some 
airlines that pursue the differentiation strategy, like 
British Airways, are not suffering because they are solidly 
profitable in the business segment of the market. How- 
ever, other airlines, such as Air France and Alitalia, Italy’s 
flagship airline, are close to bankruptcy, and Irish carrier 
Aer Lingus had to cut costs by 50% just to survive. The 
power of Ryanair was evident in 2006 when O’Leary an- 
nounced he wanted to buy Aer Lingus, something the 
Irish government prevented. But it has become clear 
throughout the world that the cost-leadership business 
model is the only one that will fare well in the future, and 
all large national and U.S. airlines are rushing to adopt 
strategies that will allow them to pursue it. 


buyers, substitute products, and new entrants. The cost leader is protected from in- 
dustry competitors by its cost advantage. Its lower costs also mean that it will be less 
affected than its competitors by increases in the price of inputs if there are powerful 
suppliers, and less affected by a fall in the prices it can charge if there are powerful 
buyers. Moreover, since cost leadership usually requires a large market share, the cost 
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leader purchases in relatively large quantities, increasing its bargaining power over 
suppliers. If substitute products begin to come onto the market, the cost leader can 
reduce its price to compete with them and retain its market share. Finally, the leader’s 
cost advantage constitutes a barrier to entry because other companies are unable to 
enter the industry and match the leader’s costs or prices. The cost leader is therefore 
relatively safe as long as it can maintain its low-cost advantage. 

The principal dangers of the cost-leadership approach lurk in competitors’ ability 
to pursue new strategies that lower their cost structures and beat the cost leader at its 
own game—which is what happened to E*Trade in the Opening Case. For instance, if 
technological change makes experience-curve economies obsolete, new companies 
may apply lower-cost technologies that give them a cost advantage. The steel mini- 
mills discussed in Chapter 4 pursued this strategy to obtain a competitive advantage. 
Competitors may also draw a cost advantage from labor-cost savings. Global com- 
petitors located in countries overseas often have very low labor costs; wage costs in 
the United States are roughly 600% more than they are in Malaysia, China, or Mexico. 
Most U.S. companies now assemble their products abroad as part of their low-cost 
strategy; many are forced to do so simply to compete and stay in business. 

Competitors’ ability to imitate the cost leader’s methods easily is another threat to 
the cost-leadership strategy. For example, companies in China routinely take apart the 
electronic products of Japanese companies like Sony and Panasonic to see how they 
are designed and assembled. Then, using Chinese-made components and a huge pool 
of inexpensive domestic labor, they manufacture clones of these products and flood 
the U.S. market with inexpensive tape players, radios, phones, and DVD players. 

Finally, the pursuit of cost leadership carries a risk that strategic managers, in their 
single-minded desire to reduce costs, might make decisions that decrease costs but then 
drastically reduce demand for the product. This happened to Gateway in the early 
2000s when, to reduce the costs of customer service, customer support people were in- 
structed not to help customers who were experiencing problems with their new Gate- 
way computers if they had installed their own new software on the machines. New buy- 
ers, most of whom install their own software, began to complain vociferously, and 
Gateway’s sales began to fall as word spread. Within six months, managers had reversed 
their decision, and once again Gateway began offering full customer support. 


e Focused Cost A cost leader is not always a large, national company that targets the average cus- 
Leadership tomer. Sometimes a company can pursue a focused cost leadership business model 
based on combining the cost leadership and focused business-level strategies to com- 
pete for customers in just one or a few market segments. Focused cost leaders con- 
centrate on a narrow market segment, which can be defined geographically, by type 
of customer, or by segment of the product line.!? In Figure 5.6, focused cost leaders 
are represented by the smaller circles next to the cost leader’s circle. For example, 
since a geographic niche can be defined by region or even by locality, a cement-making 
company, a carpet-cleaning business, or a pizza chain can pursue a cost-leadership 
strategy in one or more cities in a region. Figure 5.7 compares a focused cost-leadership 
business model with a pure cost-leadership model. 

If a company uses a focused cost-leadership approach, it competes against the 
cost leader in the market segments where it can operate at no cost disadvantage. For 
example, in local lumber, cement, bookkeeping, or pizza delivery markets, the focuser 
may have lower materials or transportation costs than the national cost leader. The fo- 
cuser may also have a cost advantage because it is producing complex or custom-built 
products that do not lend themselves easily to economies of scale in production and 
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therefore offer few cost-saving possibilities. The focused cost leader concentrates on 
small-volume custom products, for which it has a cost advantage, and leaves the 
large-volume standardized market to the national cost leader—for example, low- 
priced Mexican food specials versus Big Macs. 

Because it has no cost disadvantage in its market segments, a focused cost leader 
also operates on the value creation frontier and so earns above-average profits. Such a 
company has a great opportunity to develop its own niche and compete against com- 
panies pursuing cost-leadership or differentiated strategies. Ryanair, for example, 
began as a focus company because at first it operated flights only between Dublin and 
London. Since there was no cost leader in the European market, it was able to quickly 
expand its operations; today, it is the European cost leader and its future goal seems to 
be to become the global cost leader! Similarly, Southwest began as a focused cost leader 
within the Texas market, but now it is a national air carrier and competes against new 
companies that pursue focused cost leadership, such as JetBlue and Song.!4 
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Because a focused company makes and sells only a relatively small quantity of a 
product, its cost structure will often be higher than that of the cost leader. In some in- 
dustries, like cars, this can make it very difficult or impossible to compete with the 
cost leader. Sometimes, however, by targeting some new market segment or by im- 
plementing a business model in a superior way—such as by adopting a more ad- 
vanced technology—focused companies can be a threat to large cost leaders. For ex- 
ample, flexible manufacturing systems have opened up many new opportunities for 
focused companies because small production runs become possible at a lower cost. 
The steel mini-mills discussed in Chapter 4 provide another good example of how a 
focused company, in this case Nucor, can grow so efficient by specializing in one mar- 
ket that it becomes the cost leader. Similarly, the growth of the Internet has opened up 
many new opportunities for focused companies to develop business models based on 
being the cost leader compared to bricks-and-mortar companies. Amazon.com shows 
how effectively a company can craft a business model to become the cost leader. 


IMPLICATIONS AND CONCLUSIONS ‘To pursue cost leadership, strategic managers need 
to devote enormous efforts to incorporate all the latest information, materials man- 
agement, and manufacturing technology into their operations to find new ways to 
reduce costs. Often, as we saw in Chapter 4, using new technology will also raise qual- 
ity and increase responsiveness to customers. A low-cost approach requires ongoing 
strategic thinking to make sure the business model is aligned with changing environ- 
mental opportunities and threats. 

Strategic managers in companies throughout the industry are watching the cost 
leader and will move quickly to imitate its innovations because they also want to reduce 
their costs. Today, a differentiator cannot let a cost leader obtain too great a cost advan- 
tage because the leader might then be able to use its high profits to invest more in prod- 
uct differentiation and beat the differentiator at its own competitive game. For exam- 
ple, Toyota and Honda began as cost leaders by manufacturing simple low-priced cars. 
Their cars sold well, and they then invested their profits to design and make new mod- 
els of cars that became increasingly differentiated based on features and quality. Today, 
Toyota and Honda, with cars in every market segment, pursue a differentiation strat- 
egy, although Toyota also has the lowest cost structure of any global car company. 

A cost leader must also respond to the strategic moves of its differentiated com- 
petitors and increase the quality and features of its products if it is to prosper in the 
long run. Even low-priced products, such as Timex watches and BIC razors, cannot 
be too inferior to the more expensive Seiko watches or Gillette razors if the lower- 
costs/lower-prices policy is to succeed. Companies in an industry watch the strategies 
their rivals are pursuing and the changes they make to those strategies. If Seiko or 
Swatch introduces a novel kind of LCD watch dial or Gillette introduces a three- or 
four-blade razor, managers at Timex and BIC will respond within months by incor- 
porating these innovations into their low-priced products if required. This situation 
is also very common in the high-priced women’s fashion industry. As soon as the fa- 
mous designers like Gucci and Dior have shown their spring and fall collections, 
their designs are copied and the plans transmitted to factories in Malaysia, where 
workers are ready to manufacture low-priced imitations that, within months, will 
reach low-price clothing retail stores around the world. 

A business model like cost leadership should be thought of as a specific set of strate- 
gic choices that helps a company stay focused on how to compete most effectively over 
time. It is all too easy for strategic managers, flush with the success of pursuing cost lead- 
ership, to become less vigilant and lose sight of changes in the five forces of competition 
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and in the macroenvironment that change the rules of the competitive game. McDon- 
ald’s, long the cost leader in the fast-food industry, was surprised when rivals like Taco 
Bell began to offer 99-cent daily specials. McDonald’s had to learn how to make fast 
food more cheaply to compete, and its managers have adopted new cooking tech- 
niques and food management practices that have ratcheted it down the experience 
curve, so that today 99-cent meals are a permanent fixture on the McDonald’s menu. 


A differentiation business model is based on pursuing a business-level strategy that al- 
lows a company to achieve a competitive advantage by creating a product that cus- 
tomers perceive as different or distinct in some important way. A differentiator (that is, 
a differentiated company) has the ability to satisfy customers’ needs in a way that its 
competitors cannot. This means that it can charge a premium price (one higher than 
that charged by its closest rivals). The ability to increase revenues by charging premium 
prices (rather than by reducing costs, as the cost leader does) allows the differentiator to 
reach the value frontier, outperform its competitors, and achieve superior profitability, 
as shown in Figure 5.6. As noted earlier, customers pay a premium price when they be- 
lieve the product’s differentiated qualities are worth the extra money. Consequently, 
differentiated products are often priced on the basis of what the market will bear.!° 
Mercedes-Benz cars are more expensive than the cars of its closest rivals because 
customers believe they offer more features and confer more status on their owners. 
Similarly, a BMW is not much more expensive to produce than a Honda, but its high 
price is determined by customers who want its distinctive sporty ride and the pres- 
tige of owning a BMW. (In fact, in Japan, BMW prices its entry cars quite modestly to 
attract young, well-heeled Japanese customers away from Honda.) Similarly, Rolex 
watches do not cost much to produce, their design has not changed very much for 
years, and their gold content represents only a small fraction of the price. Customers 
buy a Rolex, however, because of the distinct qualities they perceive in it: its beautiful 
design, and its ability to hold its value as well as to confer status on its wearer. 


STRATEGIC CHoices A differentiator invests its resources to gain a competitive ad- 
vantage from superior innovation, excellent quality, and responsiveness to customer 
needs—the three principal routes to high product differentiation. For example, Procter 
& Gamble claims that its product quality is high and that its Ivory soap is 99.44% 
pure. Maytag stresses reliability and the best repair record of any other washer on the 
market. IBM promotes the quality service provided by its well-trained sales force. In- 
novation is commonly the source of differentiation for technologically complex 
products, and many people pay a premium price for new and innovative products, 
such as a state-of-the-art gaming PC, HD-DVD player, or car. 

When differentiation is based on responsiveness to customers, a company offers 
comprehensive after-sales service and product repair. This is an especially important 
consideration for complex products such as cars and domestic appliances, which are 
likely to break down periodically. Maytag, Dell, and BMW all excel in responsiveness 
to customers. In service organizations, quality-of-service attributes are also very im- 
portant. Neiman Marcus, Nordstrom, and FedEx can charge premium prices because 
they offer an exceptionally high level of service. Firms of lawyers, accountants, and con- 
sultants stress the service aspects—their knowledge, professionalism, and reputation— 
of their operations to clients. 

Finally, a product’s appeal to customers’ psychological desires is a source of dif- 
ferentiation. The appeal can be prestige or status, as it is with BMWs and Rolex 
watches; safety of home and family, as with Aetna or Prudential Insurance; or simply 
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providing a superior shopping experience, as with Target and Macy’s. Differentiation 
can also be tailored to age groups and socioeconomic groups. Indeed, the bases of 
differentiation are endless. 

A company pursuing a business model based on differentiation frequently strives 
to differentiate itself along as many dimensions as possible. The less it resembles its 
rivals, the more it is protected from competition and the wider is its market appeal. 
Thus, BMWs offer more than prestige; they also offer technological sophistication, 
luxury, reliability, and good (albeit very expensive) repair service. All these bases of 
differentiation help increase sales. 

Generally, a differentiator chooses to divide its market into many segments and 
niches and to offer different products in each segment, just as Toyota and Dell do. 
Strategic managers recognize how much revenue can be increased when each of a 
company’s products, targeted at different market segments, can attract more cus- 
tomers. A differentiator only targets the market segments in which customers are will- 
ing to pay a premium price, however. For example, Sony produces many TV models, 
but it targets only the niches from mid-priced to high-priced sets, and its lowest-priced 
model is always a few hundred dollars above that of its competitors, thus bringing into 
play the premium-price factor. Customers have to pay extra for a Sony. 

Finally, in choosing how to implement its business model, a differentiated com- 
pany concentrates on developing distinctive competencies in the functions that pro- 
vide the source of its competitive advantage. Differentiation on the basis of innova- 
tion and technological competency depends on the R&D function, as discussed in 
Chapter 4. Efforts to improve service to customers depend on the quality of the sales 
and customer service function. 

Pursuing a business model based on differentiation is expensive, so a differentia- 
tor has a cost structure that is higher than that of a cost leader. Building new compe- 
tencies in the functions necessary to sustain a company’s differentiated appeal does 
not mean neglecting the cost structure, however. Even differentiators benchmark 
how cost leaders operate to find ways to imitate their cost-saving innovations while 
preserving the source of their competitive advantage. A differentiator must control 
its cost structure to ensure that the price of its products does not exceed the price 
that customers are willing to pay for them, as noted in Nordstrom’s case. Also, supe- 
rior profitability is a function of a company’s cost structure, so it is important to keep 
costs under control but not to reduce them so far that a company loses the source of 
its differentiated appeal.'© The owners of the famous Savoy Hotel in London, England, 
face just this problem. The Savoy’s reputation has always been based on the incredi- 
bly high level of service it offers its customers. Three hotel employees serve the needs 
of each guest, and in every room, a guest can summon a waiter, maid, or valet by 
pressing a button at bedside. The cost of offering this level of service has been so high 
that the hotel used to make less than 1% net profit every year; to increase profit, a 
room today costs at least $500 a night!!7 Its owners try to find ways to reduce costs to 
increase profits, but if they reduce the number of hotel staff (the main source of the 
Savoy’s high costs), they may destroy the main source of its differentiated appeal. 


COMPETITIVE ADVANTAGES AND DISADVANTAGES The advantages of the differentia- 
tion strategy can also be discussed in the context of the five forces model. Differentia- 
tion safeguards a company against competitors to the degree that customers develop 
brand loyalty for its products, a valuable asset that protects the company on all fronts. 
Powerful suppliers are less of a problem because the differentiated company’s strategy 
is geared more toward the price it can charge than toward costs. Also, differentiators can 
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often pass on price increases to customers because they are willing to pay the premium 
price. Thus, a differentiator can tolerate moderate increases in input prices better than 
the cost leader can. Differentiators are unlikely to experience problems with powerful 
buyers because they offer a distinct product; only they can supply the product and it 
commands brand loyalty. Differentiation and brand loyalty also create a barrier for 
other companies seeking to enter the industry. A new company has to find a way to 
make its own product distinctive to be able to compete, which involves an expensive 
investment in building some kind of distinctive competence. 

Finally, substitute products are a threat only if a competitor can develop a product 
that satisfies a customer need like the differentiator’s product does and so customers 
switch to the lower-priced product. Wired phone companies have suffered as lower-cost 
alternative ways of making phone calls, through digital fiber-optic cable, satellite, and 
the Internet, are becoming increasingly available. The issue is how much of a premium 
price a company can charge for distinctness before customers switch products. In the 
phone industry, the answer is: Not much. The large carriers have reduced prices drasti- 
cally; 2.5 cents a minute is a common rate, down from 37 cents just a decade ago. 

The main problems with a differentiation strategy center on how well strategic 
managers can maintain a product’s perceived difference or distinctness in the eyes of 
customers. In the 2000s, it has become clear that it is easier than ever for agile com- 
petitors to imitate and copy successful differentiators. This has happened across many 
industries, such as retailing, computers, cars, home electronics, telecommunications, 
and pharmaceuticals. Patents and first-mover advantages (the advantages of being the 
first to market a product or service) last only so long, and as the overall quality of 
competing products increases, brand loyalty declines. The problems L. L. Bean has 
had in maintaining its competitive advantage, described in Strategy in Action 5.2, 
highlight many of the threats that face a differentiator. 


IMPLICATIONS AND CONCLUSIONS A business model based on differentiation requires 
a company to make strategic choices that reinforce each other and together increase 
the value of a good or service in the eyes of customers. When a product is distinctive 
in customers’ eyes, differentiators can charge a premium price. The disadvantages of 
pursuing differentiation are the ease with which competitors can imitate a differen- 
tiator’s product and the difficulty of maintaining a premium price. When differentia- 
tion stems from the design or physical features of the product, differentiators are at 
great risk because imitation is easy. An increasing risk is that over time products such 
as HD-DVD players or LCD televisions become commodity-like products, for which 
the importance of differentiation diminishes as customers become more price sensi- 
tive. However, when differentiation stems from functional-level strategies that lead to 
superior service or reliability, or from any intangible source, such as FedEx’s guaran- 
tee or the prestige of a Rolex, a company is much more secure. It is difficult to imitate 
intangible products, and a differentiator can often reap the benefits of this for a long 
time. Nevertheless, all differentiators must watch for imitators and be careful that 
they do not charge a price higher than the market will bear. 


As in the case of the focused cost leader, a company that pursues a business model 
based on focused differentiation chooses to combine the differentiation and focused 
generic business-level strategies and specializes in making distinctive products for 
one or two market segments. All the means of differentiation that are open to the dif- 
ferentiator are available to the focused differentiator. The point is that the focused 
company develops a business model that allows it to successfully position itself to 
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L. L. Bean’s New Business Model 


In 1911, Leon Leonwood Bean, a hunter who grew weary 
of walking miles to hunt game as his feet became wetter 
and wetter, decided he would create a waterproof boot. 
The one he invented had leather uppers attached to a 
large, rounded rubber base and sole. Soon he began sell- 
ing his shoes through mail order. Word spread about their 
reliability. Backed by his policy of being responsive to cus- 
tomers who complained (often replacing their boots years 
after a sale), his company’s reputation spread even faster. 
As the years went by, L. L. Bean expanded its now well- 
known product line to include products such as its canvas 
tote bags and, of course, its flannel dog bed. By 2000, the 
company’s mail-order revenues exceeded $1 billion a 
year, and L. L. Bean became known for offering one of the 
broadest and highest-quality product lines of sporting 
clothes and accessories. 

To display its product line, the company built a 
160,000-square-foot signature store in Freeport, Maine, 
that stocks hundreds of versions of its backpacks, fleece 
vests, shirts, moccasins, tents, and other items, and over 3 
million visitors a year shop its store. L. L. Bean established 
this store partly to give customers hands-on access to its 
products so that they would have a better understanding 
of the high quality they were being offered. Of course, L. L. 
Bean expects to command a premium price for offering 
such a wide variety of high-quality products, and histori- 
cally it has enjoyed high profit margins. Customers buy 
its products for their personal use but also as gifts for 
friends and relatives. 

Bean’s business model began to suffer in the mid- 
1990s, however, when there was an explosion in the num- 
ber of companies touting high-quality, high-priced prod- 
ucts to customers, and Bean’s catalog lost its unique 
appeal. Furthermore, the growth of the Internet through 


the 1990s gave customers access to many more companies 
that offered quality products, often at much lower prices, 
such as Lands’ End, which also began to feature fleece 
vests, dog beds, and so on in its product lineup. The prob- 
lem facing any differentiator is how to protect the distinc- 
tiveness of its products from imitators who are always 
searching for ways to steal away its customers by offering 
them similar kinds of products at reduced prices. 

Finding ways to protect Bean’s business model proved 
to be a major challenge. Its catalog sales were stagnant for 
several years as customers switched loyalty to low-priced 
companies. Bean’s current CEO, Chris McCormick, has 
crafted new strategies to help the company rebuild its 
competitive advantage. One is to build a chain of L. L. 
Bean stores in major urban locations to allow more poten- 
tial customers to examine the quality of its products and 
so attract them—either to buy them in the stores or to use 
its website. 

So far, this approach has not proved to be easy be- 
cause physical retail stores have a high cost structure, and 
Bean has had to search for the right way to implement its 
strategy. It has also had to lower the price of its sporting 
clothes and accessories in these stores; the days of pre- 
mium prices are gone. Another strategy has been to 
launch an aggressive advertising campaign aimed at 
younger customers who may not know the Bean story. 
With physical stores, the Internet, and its catalog, it may 
have a better chance of getting their business. 

The jury is still out, however. Not only are other differ- 
entiated sporting goods chains expanding, such as Dick’s 
Sporting Goods and Gander Mountain, but sites like Ama- 
zon.com and Landsend.com, now owned by Sears, are of- 
fering lower-priced products. Whether McCormick will 
be able to successfully change L. L. Bean’s business model 
to allow it to reach the value creation frontier remains to 
be seen.? 
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compete with the differentiator in just one or a few segments. For example, Porsche, 
a focused differentiator, competes against Toyota and GM in the sports car and lux- 
ury SUV segments of the car market. 

For the focused differentiator, selecting a niche often means focusing on one type 
of customer, such as serving only the very rich, the very young, or the very adventur- 
ous, or focusing on only a segment of the product line, such as only on organic or 
vegetarian foods or very fast cars, designer clothes, or designer sunglasses. Focused 
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differentiators are able to reach the value frontier when they are able to develop a dis- 
tinctive product that better meets the needs of customers in a particular segment 
than the differentiator can (Figure 5.6). This may happen, for example, when a fo- 
cused differentiator gains better knowledge of the needs of a small customer set 
(such as sports car buyers), knowledge of a region, or expertise in a particular field 
(such as corporate law, management consulting, or website management for retail 
customers or restaurants). Alternatively, it might develop superior skills in respon- 
siveness to customers based on its ability to serve the particular needs of regional or 
industry customers in ways that a national differentiator would find very expensive. 
Similarly, concentration on a narrow range of products sometimes allows a focuser 
to develop innovations more quickly than a large differentiator can. 

The focuser does not attempt to serve all market segments because that would 
bring it into direct competition with the differentiator. Instead, it concentrates on 
building market share in one market segment; if it is successful, it may begin to serve 
more and more market segments and chip away at the differentiator’s competitive ad- 
vantage. However, if it is too successful at what it does, or if it does try to compete with 
the differentiator, it may run into trouble because the differentiator has the resources 
to imitate the focused company’s business model. For example, when Ben & Jerry’s 
created a luxury ice cream, their huge success led other companies like Haagen-Dazs 
and Godiva to produce their own competing products. A good example of the way 
competition is changing even between focused differentiators that make a similar lux- 
ury product, in this case, designer clothing, is profiled in Strategy in Action 5.3. 

In summary, a focused differentiator can protect its competitive advantage and 
niche to the extent that it can provide a product or service that its rivals cannot, for 
example, by being close to its customers and responding to their changing needs. 
However, if the focuser’s niche disappears over time because of technological change 
or changes in customers’ tastes, it cannot move easily to new niches, and this can be a 
major challenge. For example, clothing store chain Brooks Brothers, whose focus was 
on providing formal business attire, ran into great difficulty in the 1990s when business 
casual became the clothing norm at most companies. It found it hard to adapt to the 
changing market and was bought out in 2001. Similarly, corner diners have become al- 
most a thing of the past because they are unable to compete with the low prices and 
speed of fast-food chains like McDonald’s and the upscale atmosphere of Starbucks. 
The disappearance of niches is one reason that so many small companies fail. 


The Dynamics of Competitive Positioning 


Companies that successfully pursue one of the business models just discussed are 
able to outperform their rivals and reach the value creation frontier. They have devel- 
oped business-level strategies that result in competitive advantage and above-average 
profitability; they are usually the most successful and well-known companies in their 
industry. While some companies are able to develop the business model and strate- 
gies that allow them to reach the value creation frontier, many others cannot and so 
only achieve average or below-average profitability. As Figure 5.8 illustrates, the most 
successful companies in the retail industry, such as Neiman Marcus, Macy’s, Target, 
Wal-Mart, and Costco, have reached the value frontier, but their competitors, such as 
Nordstrom, Sack’s, Dillard’s, JCPenney’s, and Sears/Kmart, have not. 

Why are some companies in an industry able to reach this frontier while others fail, 
even when they appear to be using the same business model, for example, differentiation or 
focus differentiation? Moreover, few companies are able to continually outperform 
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their rivals and remain on the value creation frontier; companies such as Toyota, Dell, 
and Wal-Mart are rare. Why is it so hard for companies to sustain their competitive 
advantage over time and remain on the frontier? To understand why some companies 
perform better than others and why the performance of one company can change 
over time, it is necessary to understand the dynamics involved in positioning a com- 
pany’s business model so that it can compete successfully over time. In this section, we 
first explore another business model that helps explain why some companies are able 
to sustain and increase their competitive advantage over time. Second, we examine 
how the business model a company pursues puts it into a strategic group of competi- 
tors that affect its performance. Finally, we examine why differences in performance 
among companies in an industry are to be expected and why some companies run 
into major competitive problems that affect their very survival. 
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Companies that pursue cost leadership pursue a different business model and strate- 
gies than companies that choose differentiation, yet each business model is a path to 
superior performance and profitability. As we have emphasized throughout this 
chapter, however, no matter what business model a company pursues, it cannot af- 
ford to ignore its cost structure. Managers must always try to find ways to reduce 
costs in this era of intense global competition in which new (focused) companies 
might appear with some kind of differentiation or cost advantage and use it to be- 
come a dominant competitor, as Toyota and Wal-Mart did. At the same time, all 
companies need to differentiate their products to some degree to attract customers, 
increase their market share, and grow their profits over time. Thus, a company that 
can combine the strategies necessary to pursue both cost leadership and differentia- 
tion successfully will develop the most profitable business model in its industry. 
Today, many of the most successful companies in an industry have found ways to 
achieve this. These companies are well known because they can offer customers 
excellent-quality products at very reasonable prices; that is, they can offer customers a 
superior “value proposition” compared to all their rivals. The middle of the value cre- 
ation frontier is occupied by broad differentiators, the companies that have devel- 
oped business-level strategies to improve their differentiation and cost structure si- 
multaneously. Broad differentiators operate on the value creation frontier because 
they have chosen a level of differentiation that gives them a competitive advantage in 
the market segments they have targeted, but they have achieved this in a way that has 
allowed them to lower their cost structure over time (see Figure 5.9). Thus, although they 
may have higher costs than cost leaders, and although they may offer a less- 
differentiated product than differentiators do, they have found a competitive position 
that offers their customers as much and normally more value than industry rivals. 
Broad differentiators continually use their distinctive competencies to increase the 
range of their products, and they are constantly seeking to enter new market segments 
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to increase their market share to grow their profits. At the same time, they also work 
continuously to find ways to lower their cost structure and increase their ROIC. 

The companies that have formulated and implemented the business-level strategies 
that enable them to get to this middle, or broadly differentiated, position become an in- 
creasing threat to both differentiators and cost leaders over time. These companies make 
a differentiated product that allows them to charge a premium price for their product 
compared to a cost leader. However, because of their low cost structure, they can choose 
to price their product with just some “small” premium over the price charged by cost lead- 
ers—and, of course, a much lower price than a differentiator has to charge to cover its 
higher cost structure. As a result, customers often perceive the value offered by the broad 
differentiator’s products to be well worth the premium price (superior value proposition) 
and so are attracted away from the cost leader’s product. At the same time, those cus- 
tomers who are reluctant to pay the high premium price that differentiators command 
may decide that the qualities of the broad differentiator’s product (and its price) more 
than make up for the loss of the extra differentiated features of the luxury premium- 
priced products—and choose a Mazda MX5 over a Porsche Boxter, or a box of See’s 
chocolates over Godiva chocolates, and halve the cost of their purchase in the process. 

As a result, if strategic managers have the skills to pursue this business model suc- 
cessfully, their companies, as broad differentiators, can steadily increase their market 
share and profitability over time. This provides them with more capital to reinvest in 
their business, and so they can continually improve their business model. For example, 
over time their growing profits allow broad differentiators to invest in new technology 
that both increases their differentiation advantage and lowers their cost structure; this 
weakens the competitive position of their rivals. As they build their competitive ad- 
vantage and become able to offer customers a better value proposition, they push the 
value creation frontier to the right and knock their competitors off the frontier so they 
become less profitable. Toyota, profiled in Strategy in Action 5.4, is a good example of 
a company that used a broad differentiation business model that has increasingly put 
its rivals at a competitive disadvantage. The result today is that it has replaced Ford as 
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Toyota's Goal? A High-Value Vehicle 
to Match Every Customer Need 


The car industry has always been one of the most com- 
petitive in the world because of the huge revenues and 
profits that are at stake: in 2005, annual global car sales 
were over $350 billion. It is small wonder, then, that in- 
dustry rivalry has been increasing as carmakers have been 
fighting to develop new car models that better satisfy the 
needs of particular groups of buyers. One company at the 
forefront of these endeavors is Toyota. 

Toyota, which pioneered lean production, produced 
its first car over thirty years ago: an ugly, boxy affair that 
was, however, inexpensive. As the quality of its car became 
apparent, sales increased, and Toyota, which was then a fo- 
cused cost leader, plowed its profits back into improving 
the styling of its vehicles and into efforts to continually 
reduce production costs. Over time, it used its low cost 
structure, including its efficient design processes, to pro- 
duce an ever increasing range of reasonably priced vehicles 
tailored to different segments of the car market. By the 
1980s, its ability to go from the initial design stage to the 
production stage in two to three years allowed it to bring 
out new models faster than its competitors and to capital- 
ize on the development of new market segments. Low 
costs and fast time to market have also allowed it to correct 
mistakes quickly if it designs a car that proves to have little 
market appeal—and Toyota has made mistakes. 

In 1999, for example, Toyota brought out the Echo, a 
subcompact car that featured state-of-the-art engineering 
to deliver exceptional fuel economy: around fifty to sixty 
miles per gallon. The Echo was designed to be inexpen- 
sive to run and buy, and Toyota targeted this vehicle at 
buyers in their twenties, expecting them to appreciate 
these qualities. Its designers were disappointed when this 
age group displayed little enthusiasm for the car; its 
styling did not appeal to them even if its performance did 
fit their budget. The Echo’s buyers turned out to be indi- 
viduals in their forties who appreciated its economy and 
found it a useful second car to get around in. 

Recognizing that they failed to position their product to 
hit the important market segment of young adults, the 
main car buyers of the future, Toyota’s designers went back 
to the drawing board. Analyzing changing market trends 
and demographics, they sought to find the styling and 


features for a car that was good-looking and fun to drive for 
this market segment and that could be sold for $16,000 to 
$18,000. Toyota (and several other carmakers) realized that 
perhaps the time was ripe for the return to the hatchback, 
but an updated version of it. Hatchbacks had been very 
popular in the early 1980s; however, the cars then were 
small and often had an ungainly appearance. Sales of hatch- 
backs had dropped off quickly when carmakers began to 
offer new sports utility vehicles and updated small sedans. 
By 1995, relatively few hatchbacks were available. 

Drawing on its design and manufacturing competen- 
cies, Toyota’s engineers updated and shaped the hatchback 
to suit the needs of young adults in their twenties: the re- 
sult was the Toyota Matrix, introduced in 2002 at a price 
starting at $17,000. The Matrix features revolutionary 
body styling reflective of much more expensive, sporty 
cars. It is spacious inside and geared to the needs of its in- 
tended young buyers; for example, seats fold back to allow 
for carrying a large cargo volume, and many storage bins 
and two-prong plugs for power outlets allow for the use of 
VCRs, MP3 players, and other devices. The message is that 
the Matrix is designed to be functional, fun, and a sporty 
ride. Then, in 2003, Toyota introduced a new car, the Scion, 
once again a car designed to appeal to young people. 

Toyota has also been a leader in positioning its whole 
range of vehicles to take advantage of emerging market 
segments. In the sports utility segment, its first offering was 
the expensive Toyota Land Cruiser, priced at over $35,000. 
Realizing the need for sports utility vehicles in other price 
ranges, it next introduced the 4Runner, priced at $20,000 
and designed for the average sports utility customer; the 
RAV4, a small sports utility vehicle in the low $20,000 
range, followed; then came the Sequoia, a bigger, more 
powerful version of the 4Runner in the upper $20,000 
range. Finally, taking the technology from its Lexus R3000 
vehicle, it introduced the luxury Highlander sports utility 
vehicle in the low $30,000 range. It now offers six models 
of sports utility vehicles, each offering a particular combi- 
nation of price, size, performance, styling, and luxury to 
appeal to a particular customer group within the sports 
utility segment of the car market. Toyota also positions its 
sedans to appeal to different sets of buyers. For example, 
the Camry, one of the best-selling cars in the United States, 
is targeted toward the middle of the market, to customers 
who can afford to pay about $25,000 and want a balance of 
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luxury, performance, safety, and reliability. The Camry also mum range of cars to produce. Toyota was not alone in its I 
has a small premium price relative to similar cars of its U.S. decision to produce a hatchback in 2002: other noticeable 
competitors, such as the Ford 500 and the GM Impala. competitors included BMW, which introduced the re- : 
Toyota’s broad differentiation business model is designed Mini Cooper; Honda’s new Civic hatchbacks; I 
based, on the demand side, on making a range of vehicles the already well-received PT Cruiser from Daimler- : 
that optimizes the amount of value it can create for dif- Chrysler; and Ford’s Fusion. In fact, the number of hatch- I 
ferent groups of customers. On the supply side, the num- back models doubled in the 2000s, as did the expected 
ber of models it makes is constrained by the need to _ number of sales (up to 750,000 vehicles). Competition in : 
maintain a low cost structure and to choose the car-pric- this market segment is now intense. Each car company 1 
ing options that will generate maximum sales revenues _ needs to anticipate the actions of its rivals, and each : 
and profits. The decision about how many kinds of vehi- _ hopes, like Toyota, that it has made the right choices to I 
cles to produce is also affected by the strategies of its ri- obtain a large share of customers in this important mar- 
vals because they are also trying to determine the opti- _ket segment.‘ } 
4 
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the second largest global carmaker by sales after GM, but it is many times as prof- 
itable as GM, Ford, and most other carmakers. 

Why has Toyota been so successful in pursuing a business model based on broad 
differentiation? Toyota is a leader in continuously improving manufacturing tech- 
niques to lower its cost structure. Recall that changes in technology, such as the con- 
stantly improving flexible manufacturing technologies we discussed in Chapter 4, as 
well as new digital, electronic, and information technologies (which we examine in 
detail in Chapter 7), have made it possible for all companies to reduce their cost 
structure if they can implement it in the right way. New technologies also provide 
many opportunities to increase product differentiation while maintaining a low cost 
structure. Technological developments often provide many ways for a company that 
has traditionally pursued a pure differentiation strategy to do so at a significantly 
lower cost so that it can choose a lower pricing option and build demand. 

Companies like Toyota are continuously experimenting with new ways to reduce 
costs and segment their markets. The use of robots and flexible manufacturing cells 
reduces the costs of retooling the production line, and the costs associated with small 
production runs make it much easier to produce a wide variety of vehicle models and 
maintain an efficient cost structure. Today, flexible manufacturing enables a com- 
pany pursuing differentiation to manufacture a range of products at a cost compara- 
ble to that of the cost leader. BMW, for example, has taken advantage of flexible man- 
ufacturing technologies to reduce its costs, and it has also chosen to charge only a 
modest premium price to boost its sales revenues. This new strategy has worked: its 
market share and profitability have increased in recent years. 

Indeed, the ability of flexible manufacturing to substantially reduce the costs of 
differentiating products has promoted the trend toward market fragmentation and 
niche marketing in many consumer goods industries, such as mobile phones, com- 
puters, and appliances. Another way that a differentiated producer may be able to re- 
alize significant economies of scale is by standardizing many of the component parts 
used in its end products. Toyota’s various models of sports utility vehicles are built on 
only three different car platforms. As a result, Toyota is able to realize significant 
economies of scale in the manufacture and bulk purchase of standardized compo- 
nent parts, despite its high level of market segmentation. 
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The way in which a business model based on broad differentiation can disrupt 
industry competition and change the rules of the competitive game is illustrated in 
Figure 5.10, which contrasts the car industry as it was in the days of mass production 
with the industry in the days of lean production. The value frontier (V) represents 
the most value that could be produced using mass-production technology, and at 
that time, GM was the broad differentiator, with its five divisions producing cars that 
gave it an 80% share of the U.S. car market. Toyota is shown as the focused cost 
leader on the value creation frontier because it was learning the skills involved in lean 
production. On the other hand, Porsche and Jaguar are shown as the differentiators 
on the value creation frontier: their pricey cars sold because of their innovative fea- 
tures, exceptional styling, and European origin. 

On the V, frontier, GM was the dominant company, but as Toyota grew, its contin- 
uous ability to make high-quality cars efficiently and then to expand into more and 
more market segments changed the rules of the competitive game. Today, in an era of 
lean production, Toyota is the successful broad differentiator and has pushed out the 
value frontier to V>, meaning that customers now receive substantially more perform- 
ance, safety, and luxury from their cars than they did ten or twenty years ago; in 
essence, they get more value for their money. Where is GM today? To survive, GM has 
had to develop skills in lean manufacturing, and this has allowed it to move up to the 
V, frontier. However, GM cannot match Toyota’s low cost structure, and it has also had 
to dramatically cut the number of models it offers to customers because it cannot sell 
its cars at profitable prices. By 2004, its market share had fallen to 26%, and today it is 
creating far less value than Toyota, something reflected in its ROIC and stock price. 

Jaguar, now owned by Ford, is also in a desperate position. Ford has tried to 
reduce Jaguar’s cost structure and strengthen its styling and image, which has always 
been the key to its cars’ differentiated appeal. By 2004, it was clear its strategies had 
not worked: demand for Jaguars had been falling, while demand for BMWs, Mercedes, 
and Lexus cars had been soaring. As for Porsche, it also had to learn lean production 
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skills; however, its task is a little easier because it only produces a few sports car mod- 
els. In addition, its engineers have kept their performance and handling at the leading 
edge of technological developments, so that today Porsche enjoys record sales and 
profits. Toyota and Porsche are on the value frontier at V,; although GM and Jaguar 
have moved forward to Vj, their enormous losses in the last twenty years because of 
their failure to reach the value creation frontier have led to major falls in their market 
share and profits. Intense competition from ever advancing technology and from 
countries like China that have low-cost labor has been transforming competition in 
many industries, including the car industry. Carmakers have been trying to find ways 
to compete with Toyota and reach the new value frontier—however, Toyota is contin- 
ually pushing the frontier out to the right. 

One set of business-level strategies that a broad differentiator commonly uses to 
maintain a low cost structure is to make a vehicle targeted at one segment of the global 
market and then allow only limited customization of that vehicle. For example, car- 
makers throughout the world are offering customers a mid-priced sedan with an 
economy, luxury, or sports package to appeal to this principal market segment. Pack- 
age offerings substantially lower manufacturing costs because long production runs of 
the various packages are possible. Once again, the company sees gains from both dif- 
ferentiation and low cost. Just-in-time inventory systems can also help reduce costs 
and improve the quality and reliability of a company’s products. Toyota’s cost of goods 
sold is the lowest of any carmaker, and although Ford and Chrysler have spent billions 
to lower their costs, Toyota continues to push the value frontier out to the right, as al- 
ready mentioned. In 2004, for example, its hybrid car, the Prius, which is powered by 
both a gasoline engine and a battery, became popular because of rising gas prices. Toy- 
ota has licensed the rights to use its hybrid technology to Ford and GM, and more and 
more companies are planning to bring out a range of hybrid vehicles. 

Finally, many companies, such as Dell and Amazon.com, have been using the 
Internet and e-commerce as a way of becoming a broad differentiator. Both companies 
have been rapidly expanding the range of products they offer to customers and taking 
advantage of their highly efficient materials-management systems to drive down 
costs compared to bricks-and-mortar retailers. The Internet is a highly cost-effective 
way to inform millions of potential customers about the nature and quality of a com- 
pany’s products. Also, when customers do their own work on the Internet, such as by 
managing their own finances, stock trades, bill paying, travel booking, and purchas- 
ing, a company has shifted these costs to the customer and is no longer bearing them. 
Direct selling to the customer also avoids the need to use wholesalers and other inter- 
mediaries, which results in great cost savings. It has been estimated that 40% of the 
profit in a new car goes to the dealership that sells the car and covers costs such as 
those associated with marketing the car. 


e Competitive As this whole discussion suggests, competition in an industry is dynamic. New devel- 
Positioning and opments such as (1) technological innovations that permit increased product differ- 
Strategic Groups — entiation, (2) the identification of new customer groups and market segments, and 
(3) the continual discovery of better ways to implement a business model to lower 

the cost structure continually change the competitive forces at work in an industry. 

In such a dynamic situation, the competitive position of companies can change rap- 

idly. Higher-performing companies are able to gain from positioning themselves 

competitively to pursue broad differentiation. On the other hand, poorer-performing 

companies are often slow to recognize how their competitive position is changing 

because of the actions of their rivals, so they often find their competitive advantage 

disappearing. Strategic group analysis, which we discussed in Chapter 2, is a useful 
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tool to help companies in an industry better understand the dynamics of competitive 
positioning so they can change their business models to position themselves to 
achieve superior performance. 

A company’s business model determines how it will compete for customers in a 
particular market segment, market, or industry, and typically several companies are 
competing for the same set of customers. This means that the business-level strategies 
pursued by one company affect the strategies pursued by the others, and over time 
companies competing for the same customers become rivals locked in a competitive 
struggle. The goal is to be the company that reaches or pushes out the value creation 
frontier to obtain a competitive advantage and achieve above-average profitability. 

Within most industries, strategic groups emerge, with all companies within each 
group pursuing a similar business model.!* All companies in an industry competing 
to be the cost leader form one strategic group, all those seeking some form of differ- 
entiation advantage form another, and companies that have developed a broad dif- 
ferentiation strategy constitute another strategic group. Companies pursuing focused 
differentiation or focused cost leadership form yet other strategic groups. 

The concept of strategic groups has a number of implications for competitive posi- 
tioning. First, strategic managers must map their competitors according to their choice 
of business model. They can then identify the sets of strategies their rivals have decided 
to pursue, such as what customer needs to satisfy, which customer groups to serve, 
and which distinctive competencies to develop. They can then use this knowledge to 
position themselves closer to customer and differentiate themselves from their com- 
petitors. In other words, careful strategic-group analysis allows managers to uncover 
the most important bases of competition in an industry and to identify products and 
market segments where they can compete most successfully for customers. Such analy- 
sis also helps to reveal what competencies are likely to be most valuable in the future so 
that companies can make the right investment decision. For example, the need to de- 
velop new models of cars that can be sold across the world and can be assembled reli- 
ably by low-cost labor has dominated competitive positioning in the global car indus- 
try. U.S. car companies have bought or formed alliances with almost every foreign car 
manufacturer to obtain marketing, design, or manufacturing knowledge. 

Second, once a company has mapped its competitors, it can better understand how 
changes taking place in the industry are affecting its relative standing vis-a-vis differenti- 
ation and cost structure, as well as identify opportunities and threats. Often a company’s 
nearest competitors are those companies in its strategic group that are pursuing a simi- 
lar business model. Customers tend to view the products of such companies as direct 
substitutes for each other. Thus, a major threat to a company’s profitability can arise 
from within its own strategic group when one or more companies find ways to either 
improve product differentiation and get closer to customers or lower their cost struc- 
ture. This is why companies today benchmark their closest competitors on major per- 
formance dimensions to determine if they are falling behind in some important respect. 
For example, UPS and FedEx are constantly examining each other’s performance. 

Because strategic-group analysis also forces managers to focus on the activities 
of companies in other strategic groups, it helps them to identify emerging threats 
from companies outside their strategic group, such as when a focused company has 
devised a business model that will bring sweeping changes to the industry. It also 
helps them understand opportunities that might be arising because of changes in 
the environment; in response to these changes, they might purchase a focused 
company and implement its business model across the entire company to absorb 
the threat. 
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Recall from Chapter 2 that different strategic groups can have a different standing 
with respect to each of Porter’s five competitive forces because these forces affect 
companies in different ways. In other words, the risk of new entry by potential com- 
petitors, the degree of rivalry among companies within a group, the bargaining 
power of buyers, the bargaining power of suppliers, and the competitive force of sub- 
stitute products can all vary in intensity among different strategic groups within the 
same industry. In the global car industry, for example, the smaller focused differen- 
tiators and cost leaders ran into trouble in the 1990s. Their input costs were rising, and 
they could not afford billions of dollars to design new models and build the new flexible 
manufacturing plants needed to produce them. Indeed, some European, Korean, and 
even Japanese companies started to lose billions of dollars. Large U.S. and European 
carmakers, which were also suffering from the emergence of Toyota and Honda as 
broad differentiators, realized that they had to reduce their cost structure to survive. 
The need to compete with Toyota and Honda led to a huge wave of global merger 
activity that has left just a handful of global giants to compete in the 2000s. For ex- 
ample, Daimler Benz took over Chrysler Suzuki, GM took control of Isuzu and 
Saab, Ford merged with Mazda and took over Jaguar and Volvo, and Renault took a 
controlling stake in Nissan to learn lean production techniques. Thus, the strategic- 
group map in the global car industry changed dramatically. Today, only a handful of 
focused companies like BMW and Porsche remain, and even they have forged al- 
liances with other carmakers. If they make a mistake in managing their business 
models, they will also become a target for one of the large global companies seeking 
to increase product differentiation. 

In sum, strategic-group analysis involves identifying and charting the business 
models and business-level strategies that industry rivals are pursuing. Managers can 
then determine which strategies are successful and unsuccessful and why a certain 
business model is working or not. They can also analyze how the relative competitive 
position of industry rivals, both those pursuing the same business model and those 
pursuing different business models, is changing over time. This knowledge allows 
them to either fine-tune or radically alter their business models and strategies to im- 
prove their own competitive position. 


eFailuresin Successful competitive positioning requires that a company achieve a fit between its 
Competitive strategies and its business model. Thus, a cost leader cannot strive for a high level of 
Positioning market segmentation, as a differentiator does, and provide a wide range of products 
because those choices would raise its cost structure too much and the company 
would lose its low-cost advantage. Similarly, a differentiator with a competency in in- 
novation that tries to reduce its expenditures on research and development, or one 
with a competency in after-sales service that seeks to economize on its sales force to 
decrease costs, is asking for trouble because it has implemented its business model in 

the wrong way. 

To pursue a successful business model, managers must be careful to ensure that the 
set of business-level strategies they have formulated and implemented are working in 
harmony to support each other and do not result in conflicts that ruin the competitive 
position the company is aiming for through its choice of business model. Many com- 
panies, through neglect, ignorance, or error—or perhaps because of the Icarus paradox 
discussed in Chapter 1—do not work to continually improve their business model, do 
not perform strategic-group analysis, and often fail to identify and respond to changing 
opportunities and threats in the industry environment. As a result, the company’s busi- 
ness model starts to fail because its business-level strategies do not work together and 
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its profitability starts to decline. Sometimes its performance can decline so quickly that 
the company is taken over by other companies or goes bankrupt. 

These companies have lost their position on the value creation frontier either be- 
cause they have lost the source of their competitive advantage or because their rivals 
have found ways to push out the value creation frontier and leave them behind. Some- 
times these companies initially pursued a successful cost-leadership or differentiation 
business model but then gradually began to pursue business-level strategies that worked 
against them. Unfortunately, it seems that most companies lose control of their business 
models over time, often because they become large, complex companies that are difficult 
to manage or because the environment is changing faster than they can change their 
business model—such as by adjusting product and market choices to suit changing in- 
dustry conditions. This is why it is so important that managers think strategically. 

In Chapter 1, we defined strategic intent as the way managers think about where 
they want their organization to be in the future and what kinds of resources and ca- 
pabilities they will need to achieve this vision. Strategic intent provides a company 
with a sense of direction and stretches managers at all levels to be more inventive or 
innovative and to make better use of resources. Moreover, it “implies a competitive 
distinct point of view about the future; it holds out to employees the promise of ex- 
ploring new competitive territory.”!? The experience of Holiday Inns, described in 
Strategy in Action 5.5, shows how a company can lose control of its business model 
but also how managers can change it to suit the changing competitive landscape. 

There are many factors that can cause a company to make competitive positioning 
errors. While some focused companies may succeed spectacularly for a time, a focuser 
can also make a major error when, in its rush to implement its business model, it over- 
expands and so loses control of its business model. Take People Express, a U.S. airline 
that was the first cost leader to emerge after deregulation of the U.S. airline industry. It 
started out as a specialized air carrier serving a narrow market niche: low-priced travel 
on the eastern seaboard. In pursuing focused cost leadership, it was very successful, 
but in its rush to expand to other geographic regions, it decided to take over other air- 
lines. These airlines were differentiators that had never pursued cost leadership; the 
purchases raised the company’s cost structure and it lost its competitive advantage 
against the other national carriers. In the end, People Express was swallowed up by 
Texas Air and incorporated into Continental Airlines. Herb Kelleher, the founder of 
Southwest Airlines, watched how People Express had failed, and he stuck to the cost- 
leadership business model. He took twenty years to build his national airline, but he 
never deviated from the strategies necessary to pursue cost leadership. 

In 2004, Southwest announced it might do away with its strategy of no seat reserva- 
tions and might make other changes to deal with its expanding route structure. This 
means that its top managers need to be vigilant in managing its cost structure. Another 
focus differentiator that ran into problems was Krispy Kreme Doughnuts, which began 
to expand the number of its stores rapidly in the 2000s as demand for its tasty product 
soared. By 2004, its cost structure was out of control. Its failure to implement its busi- 
ness model, combined with the fall in the demand for doughnuts because of the popu- 
larity of the Atkins diet, resulted in its first loss and its stock price has plummeted. 

Differentiators can also fail in the market and end up stuck in the middle if fo- 
cused competitors attack their markets with more specialized or low-cost products 
that blunt their competitive edge. This happened to IBM in the large-frame computer 
market when PCs became more powerful and able to do the job of the much more 
expensive mainframes. Of course, the increasing movement toward flexible manu- 
facturing has aggravated the problems facing both cost leaders and differentiators. 
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Holiday Inns on Six Continents 


The history of the Holiday Inns motel chain is one of the 
great success stories in U.S. business. Its founder, Kemmons 
Wilson, found motels to be small, expensive, and of unpre- 
dictable quality when he vacationed in the early 1950s. 
This discovery, along with the prospect of unprecedented 
highway travel that would come with the new interstate 
highway program, triggered a realization: there was an 
unmet customer need—a gap in the market for quality 
accommodations. Holiday Inns was founded to meet that 
need. From the beginning, Holiday Inns set the standard 
for offering motel features such as air conditioning and 
icemakers while keeping room rates reasonable. These 
amenities enhanced the motels’ popularity, and motel 
franchising, Wilson’s invention, made rapid expansion 
possible. By 1960, Holiday Inns could be found in almost 
every city and on every major highway. Before the 1960s 
ended, more than one thousand of them were in full op- 
eration, and occupancy rates averaged 80%. The concept 
of mass accommodation had arrived. 

The service that Holiday Inns offered appealed to the 
average traveler, who wanted a standardized product (a 
room) at an average price—the middle of the hotel room 
market. But by the 1970s, travelers were beginning to make 
different demands on hotels and motels. Some wanted lux- 
ury and were willing to pay higher prices for better accom- 
modations and service. Others sought low prices and ac- 
cepted rock-bottom quality and service in exchange. As the 
market fragmented into different groups of customers 
with different needs, Holiday Inns was still offering an un- 
differentiated, average-cost, average-quality product. 

Although Holiday Inns missed the change in the 
market and thus failed to respond appropriately to it, the 
competition did not. Companies such as Hyatt siphoned 
off the top end of the market, where quality and service 
sold rooms. Chains such as Motel 6 and Days Inns cap- 
tured the basic-quality, low-price end of the market. In 
between were many specialty chains that appealed to 


business travelers, families, or self-caterers (people who 
want to be able to cook in their hotel rooms). Holiday 
Inns’ position was attacked from all sides. As occupancy 
rates dropped drastically with increasing competition, 
profitability declined. 

Wounded but not dead, Holiday Inns began a coun- 
terattack. The original chain was upgraded to suit qual- 
ity-oriented travelers. Then, to meet the needs of differ- 
ent kinds of travelers, Holiday Inns created new hotel and 
motel chains: the luxury Crowne Plazas, the Hampton 
Inns serving the low-priced end of the market, and the 
all-suite Embassy Suites. Thus, Holiday Inns attempted to 
meet the demands of the many niches, or segments, of 
the hotel market that have emerged as customers’ needs 
have changed over time. These moves were successful in 
the early 1990s, and Holiday Inns grew to become one of 
the largest suppliers of hotel rooms in the industry. How- 
ever, by the late 1990s, falling revenues made it clear that 
with intense competition in the industry from other 
chains such as Marriott, Holiday Inns was once again los- 
ing its differentiated appeal. 

In the fast-changing hotel and lodging market, posi- 
tioning each hotel brand or chain to maximize customer 
demand is a continuing endeavor. In 2000, the pressure on 
all hotel chains to adapt to the challenges of global compe- 
tition and become globally differentiated brands led to the 
takeover of Holiday Inns and its incorporation into the in- 
ternational Six Continents Hotels chain. Today, around the 
globe, more than 3,200 hotels flying the flags of Holiday 
Inns, Holiday Inns Express, Crowne Plaza, Staybridge Suites 
by Holiday Inns, and luxury Inter-Continental Hotels and 
Resorts are positioning themselves to offer the services, 
amenities, and lodging experiences that will cater to al- 
most every travel occasion and guest need. In the 2000s, 
the company has undertaken a massive modernization 
campaign in the United States to take existing full-service 
Holiday Inns to their next evolution. Holiday Inns plans 
to have a room to meet the need of every segment of the 
lodging market anywhere in the world.‘ 
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No company is safe in the jungle of competition, and each must be constantly on the 
lookout to take advantage of competitive advantages as they arise. 

In sum, strategic managers must employ the tools discussed in this book to con- 
tinually monitor how well the business-level strategies that formulate and imple- 
ment their company’s business model are working. No task is more important than 
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ensuring that their company is optimally positioned against its rivals to compete for 
customers. And, as we have discussed, the constant changes occurring in the exter- 
nal environment, as well as through the actions of competitors who work to push 
out the value creation frontier, make competitive positioning a complex, demanding 
task that requires the highest degree of strategic thinking. This is why companies 
pay tens of millions of dollars a year to CEOs and other top managers who have 
demonstrated their ability to create and sustain successful business models. 
Summary of Chapter 
1. To create a successful business model, managers must 6. To develop a successful business model, strategic 
choose business-level strategies that give a company a managers have to devise a set of strategies that deter- 
competitive advantage over its rivals; that is, they mine (1) how to differentiate and price their product, 
must optimize competitive positioning. They must and (2) how much to segment a market and how wide 
first decide on (1) customer needs, or what is to be a range of products to develop. Whether these strate- 
satisfied; (2) customer groups, or who is to be satis- gies will result in a profitable business model now de- 
fied; and (3) distinctive competencies, or how cus- pends on strategic managers’ ability to provide cus- 
tomer needs are to be satisfied. These decisions deter- tomers with the most value while keeping their cost 
mine which strategies they formulate and implement structure viable. 
to put a company’s business model into action. 7. The value creation frontier represents the maximum 
2. Customer needs are desires, wants, or cravings that amount of value that the products of different compa- 
can be satisfied through the attributes or characteris- nies inside an industry can give customers at any one 
tics of a product. Customers choose a product based time by using different business models. Companies on 
on (1) the way a product is differentiated from other the value creation frontier are those that have the most 
products of its type and (2) the price of the product. successful business models in a particular industry. 
Product differentiation is the process of designing 8. The value creation frontier can be reached by choos- 
products to satisfy customers’ needs in ways that com- ing among four generic competitive strategies: cost 
peting products cannot. Companies that create some- leadership, focused cost leadership, differentiation, 
thing distinct or different can often charge a higher, or and focused differentiation. 
premium, price for their product. 9. A cost-leadership business model is based on lowering 
3. If managers devise strategies to differentiate a product the company’s cost structure so it can make and sell 
by innovation, excellent quality, or responsiveness to goods or services at a lower cost than its rivals. A cost 
customers, they are choosing a business model based leader is often a large, national company that targets 
on offering customers differentiated products. If the average customer. Focused cost leadership is de- 
managers base their business model on finding ways veloping the right strategies to serve just one or two 
to reduce costs, they are choosing a business model market segments. 
based on offering customers low-priced products. 10. A differentiation business model is based on creating 
4. The second main choice in formulating a successful a product that customers perceive as different or dis- 
business model is to decide which kind of product(s) to tinct in some important way. Focused differentiation 
offer to which customer group(s). Market segmenta- is providing a differentiated product for just one or 
tion is the way a company decides to group customers, two market segments. 
based on important differences in their needs or prefer- 11. The middle of the value creation frontier is occupied 
ences, in order to gain a competitive advantage. by broad differentiators; they have pursued their dif- 
5. There are three main approaches toward market seg- ferentiation strategy in a way that has also allowed 
mentation. First, a company might choose to ignore them to lower their cost structure over time. 
differences and make a product targeted at the average 12. Strategic-group analysis helps companies in an indus- 


or typical customer. Second, a company can choose to 
recognize the differences between customer groups 
and make a product targeted toward most or all of the 
different market segments. Third, a company might 
choose to target just one or two market segments. 


try better understand the dynamics of competitive 
positioning. In strategic-group analysis, managers 
identify and chart the business models and business- 
level strategies their industry rivals are pursuing. Then 
they can determine which strategies are successful and 
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unsuccessful and why a certain business model is 
working or not. In turn, this allows them to either fine- 
tune or radically alter their business models and strate- 
gies to improve their competitive position. 

13. Many companies, through neglect, ignorance, or 
error, do not work to continually improve their busi- 
ness model, do not perform strategic-group analysis, 


Discussion Questions 


1. Why does each generic business model require a dif- 
ferent set of business-level strategies? Give examples 
of pairs of companies in (a) the computer industry, 
(b) the electronics industry, and (c) the fast-food in- 
dustry that pursue different types of business models. 

2. How do changes in the environment affect the success 
of a company’s business model? 

3. What is the value creation frontier? How does each of 
the four generic business models allow a company to 
reach this frontier? 

4. How can companies pursuing cost leadership and 
differentiation lose their place on the value frontier? 


and often fail to identify and respond to changing op- 
portunities and threats. As a result, their business- 
level strategies do not work together, their business 
model starts to fail, and their profitability starts to de- 
cline. There is no more important task than ensuring 
that one’s company is optimally positioned against its 
rivals to compete for customers. 


In what ways can they regain their competitive ad- 
vantage? 

5. How can a focused company push the value creation 
frontier to the right? How does this affect other in- 
dustry competitors? On the other hand, how can 
changes in the value creation frontier threaten fo- 
cused companies? 

6. Why is strategic-group analysis important for supe- 
rior competitive positioning? 

7. What are some of the reasons companies lose control 
over their business models, and thus their competitive 
advantage, over time? 


=== 


SMALL-GROUP EXERCISE 
Finding a Strategy for a Restaurant 


Break up into groups of three to five and discuss the fol- 
lowing scenario. You are a group of partners contemplat- 
ing opening a new restaurant in your city. You are trying 
to decide how to position your restaurant to give it the 
best competitive advantage. 

1. Create a strategic-group map of the restaurants in 
your city by analyzing their generic business models 
and strategies. What are the similarities or differ- 
ences between these groups? 

2. Identify which restaurants you think are the most 
profitable and why. 

3. On the basis of this analysis, decide what kind of 
restaurant you want to open and why. 


ARTICLE FILE 5 


Find an example (or several examples) of a company 
pursuing one of the generic business models. What set of 
business-level strategies does the company use to formu- 
late and implement its business model? How successful 
has the company been? 


STRATEGIC MANAGEMENT PROJECT 
Module 5 


This part of the project focuses on the nature of your 
company’s business model and business-level strategies. 
If your company operates in more than one business, 
concentrate on either its core, or most central, business 
or on its most important businesses. Using all the infor- 
mation you have collected on your company so far, an- 
swer the following questions: 

1. How differentiated are the products or services of 
your company? What is the basis of its differentiated 
appeal? 

2. What is your company’s strategy toward market seg- 
mentation? If it segments its market, on what basis 
does it do so? 

3. What distinctive competencies does your company 
have? (Use the information on functional-level 
strategy in the last chapter to answer this question.) 
Is efficiency, quality, innovation, responsiveness to 
customers, or a combination of these factors the 
main driving force in your company? 


=m ee ee ee eee ee eee ee eee ee ee ee ee ee ee ee 


PART 3 Strategies 


i 


What generic business model is your company pursu- 
ing? How has it formulated and implemented a set of 
business-level strategies to pursue this business model? 
What are the advantages and disadvantages associ- 
ated with your company’s choice of business model 
and strategies? 

Is your company a member of a strategic group in 
an industry? If so, which one? 

7. How could you improve your company’s business 
model and strategies to strengthen its competitive 
advantage? 


ETHICS EXERCISE 


George Vargus had just been hired as a salesperson for a 
large construction company in town. His assignment was 
to go out and land large contracts for the company. For 
the first few months, George would be shadowing the 
company’s other salesperson, Bill Carle. During George’s 
first week, Bill, with George in tow, attended at least one 
meeting per day. Most of these meetings occurred during 
lunch or dinner and lasted for hours. George enjoyed the 
easy pace of the job, along with the good food and abun- 
dant drink that seemed to be an integral part of the 
process. Compared to his last job working as a salesper- 
son for a home renovation store, this job was heaven. 
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During his second week on the job, George began to 
have second thoughts. He and Bill continued to attend 
long, enjoyable lunches and dinners, but George was be- 
ginning to wonder if this was the way that he wanted to 
conduct business. Extraordinary amounts of money were 
being spent wining and dining potential clients and it al- 
most felt like bribery. He asked Bill about it, wondering if 
they should be taking clients down to sites currently 
under construction and showing them recent buildings, 
among other things, but Bill simply said, “Hey, this is 
sanctioned by the higher ups—I’m certainly not going to 
turn down the chance to do business like a king.” 

Finally it was George’s last week shadowing Bill. As 
usual, they took a group of people looking to build a 
high-end condominium complex downtown to a five- 
star restaurant. As the evening began to wind down, one 
of the group members asked Bill, “Can you hook us up 
with the nightlife, if you know what I mean?” When Bill 
agreed, George knew that this just wasn’t the job for him. 
The next day, he resigned. 

1. Define the ethical issue presented in this case. 
Do you think George should have quit his job? 
What would you have done in George’s position? 
Do you think Bill’s method of conducting business 
was ethically inappropriate? Why or why not. 
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Samsung Changes Its Business Model Again and Again 


In the 2000s, Samsung, based in Seoul, Korea, has risen to 
become the most profitable consumer electronics company 
in the world. Since 1999, its revenues have doubled, and it 
has become the second most profitable global technology 
company after Microsoft.2? The story of how Samsung’s 
business model has changed over time explains how the 
company has reached its enviable position. 

In the 1980s, Samsung watched as Japanese compa- 
nies like Sony and Matsushita (the maker of Panasonic 
and JVC products) turned out thousands of innovative 
new consumer electronics such as the Walkman, home 
video recorders, high-quality televisions, and compact 
disk players. Samsung’s strategy was to see which of 
these products and which of their specific features, such 


as a TV with a hard disk that can store movies, cus- 
tomers liked the best. Then Samsung’s engineers would 
find ways to imitate this technology, just as Japanese 
companies had imitated U.S. electronics companies in 
the 1950s when they were the world’s leading electronics 
makers. Samsung would make a low-cost copy of these 
products and sell them at lower prices than Japanese 
companies. While this strategy was profitable, however, 
Samsung was not in the league of Japanese companies 
like Sony, which could charge premium prices for their 
electronics and then continually plow their enormous 
profits back into research to make ever more advanced 
state-of-the-art electronics—and thus increase their 
profitability. 
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Samsung continued to pursue its low-cost strategy 
until the mid-1990s, when its chair, Lee Kun Hee, made a 
major decision. Sensing the emerging threat posed by 
China and other Asian countries whose cheap labor would 
rob Samsung of its low-cost advantage, Lee realized that 
Samsung needed to find a way to enter the big leagues 
and compete directly against the Japanese giants. The 
question was: How could Samsung do this, given that 
companies like Sony, Panasonic, and Hitachi were leaders 
in electronics research and development? 

Lee began his new strategy by closing down thirty- 
two unprofitable product divisions and laying off 40% of 
Samsung’s work force. Having lowered its cost structure, 
Samsung could now invest much more of its capital in 
product research. Lee decided to concentrate Samsung’s 
research budget on new-product opportunities in areas 
like microprocessors, LCD screens, and other new kinds 
of digital components that he sensed would be in de- 
mand in the coming digital revolution. Today, Samsung is 
a major supplier of chips and LCD screens to all global 
electronics makers, and it can produce these components 
at a much lower cost than electronics makers can because 
it is farther down the experience curve. 

The focus of Lee’s new strategy, however, was on de- 
veloping research and engineering skills that would allow 
the company to quickly capitalize on the technology 
being innovated by Sony, Matsushita, Phillips, and Nokia. 
His engineers would take this technology and rapidly de- 
velop and improve it to create new and improved prod- 
ucts that were more advanced than those offered by 
Japanese competitors. Samsung would produce a wider 
variety of products than competitors but only in rela- 
tively small quantities. Then, as its new products were 
sold in stores, newer electronic models that were still 
more advanced would replace them. One advantage of 
speeding products to market is that inventory does not sit 
in Samsung’s warehouses or stores, nor does Samsung 
need to stock large quantities of components because it 
needs only enough to make its budgeted output of a par- 
ticular product. So by making speed the center of its dif- 
ferentiation strategy, Samsung was able to make more ef- 
ficient use of its capital even as it introduced large 
numbers of new products to the market. 

At the same time, Samsung’s ability to innovate a 
large number of advanced products attracts customers 
and has allowed it to build its market share. Today, for ex- 
ample, while Nokia can claim to be a leading cell phone 
innovator, Samsung was the first to realize that customers 
wanted a color screen for their phone to allow them to 


play games and a built-in camera that would allow them 
to send photographs to their friends. Both these incre- 
mental advances have allowed Samsung to dramatically 
increase its share of the cell phone market. To compete 
with Samsung, Nokia has had to learn how to innovate 
new models of cell phones rapidly. Although in the 2000s 
Nokia has introduced new phones more quickly, Samsung 
has been able to do so even faster.”! 

By making speed of new-product development the 
center of its business model, Samsung also was able to move 
ahead of its other major competitors like Sony. Because of 
its focus on developing new technology and because of the 
slow speed of decision making typical in Japanese compa- 
nies, Sony was hard hit by Samsung’s success, and its prof- 
itability and stock price declined sharply in the 2000s. 
Today, Samsung is not just imitating Sony’s leading-edge 
technology but is also developing its own, as shown by the 
fact that in 2004, Sony and Samsung announced a major 
agreement to share the costs of basic research into improv- 
ing LCDs, which run into billions of dollars. 

Today, Samsung is in the first tier of electronics makers 
and is regarded by many as one of the most innovative com- 
panies in the world. Almost a quarter of Samsung’s 80,000 
employees work in one of its four research divisions— 
semiconductors, telecommunications, digital media, and 
flat-screen panels. Because many of its products require 
components developed by all four divisions, it brings re- 
searchers, designers, engineers, and marketers from all its 
divisions together in teams at its research facility outside 
Seoul to spur the innovation that is the major source of 
its success. At the same time, it can still make many elec- 
tronic components at a lower cost than its competitors, 
which has further contributed to its high profitability. 
Given the rapid technological advances in China, how- 
ever, it appears that Chinese companies may soon be able 
to make some of their components at a lower cost than 
Samsung, thus doing to Samsung what Samsung did to 
companies like Sony. Samsung is relying on the speed of 
its research and engineering to fight off their challenge, 
but all global electronics makers are now in a race to 
speed their products to market. 


Case Discussion Questions 


1. How has Samsung’s business model and strategies 
changed over time? 


2. What is the basis of Samsung's current business model? 
In what ways is it trying to improve its competitive ad- 
vantage? (Go to the Internet and update the case.) 


CHAPTER Business-Level Strategy and 


the Industry Environment 


OPENING CAse 


Competition Gets Ugly in the Toy Business 


The rapid pace at which the world is changing is forcing strategic managers at all kinds of com- 
panies to speed up their decision making, otherwise they get left behind by agile competitors 
who do respond faster to changing customer fads and fashions. Nowhere is this truer than in the 
global toy industry, where in the doll business, worth over $10 billion a year in sales, vicious 
combat is raging. The largest global toy company, Mattel, has earned tens of billions of dollars 
from the world’s best-selling doll, Barbie, since it introduced her almost fifty years ago.' Mothers 
who played with the original dolls bought them for their daughters, and then granddaughters, 
and Barbie became an American icon. However, Barbie’s advantage as best-selling global doll led 
Mattel’s managers to make major strategic errors in the 2000s. 

Barbie and all Barbie accessories accounted for almost 50% of Mattel’s toy sales in the 
1990s, so protecting its star product was crucial. The Barbie doll was created in the 1960s when 
most women were homemakers, and her voluptuous shape was a response to a dated view of 
what the “ideal” woman should look like. Barbie’s continuing success, however, led Bob Eckert, 
Mattel’s CEO, and his top managers to underestimate how much the world had altered. 
Changing cultural views about the role of girls, women, sex, marriage, and working women in 
the last decades shifted the tastes of doll buyers. But Mattel’s managers continued to bet on 
Barbie’s eternal appeal and collectively bought into an “If it’s not broken, don’t fix it” ap- 
proach. In fact, given that Barbie was the best-selling doll, they thought it might be dangerous 
to make major changes to her appearance; customers might not like these product develop- 
ment changes and might stop buying her. Mattel’s top managers decided not to rock the boat, 
they left the brand and business model unchanged and focused their efforts on developing new 
digital kinds of toys. 

So Mattel was unprepared when a challenge came along in the form of a new kind of doll, 
the Bratz doll, introduced by MGA Entertainment. Many competitors of Barbie had emerged 
over the years—the doll business is highly profitable—but no other doll had matched Barbie’s 
appeal to young girls (or their mothers). The marketers and designers behind the Bratz line of 
dolls had spent a lot of time discovering what the new generation of girls, especially those aged 
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seven to eleven, wanted from a doll, however. And it 
turned out that the Bratz dolls they designed met the de- 
sires of these girls. Bratz dolls have larger heads and over- 
sized eyes, wear lots of makeup and short dresses, and are 
multicultural to give each doll “personality and attitude.” 
The dolls were designed to appeal to a new generation of 
girls brought up in a fast-changing fashion, music, and 
television market/age. The Bratz dolls met the untapped 
needs of “tween” girls and the new line took off. MGA 
quickly licensed the rights to make and sell the doll to toy 
companies overseas, and Bratz quickly became a serious 
competitor of Barbie. 

Now Mattel was in trouble. Its strategic managers had 
to change its business model and strategies and bring 
Barbie up to date. Mattel’s designers must have been 
wishing they had been adventurous and made more radi- 
cal changes earlier when they did not need to change. 
However, they decided to change Barbie’s “extreme” vital 
statistics; they killed off her old-time boyfriend Ken and 
replaced him with Blaine, an Aussie surfer, and so on.? 
They also recognized they had waited much too long to 
introduce their own new lines of dolls to meet the chang- 
ing needs of tween and other girls in the 2000s. So in 
2002, they rushed out the My Scene line of dolls, which 
were obvious imitations of Bratz dolls. This new line has 
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not matched the popularity of Bratz dolls. Mattel also 
introduced a new line called Flava in 2003 to appeal to 
even younger girls, but this line flopped completely. At 
the same time, the decisions that they made to change 
Barbie and her figure, looks, clothing, and boyfriends 
came too late, and sales of Barbie dolls continued to fall. 

By 2006, sales of the Barbie collection had dropped 
30%, a serious matter because Mattel’s profits and stock 
price hinge on Barbie’s success, and so they both plunged. 
Analysts argue that Mattel had not paid enough attention 
to its customers’ changing needs and to introducing the 
new and improved products necessary to keep a company 
on top of its market. Mattel brought back Ken in 2006. 
Then, in a sign of its mounting problems, in November 
2006 Mattel’s lawyers filed suit against MGA Entertain- 
ment arguing that the Bratz dolls’ copyright rightfully 
belonged to them. Mattel complained that the head 
designer of Bratz was a Mattel employee when he made 
the initial drawings for the dolls and that they had ap- 
plied for copyright protection on a number of early 
Bratz drawings. In addition, they claimed that MGA 
hired key Mattel employees away from the firm and that 
these employees stole sensitive sales information and 
transferred it to MGA. Clearly, competition in the doll 
business is getting ugly. 


As Mattel’s problems with its Barbie doll suggests, a company’s business model cannot just 
be created and left to take care of itself. If strategic managers do create a successful business 
model, they still face another challenge: the need to continually formulate and implement 
business-level strategies to sustain their competitive advantage over time in different kinds 
of industry environments. Different industry environments present particular kinds of 
opportunities and threats for companies, and a company’s business model and strategies 
have to adapt and change to meet the changing environment. 

This chapter first examines how companies in fragmented industries can develop 
new kinds of business-level strategies to strengthen their business models. It then 
considers the challenges of developing and sustaining a competitive advantage in 
embryonic, growth, mature, and declining industries. By the end of this chapter, you 
will understand how forces in the changing industry environment require managers 
to pursue new kinds of business-level strategies to strengthen their company’s busi- 
ness model and keep it at the value creation frontier. 
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Strategies in Fragmented Industries 


A fragmented industry is one composed of a large number of small and medium- 
sized companies—for example, the dry cleaning, restaurant, health club, and legal 
services industries. There are several reasons that an industry may consist of many 
small companies rather than a few large ones.* 

First, fragmented industries are characterized by low barriers to entry because of 
the lack of economies of scale. Many homebuyers, for example, prefer dealing with 
local real estate agents, whom they perceive as having better local knowledge than na- 
tional chains. Second, in some industries, there may even be diseconomies of scale. In 
the restaurant business, for example, customers often prefer the unique food and style 
of a popular local restaurant rather than the standardized offerings of some national 
chain. Third, low entry barriers that permit constant entry by new companies also 
serve to keep an industry fragmented. The restaurant industry exemplifies this situa- 
tion. The costs of opening a restaurant are moderate and can be borne by a single en- 
trepreneur. High transportation costs, too, can keep an industry fragmented, and local 
or regional production may be the only efficient way to satisfy customers’ needs, as in 
the cement business. Finally, an industry may be fragmented because customers’ 
needs are so specialized that only small job lots of products are required, and thus 
there is no room for a large mass-production operation to satisfy the market. 

For some fragmented industries, these factors dictate that the focus business 
model will be the most profitable to pursue. Companies may specialize by customer 
group, customer need, or geographic region, so that many small specialty companies 
operate in local or regional markets. All kinds of custom-made products—furniture, 
clothing, hats, boots, and so on—fall into this category, as do all small service opera- 
tions that cater to particular customers’ needs, such as laundries, restaurants, health 
clubs, and furniture rental stores. Indeed, service companies make up a large propor- 
tion of the enterprises in fragmented industries because they provide personalized 
service to clients and therefore need to be responsive to customers’ needs. 

However, strategic managers are eager to gain the cost advantages of pursuing cost 
leadership or the sales/revenue-enhancing advantages of differentiation by circum- 
venting the competitive conditions that have allowed focus companies to dominate 
an industry. Essentially, companies have searched for new business-level strategies 
that will allow them to consolidate a fragmented industry in order to enjoy the much 
higher potential returns possible in a consolidated industry. These companies include 
large retailers such as Wal-Mart and Target; fast-food chains such as McDonald’s and 
Burger King; movie rental chains such as Blockbuster and Hollywood Video; chains 
of health clubs such as Bally’s, and President and First Lady; repair shops like Midas 
Muffler; and even lawyers, consultants, and tax preparers. 

To grow, consolidate their industries, and become the industry leaders, these compa- 
nies have developed strategies such as chaining, franchising, creating horizontal mergers, 
and also using the Internet and information technology (IT) in order to realize the ad- 
vantages of a cost-leadership or differentiation business model. In doing so, these com- 
panies have pushed out the value creation frontier to the right, with the result that many 
focus companies have lost their competitive advantage and have disappeared. 

Many of the new leaders pioneered a new business model in an industry that low- 
ers costs or confers a differentiation advantage (or both). They do this by competing 
in a very different way from established rivals. Managers in a fragmented industry 
must seek out cost or differentiation advantages that others have not recognized. 
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e Chaining Companies such as Wal-Mart and Midas International pursue a chaining strategy to 
obtain the advantages of cost leadership. They establish networks of linked merchandis- 
ing outlets that are so interconnected by advanced IT that they function as one large 
business entity. The consolidated buying power that these companies possess 
through their nationwide store chains allows them to negotiate large price reductions 
with their suppliers, which promotes their competitive advantage. They overcome 
the barrier of high transportation costs by establishing sophisticated regional distri- 
bution centers, which can economize on inventory costs and maximize responsive- 
ness to the needs of stores and customers. They also realize economies of scale from 
sharing managerial skills across the chain and from using nationwide, rather than 
local, advertising. 

The U.S. food retail business during the 1950s, when supermarkets revolution- 
ized the business model behind the selling of food products, is a good example of the 
advantages of chaining. Prior to the development of supermarkets, the food retail 
industry was fragmented, with many small mom-and-pop retailers selling a limited 
range of products and providing full service to customers, including home delivery. 
The first supermarkets were usually regionally based, with fewer than 100 stores, and 
they differentiated themselves by offering a much larger selection of items in a big 
store layout. At the same time, they lowered their costs by moving from a full-service 
to a self-service strategy (they needed far fewer employees to run a store), and they 
passed on those cost savings to customers in the form of lower prices. In other words, 
the supermarkets competed in a very different way from established food retailers: 
they adopted a new business model. 

As the supermarkets started to grow, opening hundreds of more stores, they were 
able to capture scale economies that were not available to smaller retailers. For exam- 
ple, by clustering their stores around central distribution warehouses in different 
cities and eventually regions, they were able to gain distribution efficiencies and 
reduce the amount of inventory they had to hold in a store. Also, by buying from 
vendors in large quantities, they were able to demand deep price discounts that they 
passed on to customers in the form of lower prices, enabling the supermarkets to 
gain even more market share from smaller retailers. In the 1970s and 1980s, the 
supermarkets were also the first to introduce information systems based on point-of- 
sale terminals that tracked the sale of individual items. The information provided by 
the point-of-sale terminals enabled the supermarkets to optimize their stocking of 
items, quickly cutting back on items that were not selling and devoting more shelf 
space to items that were selling faster. Reducing the need to hold inventory took even 
more costs out of the systems and ensured a good match between customer demands 
and items in the supermarket, which further differentiated the supermarkets from 
smaller retailers. Although these information systems were expensive to implement, 
the supermarkets could spread the costs over a large volume of sales. The small 
mom-and-pop retailers could not afford such systems because their sales base was 
too small. As a consequence of these developments, the food retail industry was 
becoming consolidated by the 1980s, a trend that is accelerating today. The small 
mom-and-pop food retailer is now almost extinct. 

The new supermarket business model that provided cost and differentiation ad- 
vantages over the old established mom-and-pop model has been applied to a wide 
range of retail industries, consolidating one after the other. Barnes & Noble and 
Borders applied the supermarket business model to book retailing; Staples applied it 
to office supplies; Best Buy, to electronics retailing; Home Depot, to building sup- 
plies; and so on. In each case, the companies that pursued a business model based on 
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cost leadership or differentiation changed the competitive structure of the industry 
to its advantage, consolidating the industry and weakening the five forces of compe- 
tition in the process. 


Like chaining, franchising is a business-level strategy that allows companies, particu- 
larly service companies such as McDonald’s or Century 21 Real Estate, to enjoy the 
competitive advantages that result from cost leadership or differentiation. In fran- 
chising, the franchiser (parent) grants to its franchisees the right to use the parent’s 
name, reputation, and business model in a particular location or area in return for a 
sizable franchise fee and often a percentage of the profits. 

One particular advantage of this strategy is that, because franchisees essentially 
own their businesses, they are strongly motivated to make the companywide business 
model work effectively and make sure that quality and standards are consistently 
high so that customers’ needs are always satisfied. Such motivation is particularly 
critical for a differentiator that must continually work to maintain its unique or dis- 
tinctive appeal. In addition, franchising lessens the financial burden of swift expan- 
sion and so permits rapid growth of the company. Finally, a nationwide franchised 
company can reap the advantages of large-scale advertising, as well as economies in 
purchasing, management, and distribution, as McDonald’s does very efficiently in 
pursuing its cost-leadership model. 


Companies such as Anheuser-Busch, Dillard’s, and Blockbuster chose a strategy of 
horizontal merger to consolidate their respective industries. For example, Dillard’s 
arranged the merger of regional store chains in order to form a national company. By 
pursuing horizontal merger, companies are able to obtain economies of scale or secure 
a national market for their product. As a result, they are able to pursue a cost-leadership 
or a differentiation business model (although Dillard’s has been struggling to pursue 
its differentiation model effectively). The many important strategic implications of 
horizontal mergers are discussed in detail in Chapter 9. 


The arrival of new technology often gives a company the opportunity to develop new 
business strategies to consolidate a fragmented industry. Amazon.com and eBay, for 
example, used the Internet, and the associated strategies e-commerce makes possible, 
to pursue a cost-leadership model and consolidate the fragmented auction and 
bookselling industries. Before eBay, the auction business was extremely fragmented, 
with local auctions in cities being the principal way in which people could dispose of 
their antiques and collectibles. By harnessing the Internet, eBay can now assure sellers 
that they are getting wide visibility for their collectibles and are likely to receive a 
higher price for their product. Similarly, Amazon.com’s success in the book market 
has accelerated the consolidation of the book retail industry, and many small book- 
stores have closed because they cannot compete by price or selection. Clear Channel 
Communications, profiled in Strategy in Action 6.1, used many of the strategies dis- 
cussed above to become the biggest radio broadcaster in the United States. 

The challenge in a fragmented industry is to figure out the best set of strategies to 
overcome a fragmented market so that the competitive advantages associated with 
pursuing one of the different business models can be realized. It is difficult to think 
of any major service activities—from consulting and accounting firms to businesses 
satisfying the smallest customer need, such as beauty parlors and car repair shops— 
that have not been consolidated by companies seeking to pursue a more profitable 
business model. 


CHAPTER 6 Business-Level Strategy and the Industry Environment 


Clear Channel Creates a National 
Chain of Local Radio Stations 


Clear Channel Communications started out with only 
one radio station in San Antonio in 1995, following a pat- 
tern that was then typical of the radio broadcasting in- 
dustry. Historically, the industry was fragmented because 
a federal law prevented any company from owning more 
than forty stations nationwide; as a result, a large propor- 
tion of the local radio stations were independently owned 
and operated. Clear Channel took advantage of the repeal 
of this law in 1996 to start buying radio stations and, most 
importantly, to develop a business model (which today is 
one of broad differentiation) that would allow it to obtain 
the gains from consolidating this fragmented industry. By 
2005, it operated over 1,200 U.S. radio stations. 

Clear Channel's strategic managers recognized from the 
beginning that the major way to increase the profitability of 
city and small town radio stations was to obtain economies 
of scale from operating and marketing on a national level. 
The issue was to find ways to raise the quality of its pro- 
gramming to increase its value to listeners, increase the 
number of listeners, and thus increase advertising revenues 
(because advertising rates are based on the number of listen- 
ers). At the same time, it needed to find ways to reduce each 
station’s high operating costs, that is, lower its cost structure. 
How to do both simultaneously was the challenge. 

On the value side of the equation, an important issue 
was how to achieve economies of scale from having a na- 
tional reach while maintaining local ties to the commu- 
nity. Many listeners like to feel they are listening to a local 
station that understands who they are and what their 
needs are. Yet if all programming and service are handled 
on a local level, how can economies of scale from a na- 
tional base be achieved? Most cost savings come from 
standardizing service across stations, from broadcasting 
uniform content. In addition, local listeners often become 
used to the glitzy, slick productions put on by national 
cable television broadcasting companies such as MTV 
and the main television networks. Because they are na- 
tional, these companies can afford to pay large sums to 
stars and celebrities and invest heavily in developing 
quality products. Such large expenditures are beyond 
most radio stations’ budgets and simply increase the cost 
of goods sold too much. Moreover, advertising rates had 
to be kept at a level that both large national companies 


and small local ones would find acceptable; they could 
not simply be raised to cover higher costs. 

Clear Channel’s managers began to experiment with 
information technology and the Internet and took ad- 
vantage of emerging digital technology that allowed for 
the easy and rapid manipulation and transfer of large vol- 
umes of data. By the late 1990s, music and programming 
could easily be recorded, stored in digital format, and ed- 
ited. Its managers hit on a strategy called voice tracking. 
To obtain economies of scale, Clear Channel employed 
popular regional or national DJs to record its daily pro- 
grams, and these same DJs customized their productions 
to suit the needs of local markets. For example, one tech- 
nology allows DJs to isolate and listen to the end of one 
track and the beginning of the next; then they can insert 
whatever talk, news, or information is appropriate be- 
tween tracks as and when they like. The local stations 
supply this local information; after they have customized 
their program, the DJs send it over the Internet, where 
the local operators handle it. This practice has enormous 
advantages. On the cost side, the programming costs of a 
limited number of popular DJs are much lower than the 
cost of employing an army of local DJs. On the differenti- 
ation side, the quality of programming is much higher 
because Clear Channel can invest more in its program- 
ming and because the appeal of some DJs is much higher 
than others. Over time, higher-quality programming in- 
creases the number of listeners, and this attracts more na- 
tional advertisers, whose digital advertisements can be 
easily inserted in the programming by local operators. 

In addition, Clear Channel developed its own propri- 
etary brand name, KISS, across its radio stations so that 
when people travel, they will be attracted to its local stations 
wherever they are. It hoped that the resulting increased cus- 
tomer demand would drive up advertising revenues, thereby 
lowering its cost structure and increasing its future prof- 
itability. Clear Channel received a major shock in the 2000s 
when the growing popularity of MP3 players like the iPod, 
web surfing, and online videos began to sharply reduce the 
size of its listening audience, hurting its advertising rev- 
enues. It has been forced to experiment with new ways of 
tailoring radio advertising to listeners, experimenting with 
short sound bites, and is also allying with Google to find 
ways to better tailor advertising to the particular needs of 
the local market. Once again, nothing stays the same for 
long in any competitive industry environment. * 
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Strategies in Embryonic and Growth Industries 


As we discussed in Chapter 2, an embryonic industry is one that is just beginning to 
develop, and a growth industry is one in which first-time demand is expanding rap- 
idly as many new customers enter the market. In choosing the strategies needed to 
pursue a business model, embryonic and growth industries pose special challenges 
because the attributes of customers change as market demand expands and new groups 
of customers who have different and evolving needs emerge. Also, other factors affect 
the rate at which a market grows and expands. Strategic managers have to be aware of 
the way competitive forces in embryonic and growth industries change over time be- 
cause they commonly have to build and develop new kinds of competencies and re- 
fine their business models to compete effectively in the long term. 

Most embryonic industries emerge when a technological innovation creates new 
product or market opportunities. For example, a century ago, the car industry was 
born following the development of a new technology, the internal combustion engine, 
which gave rise to many new products, including the motorcar and motorbus. In 
1975, the PC industry was born after new microprocessor technology was developed 
to build the world’s first commercially available PC, the Altair 8800, sold by MITS. 
Shortly afterward, the PC software industry was born when a Harvard dropout, Bill 
Gates, and his old school friend, Paul Allen, wrote a version of a popular computer 
language, BASIC, that would run on the Altair 8800.° In 1986, the Internet protocol 
(IP) network equipment industry was born following the development of the router, 
an IP switch, by an obscure California start-up, Cisco Systems. 

Customer demand for the products of an embryonic industry is frequently lim- 
ited at first, for a variety of reasons. Moreover, strategic managers who understand 
how markets develop are in a much better position to pursue a business model and 
strategies that will lead to a sustained competitive advantage. Reasons for slow 
growth in market demand include (1) the limited performance and poor quality of 
the first products, (2) customer unfamiliarity with what the new product can do for 
them, (3) poorly developed distribution channels to get the product to customers, 
(4) a lack of complementary products to increase the value of the product for cus- 
tomers, and (5) high production costs because of small volumes of production. 

Customer demand for the first cars, for example, was limited by their poor per- 
formance (they were no faster than a horse, far noisier, and frequently broke down); a 
lack of important complementary products, such as a network of paved roads and 
gas stations; and high production costs, which made them a luxury item. Similarly, 
demand for the first PCs was limited because buyers had to be able to program a 
computer to use it, and there were no software application programs that could be 
purchased to run on the PCs. Because of such problems, early demand for the prod- 
ucts of embryonic industries comes from a small set of technologically sophisticated 
customers who are willing to put up with, and may even enjoy, imperfections in the 
product. Computer hobbyists, who got great joy out of tinkering with their imperfect 
machines and finding ways to make them work, bought the first PCs. 

An industry moves from an embryonic to a growth stage when a mass market 
starts to develop for the industry’s product (a mass market is one in which large 
numbers of customers enter the market). Mass markets typically start to develop 
when three things occur: (1) ongoing technological progress makes a product easier 
to use and increases the value of the product to the average customer; (2) key com- 
plementary products are developed that do the same; and (3) companies in the 
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industry strive to find ways to reduce production costs so they can lower their cost 
structure and choose a low price option, and this stimulates high demand.’ For 
example, a mass market for cars emerged when (1) technological progress increased 
the performance of cars; (2) a network of paved roads and gas stations was established, 
which meant a car could go more places and thus had more value; and (3) Henry Ford 
began to mass-produce cars, which dramatically lowered production costs and allowed 
him to reduce prices, causing the demand for cars to surge. Similarly, the mass market 
for PCs started to emerge when technological advances made them easier to use, a sup- 
ply of complementary software such as spreadsheets and word processing programs 
was developed that increased the value of owning a PC, and companies in the industry 
started to use mass production to build PCs at low cost. 

Strategic managers who understand how the demand for a product is affected by 
changing customer needs and groups can focus their energies on developing new 
strategies to protect and strengthen their business models, such as building compe- 
tencies in low-cost manufacturing or speedy product development. One strategy, for 
example, would be to share information about new products under development 
with the companies that supply complementary products so that customers will be 
convinced the new product is worth buying. Another strategy would be to involve 
customers in the product development process to gain their input and their accept- 
ance of a new product. 


eThe Changing The development of most markets follows an S-shaped growth curve similar to that il- 
Nature of Market _ lustrated in Figure 6.1. As the stage of market development moves from embryonic to 
Demand mature, customer demand first accelerates and then decelerates as a market ap- 
proaches saturation. As we noted in Chapter 2, in a saturated market, most customers 
have already bought the product, and demand is limited to replacement demand; the 
market is mature. Figure 6.1 shows that different groups of customers who have dif- 
ferent needs enter the market over time—and this has major implications for a com- 
pany’s product differentiation and market segmentation decisions. 
The first group of customers to enter the market are referred to as the innovators. 
Innovators are technocrats who get great delight from being the first to purchase and 
experiment with products based on a new technology, even though that technology 
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is imperfect and expensive. They often have an engineering mindset and want to own 
the technology for its own sake. In the PC industry, the first customers were software 
engineers and computer hobbyists who wanted to write computer code at home.® 

The early adopters are the second group of customers to enter the market. Early 
adopters understand that the technology might have important future applications 
and are willing to experiment with it to see if they can pioneer uses for it, often by 
finding new ways to satisfy customer needs. Early adopters are often visionaries who 
appreciate how the technology may be used in the future and try to be the first to 
profit from its use. Jeff Bezos, the founder of Amazon.com, was an early adopter of 
the Internet and web-based technology, who saw in 1994 that the Internet could be 
used in innovative ways to sell books. He saw this possibility before anyone else and 
was one of the first dot-com pioneers to purchase web servers and related software 
and use them to sell products over the Internet. Amazon.com was thus an early 
adopter. 

Both innovators and early adopters enter the market while the industry is in its 
embryonic stage. The next group of customers, the early majority, represents the 
leading wave or edge of the mass market; their entry signifies the beginning of the 
growth stage. Customers in the early majority are comfortable with the new technol- 
ogy and products. However, they are pragmatists: they weigh the benefits of adopting 
new products against their costs and wait to enter the market until they are confident 
that products will offer them tangible benefits. Once they start to enter the market, 
however, they do so in large numbers. This is what happened in the PC market after 
IBM’s introduction of the PC in 1981. For the early majority, IBM’s entry into the 
market legitimized the technology and signaled that the benefits of adoption would 
be worth the costs of purchasing and learning to use the product. The growth of the 
PC market was then given further impetus by the development of important applica- 
tions that added value to it, such as new spreadsheet and word processing programs. 
These applications transformed the PC from a hobbyist’s toy into a business produc- 
tivity tool. 

Once the mass market attains a critical mass, with something like 30% of the 
potential market penetrated, the next wave of customers enters the market. This wave 
is characterized as the late majority: the customers who purchase a new technology or 
product only when it is clear it will be around for a long time. Examples of the mem- 
bers of a typical late majority customer group are the customers who started to enter 
the PC market in the mid-1990s; they were older and somewhat intimidated by com- 
puters. However, after watching others similar to themselves buying PCs to send 
email and browse the Web, they overcame their hesitancy and started to purchase 
PCs. By 2002, some 65% of homes in the United States had at least one PC, suggest- 
ing that the product was well into the late majority group and that the market was 
approaching saturation. Indeed, the entry of the late majority signals the end of the 
growth stage. 

Laggards, the last group of customers to enter the market, are inherently conser- 
vative and technophobic. They often refuse to adopt a new technology even if its 
benefits are obvious or unless they are forced by circumstances—to reply to a col- 
league’s email, for example—to do so. People who stick to using typewriters rather 
than computers to write letters and books could be considered laggards today. 

Figure 6.2 looks at the differences among these groups of consumers in a some- 
what different way. The bell-shaped curve represents the total market, and the divi- 
sions in the curve show the percentage of customers who, on average, fall into each 
customer group. The early adopters are a very small percentage of the total customers 
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who will ultimately buy the product. Thus, the figure illustrates a vital competitive 
fact: Most market demand and industry profits arise when members of the early and late 
majority enter the market. And research has found that, although many of the early 
pioneering companies do well in attracting innovators and early adopters, many of 
these companies often fail to attract a significant share of early and late majority cus- 
tomers and ultimately go out of business. 


Why are pioneering companies often unable to create a business model that allows 
them to be successful over time and remain the market leaders? Innovators and early 
adopters have very different customer needs from the early majority. In an influential 
book, Geoffrey Moore argues that because of the differences in customer needs 
between these groups, the business-level strategies required for companies to succeed 
in the emerging mass market are quite different from those required to succeed in the 
embryonic market.’ Pioneering companies that do not change the strategies they use 
to pursue their business model will therefore lose their competitive advantage to 
those companies that implement new strategies that push the value creation frontier 
out to the right. Different strategies are often required to support and strengthen a 
company’s business model as a market develops over time, for the following reasons: 


e@ Innovators and early adopters are technologically sophisticated individuals who 
are willing to tolerate engineering imperfections in the product. The early major- 
ity, however, values ease of use and reliability. Companies competing in an em- 
bryonic market typically pay more attention to increasing the performance of a 
product than to its ease of use and reliability. Those competing in a mass market 
need to make sure that the product is reliable and easy to use. Thus, the product 
development strategies required for success are different as a market develops 
over time. 


@ Innovators and early adopters are typically reached through specialized distribu- 
tion channels, and products are often sold by word of mouth. Reaching the early 
majority requires mass-market distribution channels and mass-media advertis- 
ing campaigns that require a different set of marketing and sales strategies. 


e@ Because innovators and the early majority are relatively few in number and are 
not particularly price sensitive, companies serving them typically pursue a focus 
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model and produce small quantities of a product. To serve the rapidly growing 

mass market, a cost-leadership model based on large-scale mass production may 

be critical to ensure that a high-quality product can be produced reliably at a low 
price point. 

In sum, the business model and strategies required to compete in an embryonic 
market populated by early adopters and innovators are very different from those 
required to compete in a high-growth mass market populated by the early majority. 
As a consequence, the transition between the embryonic market and the mass market 
is not a smooth, seamless one. Rather, it represents a competitive chasm, or gulf, that 
companies must cross. According to Moore, many companies do not or cannot de- 
velop the right business model; they fall into the chasm and go out of business. This 
insight is consistent with the observation that, although embryonic markets are fre- 
quently populated by large numbers of small companies, once the mass market 
begins to develop, the number of companies in the marketplace drops off sharply.!° 

Figure 6.3, which compares the strategies of AOL Time Warner and Prodigy, illus- 
trates Moore’s thesis by showing that a wide chasm exists between innovators and the 
early majority, that is, between the embryonic market and the rapidly growing mass 
market. Note also that other smaller chasms exist between other sets of customers, 
and that these too represent important, although less dramatic, breaks in the nature 
of the market that require changes in business-level strategy (for example, a different 
approach to market segmentation). The implication of Moore’s thesis is that a com- 
pany must often formulate and implement new strategies, and build new competen- 
cies, if it is to create a business model that can successfully cross the chasm. Strategy 
in Action 6.2 describes how the early leader in online services, Prodigy, fell into the 
chasm, while AOL successfully built a business model to cross it. 

To cross this chasm successfully, managers must correctly identify the customer 
needs of the first wave of early majority users—the leading edge of the mass market. 
Once companies have identified these customers’ needs, they must alter their busi- 
ness model by developing new strategies to redesign products and create distribution 
channels and marketing campaigns to reach the early majority. In this way, they will 
have ready a suitable product, at a reasonable price, that they can sell to the members 
of the early majority as they start to enter the market in large numbers. In sum, in- 
dustry pioneers must abandon their old focused business model that was directed 
solely toward the needs of their early or initial customers because this focus may lead 
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How Prodigy Fell into the 
Chasm Between Innovators 
and the Early Majority 


Before America Online (AOL) became a household 
name, Prodigy Communications was a market leader. 
Founded in 1984, Prodigy was a joint venture among 
Sears, IBM, and CBS. CBS soon dropped out, but IBM 
and Sears stuck with it, investing $500 million in develop- 
ing the network and finally launching it in 1990. Prodigy’s 
business model was differentiation, and the goal was to 
build the largest proprietary online shopping network: 
the system would give its customers the ability to buy 
anything, even plane tickets, online. IBM knew about 
computers, and Sears knew about retail. It seemed like the 
perfect marriage. 

Launched in the fall of 1990, the service quickly accu- 
mulated half a million users. There was little sense of 
competition at the time. The largest competitor, Com- 
puServe, was conservatively managed, and it pursued a 
focused business model based on servicing the needs of 
technical users and financial services (CompuServe was 
owned by H&R Block, America’s largest tax return serv- 
ice). There was another small competitor, AOL, but in the 
words of one Prodigy executive, “It was just a little thing 
off to the side.” Ten years later, the little thing had become 
the largest online service in the world, with 33 million 
members, and Prodigy had exited the online business al- 
together after IBM and Sears had invested, and lost, some 
$1.2 billion on the venture. 

Why did Prodigy fail? The company appeared to be 
focusing on the mass market. Its target customers were 
not computer-oriented early adopters but typical mid- 
dle-class Americans. And its business model to sell 
products online seemed correct; surely this ultimately 
had to become a major application of the Internet. The 
problem was that Prodigy’s managers did not choose 
the right set of strategies to formulate the business 
model; in particular, they did not understand the full 
range of needs customers were trying to satisfy by using 
the Internet. 


One of the surprise early drivers of customer demand 
for online services, and a major factor in creating the 
mass market, was email. AOL’s strategy was to offer its 
members unlimited email, but Prodigy charged members 
a fee for sending more than thirty emails per month—a 
big difference in business models. Another important ap- 
plication of online service was chatrooms, a service that 
customers were increasingly embracing. AOL saw chat- 
rooms as one of the unique possibilities of online service 
for satisfying customer needs, and its strategy was to 
quickly implement the software that would soon make 
chatrooms one of its most popular features. 

The lawyers at Prodigy’s corporate headquarters, how- 
ever, feared that Prodigy might be held legally liable for 
comments made in chatrooms or events that arose from 
them, and they discouraged Prodigy from offering this 
service. This censorship, lack of chatrooms, and charges 
for email rankled Prodigy subscribers, who soon started to 
switch in droves to AOL. 

The nature of the software interface used to allow 
customers to connect to an online service also became a 
critical competitive issue as the market developed. When 
it was introduced, Prodigy’s primitive graphical user in- 
terface was acceptable by the PC standards of the time, 
which were based on Microsoft’s MS-DOS operating sys- 
tem. When Microsoft introduced its much more user- 
friendly Windows 3.0 systems in 1990, AOL moved 
quickly to redesign its software interface to be compatible 
with Windows, and this made AOL much easier to use. 
Prodigy was part owned by IBM, however, which at that 
time was trying to promote its own new PC operating 
system, the ill-fated OS/2. So Prodigy dragged its feet. It 
waited to implement a Windows version of its own inter- 
face until December 1993, by which time it had lost the 
majority of Windows users to AOL. 

By 1996, the battle was effectively over: AOL was 
growing by leaps and bounds, and Prodigy was losing 
customers at a rapid pace because its strategies had 
pushed out the value creation frontier. AOL, by correctly 
sensing the way customer needs were changing and then 
providing a differentiated product that met those needs, 
crossed the chasm with ease. 
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them to ignore the needs of the early majority users and the need to pursue a differen- 
tiation or cost-leadership model to become the dominant competitor in the future. 


A final important issue that strategic managers must understand in embryonic and 
growth industries is that different markets develop at different rates. The speed at 
which a market develops can be measured by its growth rate, that is, the rate at which 
the industry’s product is bought by customers in that market. Figure 6.4 charts the 
growth rates of several important products in the United States from their initial 
introduction to the present time. Although many of these products display the classic 
S-shaped growth curve, their markets have grown at different rates. For example, 
demand for TVs has grown more rapidly than demand for cars. The market growth 
rates for new kinds of products seem to have accelerated over time, probably be- 
cause the increasing use of the mass media and low-cost mass production help to 
accelerate the demand for new products. However, there are also differences in the 
growth rate for new products introduced at around the same time. For example, the 
cell phone was introduced somewhat later than the PC, and yet market demand has 
grown more rapidly. 


A number of factors explain the variation in market growth rates for different prod- 
ucts and thus the speed with which a particular industry develops. It is important for 
strategic managers to understand the source of these differences because, by their 
choice of business model and strategies, they can accelerate or retard the rate at 
which a particular market grows.!! In other words, business-level strategy is a major 
determinant of industry profitability. 

The first factor that accelerates customer demand is a new product’s relative ad- 
vantage, that is, the degree to which a new product is perceived as better at satisfying 
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customer needs than the product it supersedes. For example, the early growth in de- 
mand for cell phones was partly driven by their economic benefits. Studies showed 
that because business customers could always be reached by cell phone, they made 
better use of their time—for instance, by not showing up at a meeting that had been 
cancelled at the last minute—and saved two hours per week that would otherwise 
have been wasted. For busy executives, the early adopters, the productivity benefits of 
owning a cell phone outweighed the costs. Cell phones also diffused rapidly for social 
reasons, in particular, because they conferred glamour or prestige on their users 
(something that also drives demand for advanced kinds of hand-held computers and 
smart phones). 

Another factor driving growth in demand is compatibility, the degree to which a 
new product is perceived as being consistent with the current needs or existing values 
of potential adopters. Demand for cell phones grew rapidly because their operation 
was compatible with the prior experience of potential adopters who used traditional 
wire-line phones. 

Complexity is a third factor. Complexity is the degree to which a new product is 
perceived as difficult to understand and use. Early PCs, with their clunky operating 
system interfaces, were complex to use and so were slow to be adopted. The first cell 
phones were simple to use and were adopted quickly. 

A fourth factor is trialability, which is the degree to which a new product can be 
experimented with on a hands-on trial basis. Many people first used cell phones by 
borrowing one from a colleague to make a call, and this positive experience helped 
accelerate growth rates. In contrast, early PCs were more difficult to experiment with 
because they were rare and expensive and because some training was needed to use 
them. These complications led to slower growth rates. 

The last factor is observability, the degree to which the results of using and enjoy- 
ing a new product can be seen and appreciated by other people. The Palm Pilot, and 
later the BlackBerry, diffused rapidly because it was easy to observe how quickly its 
users could schedule meetings, enter addresses, record expenses, and so on. The con- 
venience of the device was clear, and the same was true of the cell phone, so they were 
rapidly adopted. 

Young companies must be sure to devise strategies that address these issues if 
they are to grow their market share. At the beginning, Nike’s founders, for example, 
worked hard to show customers how its new sneakers offered major advantages in 
sports performance and were compatible with the sporting lifestyle that was sweep- 
ing the United States. Obviously, trialability was easy and complexity was low be- 
cause Nike’s shoes were conveniently displayed and could be tried on in stores. Nike 
also used dramatic guerrilla-style marketing campaigns to increase the observability 
of its products, and as people watched others wearing Nike shoes, a kind of conta- 
gion effect spread as people had to have a pair of Nike shoes. Thus, Nike was highly 
successful in using these strategies to pursue its differentiation business model. 


e Strategic From a strategic perspective, companies can increase the demand for a new product 
Implications of if they develop business-level strategies to clearly show its relative advantage, make it 
Differences in as compatible as possible with customers’ prior needs and experiences, reduce its 
Growth Rates complexity, and make it possible for customers to try or observe others using the 
product. These considerations must drive the product development process that 
takes a product from the design stage and puts it into customers’ hands. Companies 
that develop the distinctive competencies needed to do this gain a competitive 

advantage and thus increased market share. 
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Apple Computer succeeded at first because the less complex design of its Apple II 
PC made it easier to use than competing designs, and also because some key comple- 
ments (particularly VisiCalc, the first business spreadsheet) soon became available 
for the machine. Similarly, the growing popularity of Sony’s first PlayStation was due 
in part to the fact that Sony pioneered the marketing strategy of setting up displays in 
retail stores where potential customers could try a PlayStation and others could ob- 
serve them enjoying it. 

Another important strategic issue at the growth stage is that the popularity of a 
new product often increases or spreads in a way that is analogous to a viral model of 
infection. Lead adopters (the first customers who buy a product) in a market become 
“infected” or enthused with the product. Subsequently, they infect other people by 
telling them about its advantages, and after having observed the benefits of the prod- 
uct, these people also adopt it. A good example of this model of diffusion occurred 
with Hotmail, when its developers decided to add a tag line on the bottom of an 
email that read, “get your free email at Hotmail.com.” This tag line proved to be re- 
markably effective in recruiting new members. Someone would sign up at one insti- 
tution, say, the University of Washington, and send email via Hotmail to friends. 
Some of the recipients would also sign up. Within a few days, there would be ten 
members at the University of Washington, then one hundred, and within a month a 
thousand—all “infected” from the original user. 

Companies promoting new products can take advantage of this viral diffusion 
phenomenon by identifying and aggressively courting potential opinion leaders in a 
community—customers whose views command respect. For example, when the 
manufacturers of new high-tech medical equipment, such as an MRI scanner, start to 
sell a new product, they first try to get well-known doctors at major research and 
teaching hospitals to use the product. They may give these opinion leaders free ma- 
chines for their research purposes and work closely with them in developing the 
technology. Once these opinion leaders commit to the product and give it their 
stamp of approval, doctors at many other hospitals often follow. 

In sum, understanding competitive dynamics in embryonic and growth indus- 
tries is an important strategic issue. The ways in which different kinds of customer 
groups emerge and customer needs change are important determinants of the strate- 
gies that need to be pursued to make a business model successful over time. Similarly, 
understanding the factors that affect a market’s growth rate allows managers to tailor 
their business model to a changing industry environment. (Much more is said about 
competition in dynamic, changing, high-tech industries in the next chapter.) 


Navigating Through the Life Cycle to Maturity 


Another crucial decision that faces strategic managers at each stage of the industry 
life cycle is which investment strategy to pursue. An investment strategy determines 
the amount and type of resources and capital—human, functional, and financial— 
that must be spent to configure a company’s value chain so that it can pursue a busi- 
ness model successfully over time.! In deciding on an investment strategy, managers 
must evaluate the potential return (on invested capital) from investing in a generic 
business model against the cost. In this way, they can determine whether pursuing a 
certain business model strategy is likely to be profitable and how the profitability of a 
particular business model will change as competition within the industry changes. 


CHAPTER 6 Business-Level Strategy and the Industry Environment 


Two factors are crucial in choosing an investment strategy: the competitive ad- 
vantage a company’s business model gives it in an industry relative to its competitors, 
and the stage of the industry’s life cycle in which the company is competing.!? In de- 
termining the strength of a company’s relative competitive position, market share 
and distinctive competencies become important. A large market share signals greater 
potential returns from future investment because it suggests a company has brand 
loyalty and is in a strong position to grow its profits in the future. Similarly, the more 
difficult it is to imitate a company’s distinctive competencies, such as those in re- 
search and development (R&D) or manufacturing and marketing, the more sustain- 
able is the competitive advantage supplied by its business model and the greater the 
likelihood that investment in it will lead to a higher ROIC. These two attributes also 
reinforce one another; for example, a large market share may help a company to cre- 
ate and develop distinctive competencies that strengthen its business model over 
time because high demand allows it to ride down the experience curve and lower its 
cost structure. Also, a large market share can create a large cash flow, which may 
allow for more investment to develop competencies in R&D or elsewhere. In general, 
companies with the largest market share and the strongest distinctive competencies 
are in the best position to build and sustain their competitive advantage. Companies 
with a small market share and little potential for developing a distinctive competency 
are in a much weaker competitive position.!4 

Because different kinds of opportunities and threats are found in each life cycle 
stage, the stage of the industry life cycle also influences a company’s choice of how 
much to invest in its business model. Therefore, each stage has different implications 
for the investment of resources needed to obtain a competitive advantage. Competi- 
tion is strongest in the shakeout stage of the life cycle and least important in the em- 
bryonic stage, for example. The risks associated with pursuing a certain business 
model therefore change over time. The difference in risk explains why the potential 
returns from investing in a particular business model depend on the life cycle stage. 


eEmbryonic In the embryonic stage, all companies, weak and strong, emphasize the development 
Strategies of a distinctive competency and an associated business model. During this stage, in- 
vestment needs are great because a company has to establish a competitive advan- 
tage. Many fledgling companies in the industry are seeking resources to develop a 
distinctive competency. Thus, the appropriate business-level investment strategy is a 
share-building strategy. The aim is to build market share by developing a stable and 
distinctive competitive advantage to attract customers who have no knowledge of the 
company’s products. 

Companies require large amounts of capital to develop R&D or sales and service 
competencies. They cannot generate much of this capital internally. Thus, a company’s 
success depends on its ability to demonstrate a distinctive competency to attract out- 
side investors or venture capitalists. If a company gains the resources to develop a 
distinctive competency, it will be in a relatively stronger competitive position. If it 
fails, its only option may be to exit the industry. In fact, companies in weak competi- 
tive positions at all stages in the life cycle may choose to exit the industry to cut their 
losses. 


e Growth Strategies At the growth stage, the task facing a company is to strengthen its business model to 
provide the base it needs to survive the coming shakeout. Thus, the appropriate in- 
vestment strategy is the growth strategy. The goal is to maintain its relative compet- 
itive position in a rapidly expanding market and, if possible, to increase it—in other 


PART 3 Strategies 


e Shakeout 
Strategies 


words, to grow with the expanding market. However, other companies are entering 
the market and catching up with the industry’s innovators. As a result, the compa- 
nies first into the market with a particular kind of product often require successive 
waves of capital infusion to maintain the momentum generated by their success in the 
embryonic stage. For example, differentiators need to engage in extensive research and 
development to maintain their technological lead, and cost leaders need to invest in 
state-of-the-art machinery and computers to obtain new experience-curve economies. 
All this investment to strengthen their business model is very expensive. And, as we 
discuss above, many companies fail to recognize the changing needs of customers in 
the market and invest their capital in ways that do not lead to the distinctive compe- 
tencies required for long-term success. 

The growth stage is also the time when companies attempt to secure their grip 
over customers in existing market segments and enter new segments so that they can 
increase their market share. Increasing the level of market segmentation to become a 
broad differentiator is expensive as well. A company has to invest resources to de- 
velop a new sales and marketing competency, for example. Consequently, at the 
growth stage, companies must make investment decisions about the relative advan- 
tages of differentiation, cost-leadership, or focus business models given their finan- 
cial needs and relative competitive position. If one or a few companies have emerged 
as the clear cost leaders, for example, other companies might realize that it is futile to 
compete head-to-head with these companies and instead decide to pursue a growth 
strategy using a differentiation or focus approach and invest resources in developing 
other competencies. As a result, strategic groups start to develop in an industry as 
each company seeks the best way to invest its scarce resources to maximize its com- 
petitive advantage. 

Companies must spend a lot of money just to keep up with growth in the market, 
and finding additional resources to develop new skills and competencies is a difficult 
task for strategic managers. Consequently, companies in a weak competitive position 
at this stage engage in a market concentration strategy to find a viable competitive 
position. They seek to specialize in some way and adopt a focus business model to re- 
duce their investment needs. If they are very weak, they may also choose to exit the 
industry and sell out to a stronger competitor. 


By the shakeout stage, demand is increasing slowly, and competition by price or 
product characteristics becomes intense. Companies in strong competitive positions 
need resources to invest in a share-increasing strategy to attract customers from 
weak companies exiting the market. In other words, companies attempt to maintain 
and increase market share despite fierce competition. The way companies invest their 
resources depends on their business model. 

For cost leaders, investment in cost control is crucial if they are to survive the 
shakeout stage because of the price wars that can occur; they must do all they can to 
reduce costs. Differentiators in a strong competitive position choose to forge ahead 
and increase their market share by investing in marketing, and they are likely to de- 
velop a sophisticated after-sales service network. Differentiators in a weak position 
reduce their investment burden by withdrawing to a focused model, the market con- 
centration strategy, to specialize in a particular market segment. A market concentra- 
tion strategy generally indicates that a company is trying to turn its business around 
so that it can survive in the long run. 

Weak companies exiting the industry engage in a harvest strategy. A company using 
a harvest strategy must limit or decrease its investment in a business and extract, or 
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milk, the investment as much as it can. For example, a company reduces to a mini- 
mum the assets it employs in the business and forgoes investment to reduce its cost 
structure.!> Then the company harvests all the sales revenues it can profitably obtain 
before it liquidates all its assets and exits the industry. Companies that have lost their 
cost-leadership position to more efficient companies are more likely to pursue a har- 
vest strategy because a smaller market share means higher costs and they are unable 
to move to a focus strategy. Differentiators, in contrast, have a competitive advantage 
in this stage if they can move to a focus model. 


e Maturity Strategies By the maturity stage, companies want to reap the rewards of their previous invest- 
ments in developing the business models that have made them dominant industry 
competitors. Until now, profits have been reinvested in the business, and dividends 
have been small. Investors in leading companies have obtained their rewards through 
the appreciation of the value of their stock because the company has reinvested most 
of its capital to maintain and increase market share. As market growth slows in the 
maturity stage, a company’s investment strategy depends on the level of competition 
in the industry and the source of the company’s competitive advantage. 

In environments in which competition is high because of technological change or 
low barriers to entry, companies need to defend their competitive position. Strategic 
managers need to continue to invest heavily in maintaining the company’s competi- 
tive advantage. Both cost leaders and differentiators adopt a hold-and-maintain 
strategy to defend their business models and to ward off threats from focused com- 
panies who might be appearing. They expend resources to develop their distinctive 
competency and thus remain the market leaders. For example, differentiated compa- 
nies may invest in improved after-sales service, and low-cost companies may invest in 
the latest production technologies. 

At this point, too many companies realize the benefits that can be obtained by in- 
vesting resources to become broad differentiators to protect themselves from aggres- 
sive competitors (both at home and abroad) that are watching for any opportunity or 
perceived weakness to take the lead in the industry. Differentiators enter new market 
segments to increase their market share; they also take advantage of their growing 
profits to develop flexible manufacturing systems to reduce their production costs. 
Cost leaders also begin to enter more market segments and increase product differen- 
tiation to expand their market share. For example, Gallo moved from the bulk wine 
segment and began marketing premium wines and wine coolers to take advantage of 
its low production costs. Soon Gallo’s new premium brands, like Falling Leaf chardon- 
nay, became the best-selling wines in the United States. As time goes on, the competi- 
tive positions of the leading differentiators and cost leaders become closer, and the 
pattern of industry competition changes yet again, as we discuss in the next section. 


Strategy in Mature Industries 


As a result of fierce competition in the shakeout stage, an industry becomes consoli- 
dated, and so a mature industry is commonly dominated by a small number of large 
companies. Although it may also contain many medium-sized companies and a host 
of small, specialized ones, the large companies determine the nature of competition 
in the industry because they can influence the five competitive forces. Indeed, these 
large companies owe their leading positions to the fact that they have developed the 
most successful business models and strategies in the industry. 
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Strategies for Deterring 
Entry of Rivals 


By the end of the shakeout stage, companies have learned how important it is to 
analyze each other’s business model and strategies. They also know that if they 
change their strategies, their actions are likely to stimulate a competitive response 
from industry rivals. For example, a differentiator that starts to lower its prices be- 
cause it has adopted a more cost-efficient technology not only threatens other differ- 
entiators but may also threaten cost leaders that see their competitive advantage 
being eroded. Hence, by the mature stage of the life cycle, companies have learned the 
meaning of competitive independence. 

As a result, in mature industries, business-level strategy revolves around under- 
standing how established companies collectively try to reduce the strength of industry 
competition to preserve both company and industry profitability. Interdependent 
companies can help protect their competitive advantage and profitability by adopt- 
ing strategies and tactics, first, to deter entry into an industry and, second, to reduce 
the level of rivalry within an industry. 


Companies can use three main methods to deter entry by potential rivals and hence 
maintain and increase industry profitability: product proliferation, price cutting, and 
maintaining excess capacity (see Figure 6.5). Of course, potential entrants will try to 
circumvent such entry-deterring strategies by incumbent companies. Competition is 
rarely a one-way street. 


PRODUCT PROLIFERATION As we noted above, in the maturity stage, most companies 
move to increase their market share by producing a wide range of products targeted 
at different market segments. Sometimes, however, to reduce the threat of entry, ex- 
isting companies ensure that they are offering a product targeted at every segment in 
the market. This creates a barrier to entry because potential competitors find it hard 
to break into an industry and establish themselves when there is no obvious group of 
customers whose needs are not being met by existing companies.!® This strategy of 
“filling the niches,” or catering to the needs of customers in all market segments to 
deter entry, is known as product proliferation. 

Because the large U.S. carmakers were so slow to fill the small-car niches (they 
did not pursue a product proliferation strategy), they were vulnerable to the entry of 
the Japanese into these market segments in the United States in the 1980s. Ford and 
GM really had no excuse for this situation because, in their European operations, they 
had a long history of small-car manufacturing. Managers should have seen the open- 
ing and filled it ten years earlier, but the (mistaken) view was that “small cars mean 
small profits.” Better small profits than no profits! In the soap and detergent industry, 
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on the other hand, competition is based on the production of new kinds of soaps and 
detergents to satisfy or create new desires by customers. Thus, the number of soaps 
and detergents, and especially the way they are packaged (powder, liquid, or tablets), 
proliferates, making it very difficult for prospective entrants to attack a new market 
segment. 

Figure 6.6 indicates how product proliferation can deter entry. It depicts product 
space in the restaurant industry along two dimensions: atmosphere, which ranges 
from fast food to candlelight dining, and quality of food, which ranges from average 
to gourmet. The circles represent product spaces filled by restaurants located along 
the two dimensions. Thus, McDonald’s is situated in the average-quality/fast-food 
area. A gap in the product space gives a potential entrant or an existing rival an op- 
portunity to enter the market and make inroads. The shaded, unoccupied product 
space represents areas where new restaurants can enter the market. When all the 
product spaces are filled, this barrier to entry makes it much more difficult for a new 
company to gain a foothold in the market and differentiate itself. 


PRICE CUTTING In some situations, pricing strategies can be used to deter entry by 
other companies, thus protecting the profit margins of companies already in an in- 
dustry. One entry-deterring strategy is to cut prices every time a new company enters 
the industry or, even better, every time a potential entrant is contemplating entry, and 
then raise prices once the new or potential entrant has withdrawn. The goal here is to 
send a signal to potential entrants that new entry will be met with price cuts. If in- 
cumbent companies in an industry consistently pursue such a strategy, potential en- 
trants will come to understand that their entry will spark off a price war, the threat of 
new entry will be reduced, average prices will be higher, and industry profitability 
will increase. 

However, a price-cutting strategy will not keep out an entrant that plans to adopt 
a new technology that will give it a cost advantage over established companies or that 
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has pioneered a new business model that its managers expect will also give it a com- 
petitive advantage. In fact, many of the most successful entrants into mature indus- 
tries are companies that have done just this. For example, the Japanese car companies 
were able to enter the U.S. market because they had pioneered new lean manufactur- 
ing technologies that gave them a cost and quality advantage over established U.S. 
companies. Today, Japanese car companies’ share of the U.S. market is limited only 
by an informal trade agreement; it could easily double if they were allowed to import 
all the cars they wished and sell them at lower prices, which might drive one or more 
U.S. car companies out of the market. 

A second price-cutting strategy is to charge a high price initially for a product and 
seize short-term profits, but then to cut prices aggressively in order to build market 
share and deter potential entrants simultaneously.!” The incumbent companies thus 
signal to potential entrants that if they enter the industry, the incumbents will use 
their competitive advantage to drive down prices to a level at which new companies 
will be unable to cover their costs. This pricing strategy also allows a company to ride 
down the experience curve and obtain substantial economies of scale. Since costs fall 
with prices, profit margins can still be maintained. 

Still, this strategy is unlikely to deter a strong potential competitor—an estab- 
lished company that is trying to find profitable investment opportunities in other in- 
dustries. It is difficult, for example, to imagine 3M’s being afraid to enter an industry 
because companies there threaten to drive down prices. A company such as 3M has 
the resources to withstand any short-term losses. Dell also had few worries about en- 
tering the highly competitive electronics industry and starting to sell televisions, dig- 
ital cameras, and so on, because of its powerful set of distinctive competencies. 
Hence, when faced with such a scenario, it may be in the interests of incumbent com- 
panies to accept new entry gracefully, giving up market share gradually to the new 
entrants to prevent price wars from developing and thus saving their profits, if this is 
feasible. As Strategy in Action 6.3 details, Toys “R” Us has been forced to give up mar- 
ket share in the toy market, and it has lost much of its prominence as a result. 


MAINTAINING Excess Capacity A third competitive technique that allows companies 
to deter entry involves maintaining excess capacity, that is, maintaining the physical ca- 
pability to produce more of a product than customers currently demand. Existing in- 
dustry companies may deliberately develop some limited amount of excess capacity to 
warn potential entrants that if they enter the industry, existing firms can retaliate by in- 
creasing output and forcing down prices until entry would become unprofitable. How- 
ever, the threat to increase output has to be credible; that is, companies in an industry 
must collectively be able to raise the level of production quickly if entry appears likely. 


Beyond seeking to deter entry, companies also wish to develop strategies to manage 
their competitive interdependence and decrease price rivalry. Unrestricted competi- 
tion over prices reduces both company and industry profitability. Several strategies 
are available to companies to manage industry rivalry. The most important are price 
signaling, price leadership, nonprice competition, and capacity control (Figure 6.7). 


PRICE SIGNALING A company’s ability to choose the price option that leads to supe- 
rior performance is a function of several factors, including the strength of demand 
for a product and the intensity of competition among rivals. Price signaling is the 
first means by which companies attempt to control rivalry among competitors to 
allow the industry to choose the most favorable pricing option.!* Price signaling is 
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New Competitors for Toys “R” Us 


Toys “R” Us, based in Paramus, New Jersey, grew at an as- 
tonishing 25% annual rate to become the market leader 
in the retail toy market in 1990, with a 20% share. To 
reach its dominant position, the company consolidated 
the fragmented toy market by developing a nationwide 
chain of retail outlets so that it could pursue a cost-lead- 
ership strategy. To lower its cost structure, Toys “R” Us de- 
veloped efficient materials-management techniques for 
ordering and distributing toys to its stores, and it pro- 
vided a low level of customer service compared to tradi- 
tional small toy shops. This business model allowed it to 
achieve a low expense-to-sales ratio of 17%, and it then 
used this favorable cost structure to promote a philoso- 
phy of everyday low pricing. The company deliberately 
set out to undercut the prices of its rivals, and it suc- 
ceeded: two of its largest competitors, Child World and 
Lionel, went bankrupt. 

With its dominant position in the industry estab- 
lished, Toys “R” Us continued to build its chain of toy 
stores, and it began stocking an ever larger and more 
complex array of products. This would raise its costs; nev- 
ertheless, its managers reasoned that they could afford to 
do so because they were in the driver’s seat, and customers 
would find more value in a wider toy selection. Moreover, 
raising prices of the toys could offset any cost increases, or 
perhaps the company could negotiate higher price dis- 
counts from toymakers like Mattel or Parker Bros. 

The company received a shock in 1995 when its com- 
manding position was threatened by the entry of a new set 
of rivals. Recognizing the high profits that Toys “R” Us was 
earning, rapidly expanding companies such as Wal-Mart, 
Kmart, and Target began to make toy selling a major part 
of their business model. What could Toys “R” Us do to stop 
them? Not much. Because of its failure to control costs, 
Toys “R” Us could not stop their entry into its business by 
reducing its prices; in other words, by failing to pursue its 


cost-leadership strategy faithfully, it had lost its ability to 
play pricing games as it had done with its earlier rivals. The 
entry of these other companies also reduced its power over 
its suppliers, the toymakers, because they now had impor- 
tant new customers. Finally, some of the new entrants, 
Wal-Mart in particular, were now the cost leaders in the re- 
tail industry, and their size gave them the resources to 
withstand any problems if Toys “R” Us attempted to start a 
price war. In fact, Wal-Mart simply imitated the earlier ap- 
proach of Toys “R” Us and began selling toys at prices that 
were below those of Toys “R” Us! By 2000, Wal-Mart be- 
came the leading price-setter in the toy market. 

To survive, Toys “R” Us has tried to lower its cost 
structure in its core toy business. It installed new IT to in- 
crease the efficiency of its purchasing and distribution 
operations. It reduced the number of items its stores 
carry by over 30% to slash its cost structure. At the same 
time, recognizing that it will never be able to match Wal- 
Mart’s low costs, it changed its business model to try to 
create customer value by developing other kinds of stores 
for related market segments, such as Kids “R” Us and Babies 
“R” Us. It also went online and attempted to develop a 
major Web presence. However, faced with the high costs 
of online selling today, it partnered with Amazon.com; 
toys bought in its shop on Amazon’s website can be 
picked up at any Toys “R” Us store. 

By 2004, it was clear that these moves had not halted 
the decline in the company’s market share and profitabil- 
ity. In fact, in 2004, it made the surprise announcement 
that it was thinking of getting out of the toy business and 
would henceforth focus on its specialty Kids “R” Us and 
Babies “R” Us stores, which were making money. How- 
ever, in November 2004, it still had not found a buyer for 
its toy stores, and in 2005, it finally announced that it was 
selling the entire company to a group of investors led by 
the KKR venture capitalist group; their goal is to reorgan- 
ize the now private company to rebuild the profitability 
of its business model.“ 


the process by which companies increase or decrease product prices to convey their 
intentions to other companies and so influence the way they price their products.!? 
Companies use price signaling to improve industry profitability. 

Companies may use price signaling to announce that they will respond vigor- 
ously to hostile competitive moves that threaten them. For example, they may signal 
that if one company starts to cut prices aggressively, they will respond in kind. A 
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tit-for-tat strategy is a well-known price signaling strategy in which a company does 
exactly what its rivals do: if its rivals cut prices, the company follows; if its rivals raise 
prices, the company follows. By pursuing this strategy consistently over time, a com- 
pany sends a clear signal to its rivals that it will match any pricing moves they make, 
the idea being that, sooner or later, rivals will learn that the company will always pur- 
sue a tit-for-tat strategy. Because rivals now know that the company will match any 
price reductions and that cutting prices will only reduce profits, price cutting be- 
comes less common in the industry. A tit-for-tat strategy also signals to rivals that 
price increases will be imitated, increasing the probability that rivals will initiate 
price increases to raise profits. Thus, a tit-for-tat strategy can be a useful way of shap- 
ing pricing behavior in an industry.”° 

The airline industry is a good example of the power of price signaling, when 
prices typically rise and fall depending on the current state of customer demand. If 
one carrier signals the intention to lower prices, a price war frequently ensues as 
other carriers copy each other’s signals. If one carrier feels demand is strong, it tests 
the waters by signaling an intention to increase prices, and price signaling becomes a 
strategy to obtain uniform price increases. Nonrefundable tickets, another strategy 
adopted to obtain a more favorable pricing option, originated as a market signal by 
one company that was quickly copied by all other companies in the industry. Carriers 
recognized that they could stabilize their revenues and earn interest on customers’ 
money if they collectively acted to force customers to assume the risk of buying air- 
line tickets in advance. In essence, price signaling allows companies to give one an- 
other information that enables them to understand each other’s competitive product 
or market strategy and make coordinated, price-competitive moves. 


PRICE LEADERSHIP Price leadership—in which one company assumes the responsi- 
bility for choosing the most favorable industry pricing option—is a second tactic 
used to reduce price rivalry and thus enhance the profitability of companies in a ma- 
ture industry.”! Formal price leadership, or price setting by companies jointly, is ille- 
gal under antitrust laws, so the process of price leadership is often very subtle. In the 
car industry, for example, prices are set by imitation. The price set by the weakest 
company—that is, the one with the highest cost structure—is often used as the basis 
for competitors’ pricing. Thus, U.S. carmakers set their prices, and Japanese carmak- 
ers then set theirs with reference to the U.S. prices. The Japanese are happy to do this 
because they have lower costs than U.S. companies, so they make higher profits than 
U.S. carmakers without competing with them on price. Pricing is done by market seg- 
ment. The prices of different auto models in the model range indicate the customer 
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segments that the companies are aiming for and the price range they believe the mar- 
ket segment can tolerate. Each manufacturer prices a model in the segment with ref- 
erence to the prices charged by its competitors, not by reference to competitors’ costs. 
Price leadership also allows differentiators to charge a premium price. 

Although price leadership can stabilize industry relationships by preventing 
head-to-head competition and thus raise the level of profitability within an industry, 
it has its dangers. It helps companies with high cost structures, allowing them to sur- 
vive without having to implement strategies to become more productive and effi- 
cient. In the long term, such behavior makes them vulnerable to new entrants that 
have lower costs because they have developed new low-cost production techniques. 
That is what happened in the U.S. car industry after the Japanese entered the market. 
After years of tacit price fixing, with GM as the price leader, the carmakers were sub- 
jected to growing low-cost Japanese competition, to which they were unable to respond. 
Indeed, most U.S. carmakers survived only because the Japanese carmakers were for- 
eign firms. Had the foreign firms been new U.S. entrants, the government would 
probably not have taken steps to protect Chrysler, Ford, or GM. 


NonpRice Competition A third very important aspect of product and market strat- 
egy in mature industries is the use of nonprice competition to manage rivalry within 
an industry. The use of strategies to try to prevent costly price cutting and price wars 
does not preclude competition by product differentiation. Indeed, in many indus- 
tries, product differentiation strategies are the principal tool companies use to deter 
potential entrants and manage rivalry within their industry. 

Product differentiation allows industry rivals to compete for market share by of- 
fering products with different or superior features, such as the features of the Bratz 
dolls, or by applying different marketing techniques. In Figure 6.8, product and mar- 
ket segment dimensions are used to identify four nonprice competitive strategies 
based on product differentiation: market penetration, product development, market 
development, and product proliferation. (Notice that this model applies to new mar- 
ket segments, not new markets.) 


Market penetration. When a company concentrates on expanding market share in 
its existing product markets, it is engaging in a strategy of market penetration.” 
Market penetration involves heavy advertising to promote and build product differ- 
entiation, which Mattel has actively pursued through its aggressive marketing cam- 
paign for Barbie, for example. In a mature industry, advertising aims to influence 
customers’ brand choice and create a brand-name reputation for the company and 
its products. In this way, a company can increase its market share by attracting the 
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customers of its rivals. Because brand-name products often command premium 
prices, building market share in this situation is very profitable, which is why Mattel 
is trying to meet the challenge from MG Entertainment’s Bratz doll. 

In some mature industries—for example, soap and detergent, disposable diapers, 
and beer brewing—a market-penetration strategy becomes a way of life.*4 In these 
industries, all companies engage in intensive advertising and battle for market share. 
Each company fears that if it does not advertise, it will lose market share to rivals who 
do. Consequently, in the soap and detergent industry, Procter & Gamble spends more 
than 20% of sales revenues on advertising, with the aim of maintaining and perhaps 
building market share. These huge advertising outlays constitute a barrier to entry 
for prospective entrants. 


Product development. Product development is the creation of new or improved 
products to replace existing ones.*? The wet-shaving industry depends on product 
replacement to create successive waves of customer demand, which then create new 
sources of revenue for companies in the industry. Gillette, for example, periodically 
comes out with a new and improved razor, such as its new vibrating razor that com- 
petes with Schick’s four-bladed razor, to try to boost its market share. In the car in- 
dustry, each major car company replaces its models every three to five years to en- 
courage customers to trade in their old models and buy the new one. 

Product development is crucial for maintaining product differentiation and 
building market share. For instance, the laundry detergent Tide has gone through 
more than fifty changes in formulation during the past forty years to improve its per- 
formance. The product is always advertised as Tide, but it is a different product each 
year. Refining and improving products is a crucial strategy that companies use to 
fine-tune and improve their business models in a mature industry, but this kind of 
competition can be as vicious as a price war because it is very expensive and can dra- 
matically increase a company’s cost structure. One of Mattel’s central strategies is 
product development, and in the 2000s, its cost structure soared as it spent tens of 
millions of dollars to develop successful new kinds of dolls and toys to compete in a 
changing environment. 


Market development. Market development finds new market segments for a com- 
pany’s products. A company pursuing this strategy wants to capitalize on the brand 
name it has developed in one market segment by locating new market segments in 
which to compete—just as Mattel and Nike do by entering many different segments 
of the toy and shoe markets, respectively. In this way, companies can leverage the 
product differentiation advantages of their brand name. The Japanese auto manufac- 
turers provide an interesting example of the use of market development. When they 
entered the market, each Japanese manufacturer offered a car model aimed at the 
economy segment of the auto market, such as the Toyota Corolla and the Honda Ac- 
cord. Then they upgraded each model over time, and now each is directed at a more 
expensive market segment. The Accord is a leading contender in the midsize car seg- 
ment, and the Corolla fills the small-car segment that used to be occupied by the 
Celica, which is now aimed at a sportier market segment. By redefining their product 
offerings, Japanese manufacturers have profitably developed their market segments 
and successfully attacked their industry rivals, wresting market share from these com- 
panies. Although the Japanese used to compete primarily as cost leaders, market de- 
velopment has allowed them to become differentiators as well. In fact, as we noted in 
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the last chapter, Toyota has used market development to become a broad differentia- 
tor. Figure 6.9 illustrates how, over time, Toyota has used market development to de- 
velop a vehicle for almost every main segment of the car market. 


Product proliferation. Product proliferation can be used to manage rivalry within 
an industry and to deter entry. The strategy of product proliferation generally means 
that large companies in an industry all have a product in each market segment or 
niche and compete head-to-head for customers. If a new niche develops, such as 
sports utility vehicles, designer sunglasses, or Internet websites, then the leader gets a 
first-mover advantage, but soon all the other companies catch up. Once again, com- 
petition is stabilized, and rivalry within the industry is reduced. Product prolifera- 
tion thus allows the development of stable industry competition based on product 
differentiation, not price—that is, nonprice competition based on the development 
of new products. The competitive battle is over a product’s perceived uniqueness, 
quality, features, and performance and not over its price, something that is becoming 
increasingly important in the PC business, as the Running Case discusses. 


CapAciTy ConTroL Although nonprice competition helps mature industries avoid 
the cutthroat price cutting that reduces company and industry levels of profitability, 
price competition does periodically break out when excess capacity exists in an in- 
dustry. Excess capacity arises when companies collectively produce too much output 
and, to dispose of it, they cut prices. When one company cuts prices, the others 
quickly follow (a game theory prediction: see the discussion in a later section of this 
chapter) because they fear that the price cutter will be able to sell its entire inventory 
while they will be left with unwanted goods. The result is that a price war develops. 
Excess capacity may be caused by a shortfall in demand, as when a recession low- 
ers the demand for cars and causes car companies to give customers price incentives 
to purchase a new car. In this situation, companies can do nothing except wait for 
better times. By and large, however, excess capacity results from companies within 
an industry simultaneously responding to favorable conditions: they all invest in 
new plants to be able to take advantage of the predicted upsurge in demand. Para- 
doxically, each individual company’s effort to outperform the others means that, 
collectively, the companies create industry overcapacity, which hurts them all. 
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Dell Has to Rethink Its Business-Level Strategies 


As we have discussed in our story of Dell so far, the com- 
pany achieved its position as the cost leader on the value 
creation frontier because of its ability to manage its sup- 
ply chain and thus make and sell a PC at a lower price 
than its competitors. In the 1990s, its low-cost advantage 
resulted in many of its competitors, such as IBM, being 
driven from the market, and others, like HP and Gateway, 
struggled to reduce their cost structures to remain prof- 
itable. By the early 2000s, however, things had changed. 
Dell found that its main rival HP had learned how to 
manage its supply chain and could now build a PC at a 
price competitive with Dell’s, one important reason being 
that it used powerful low-cost chips made by AMD. Dell 
also found that Apple computer’s new sleek designs were 
attracting more and more customers, especially because 
in 2006, Apple began to use Intel’s chips, which made its 
machines Windows-compatible. Dell was now feeling the 
heat on all sides. Analysts started to criticize the pedes- 
trian look of its computers, which were almost always 
plain black boxes, and make unfavorable comparisons 
with HP’s and Apple’s redesigned computers. 

So, starting in 2006, Dell decided to improve the look 
and design of its PCs and invest resources to make them 
more differentiated—even though this would increase 
costs. It hired 500 new design engineers to beef up its in- 
ternal team of industrial designers, recruiting specialists 
from carmakers and consumer products companies to 
make them more attractive and functional. And it also 
bought the PC focus differentiator Alienware Corp., 
which made high-powered/high-priced gaming PCs 
whose sleek futuristic machines, modeled after the beast 
from the movie Alien, were regarded by many as the best 
looking PCs on the market. One result was that in 2006, 
Dell introduced the $3,500 XPS M2010, a cross between a 
desktop and laptop targeted at entertainment enthusiasts, 
which features a detachable wireless keyboard and a 
monitor with adjustable height. And with its black, 
leatherlike exterior, it resembles a luxury briefcase when 
closed. Dell then began to introduce innovative lower- 
priced models such as the new $1,990 XPS 700 desktop, 


also aimed at hard-core video gamers. Its new designs al- 
lowed Dell to charge a premium price for its top-of-the- 
line machines, which represent only about 1% of Dell’s 
total 2005 sales of $55.9 billion. 

Dell’s eventual goal, however, is for all these design 
innovations to trickle down into its principle lines of 
PCs so that it can charge higher prices for them and so 
increase its overall profit margins. By focusing more on 
product development and differentiation, Dell hopes not 
only to increase its profits, but also to fight back the chal- 
lenge from HP and Apple so that it will occupy the mid- 
dle of the value creation frontier and thus strengthen its 
competitive advantage. With its mass-market PCs, Dell’s 
goal is also to make them easier and more comfortable to 
use; for example, Dell set out to make the controls for 
laptop touchpads, PC keyboards, and LCD monitors 
more functional and easier to use. Another battle Dell 
has had to fight to stay on the value creation frontier is to 
increase the level of its customer service after it out- 
sourced most of this function to companies in India. 
Long the leader in customer service, Dell lost its lead to 
HP and Gateway in 2005 as customer complaints about 
poor quality service increased. Even though its goal is to 
squeeze out every cent of costs, in 2006, Dell pumped 
back over $250 million into improved customer service 
and brought the corporate customer service department 
back to the United States to protect its dominating posi- 
tion in the important business server and PC market 
segment. 

Only time will tell if Dell’s new business-level strate- 
gies will work. Its stock price plummeted in 2006 as its 
profit margins shrank and those of HP and Apple in- 
creased. But by the fall, there were increasing signs that its 
new lines of PCs were attracting customers back. It also 
began to use AMD’s chips, breaking its long alliance with 
Intel, to keep the cost of its new machines low and com- 
petitive. Product and market development, as well as 
product proliferation, is a never-ending process, espe- 
cially when technology changes quickly, as it does in the 
computer industry. 
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Although demand is rising, the consequence of each company’s decision to increase 
capacity is a surge in industry capacity, which drives down prices. To prevent the ac- 
cumulation of costly excess capacity, companies must devise strategies that let them 
control—or at least benefit from—capacity expansion programs. Before we examine 
these strategies, however, we need to consider in greater detail the factors that cause 
excess capacity.*® 


Factors causing excess capacity. The problem of excess capacity often derives from 
technological developments. Sometimes new low-cost technology is the culprit be- 
cause all companies invest in it simultaneously to prevent being left behind. Excess 
capacity occurs because the new technology can produce more than the old. In addi- 
tion, new technology is often introduced in large increments, which generates over- 
capacity. For instance, an airline that needs more seats on a route must add another 
plane, thereby adding hundreds of seats even if only fifty are needed. To take another 
example, a new chemical process may operate efficiently only at the rate of 1,000 gal- 
lons a day, whereas the previous process was efficient at 500 gallons a day. If all com- 
panies within an industry change technologies, industry capacity may double, and 
enormous problems can result. 

Overcapacity may also be caused by competitive factors within an industry. Entry 
into an industry is one such factor. The entry of South Korean companies into the 
global semiconductor industry in the 1990s caused massive overcapacity and price 
declines. Similarly, the entry of steel producers from the former Soviet Union coun- 
tries into the global steel market produced excess capacity and plunging prices in the 
world steel market in the late 1990s and early 2000s. Sometimes the age of a com- 
pany’s plant is the source of the problem. For example, in the hotel industry, given 
the rapidity with which the quality of hotel furnishings declines, customers are al- 
ways attracted to new hotels. When new hotel chains are built alongside the old 
chains, excess capacity can result. Often companies are simply making simultaneous 
competitive moves based on industry trends, but those moves eventually lead to 
head-to-head competition. Most fast-food chains, for instance, establish new outlets 
whenever demographic data show population increases. However, the companies 
seem to forget that all other chains use the same data (they are not fully anticipating 
their rivals’ actions). Thus, a locality that has no fast-food outlets may suddenly see 
several being built at the same time. Whether they can all survive depends on the 
growth rate of demand relative to the growth rate of the chains. 


Choosing a capacity-control strategy. Given the various ways in which capacity can 
expand, companies clearly need to find some means of controlling it. If they are al- 
ways plagued by price cutting and price wars, they will be unable to recoup the in- 
vestments in their generic strategies. Low profitability within an industry caused by 
overcapacity forces not just the weakest companies but also sometimes the major 
players to exit the industry. In general, companies have two strategic choices: (1) each 
company individually must try to preempt its rivals and seize the initiative, or (2) the 
companies collectively must find indirect means of coordinating with each other so 
that they are all aware of the mutual effects of their actions. 

To preempt rivals, a company must forecast a large increase in demand in the 
product market and then move rapidly to establish large-scale operations that will be 
able to satisfy the predicted demand. By achieving a first-mover advantage, the com- 
pany may deter other firms from entering the market because the preemptor will 
usually be able to move down the experience curve, reduce its costs (and thus its 
prices, too), and threaten a price war if necessary. 


PART 3 Strategies 


e Game Theory 


This strategy, however, is extremely risky because it involves investing resources 
before the extent and profitability of the future market are clear. Wal-Mart pre- 
empted Sears and Kmart, with its strategy of locating in small rural towns to tap an 
underexploited market for discount goods. Wal-Mart has been able to engage in mar- 
ket penetration and market expansion because of the secure base it established in its 
rural strongholds. 

A preemptive strategy is also risky if it does not deter competitors and they decide 
to enter the market. If the competitors have a stronger generic strategy or more re- 
sources, such as Microsoft or Intel, they can make the preemptor suffer. Thus, for the 
strategy to succeed, the preemptor must generally be a credible company with 
enough resources to withstand a possible price war. 

To coordinate with rivals as a capacity-control strategy, caution must be exercised 
because collusion on the timing of new investments is illegal under antitrust law. 
However, tacit coordination is practiced in many industries as companies attempt to 
understand and forecast one another’s competitive moves. Generally, companies use 
market signaling to secure coordination. They make announcements about their fu- 
ture investment decisions in trade journals and newspapers. In addition, they share 
information about their production levels and their forecasts of demand within an 
industry to bring supply and demand into equilibrium. Thus, a coordination strategy 
reduces the risks associated with investment in the industry. This is very common in 
the chemical refining and oil business, where new capacity investments frequently 
cost hundreds of millions of dollars. 


As we have discussed, companies are in a constant competitive struggle with rivals in 
their industry to gain more business from customers. A useful way of viewing this 
struggle is as a competitive game between companies, in which companies are con- 
tinually using competitive moves and tactics to compete effectively in an industry. 
Companies that understand the competitive nature of the game they are playing can 
often improve their competitive positioning and increase the profitability of their 
business models. For example, managers can implement better strategies to pursue 
cost leadership or differentiation. 

A branch of work in the social sciences known as game theory can be used to 
model competition between a company and its rivals and help managers improve 
their business models and strategies.?” From a game theory perspective, companies 
in an industry can be viewed as players that are all simultaneously making choices 
about which business models and strategies to pursue to maximize their profitability. 
The problem strategic managers face is that the potential profitability of each busi- 
ness model is not some fixed amount; it varies depending on the strategies one com- 
pany selects and also the strategies that its rivals select. There are two basic types of 
game: sequential move games and simultaneous move games. In a sequential move 
game, such as chess, players move in turn, and one player can select a strategy to pur- 
sue after considering its rival’s choice of strategies. In a simultaneous move game, the 
players act at the same time, in ignorance of their rival’s current actions. The classic 
game of rock-paper-scissors is a simultaneous move game. 

In the business world, both sequential and simultaneous move games are 
commonplace as strategic managers jockey for competitive position in the 
industry. Indeed, game theory is particularly useful in analyzing situations 
in which a company is competing against a limited number of rivals and a con- 
siderable level of interdependence exists in the industry, as occurs in a mature in- 
dustry. Several of the basic principles that underlie game theory are examined 
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below; these principles can be useful in determining which business model and 
strategies managers should pursue. 


Look FORWARD AND REASON BACK One of the most basic messages of game theory is 
that managers need to think strategically in two related ways: (1) look forward, think 
ahead, and anticipate how rivals will respond to whatever strategic moves they make; 
and (2) reason backward to determine which strategic moves to pursue today given 
their assessment of how the company’s rivals will respond to various future strategic 
moves. Managers who take both of these approaches should be able to discover the 
specific competitive strategy that will lead to the greatest potential returns. This car- 
dinal principle of game theory is known as look forward and reason back. To under- 
stand its importance, consider the following scenario. 

Two large companies, UPS and FedEx, which specialize in next-day delivery of 
packages, dominate the U.S. air express industry. They have a very high fixed cost 
structure because they need to invest in a capital-intensive nationwide network of 
aircraft, trucks, and package-sorting facilities. The key to their profitability is to in- 
crease volume sufficiently so that these fixed costs can be spread out over a large 
number of packages, reducing the unit cost of transporting each package. 

Imagine that a bright young manager at UPS calculates that if UPS cuts prices for 
next-day delivery service by 15%, the volume of packages the company ships will 
grow by over 30%, and so will UPS’s total revenues and profitability. Is this a smart 
move? The answer depends on whether the bright young manager has remembered 
to look forward and reason back, and think through how FedEx would respond to 
UPS’s price cuts. 

Because UPS and FedEx are competing directly against each other, their strategies 
are interdependent. If UPS cuts prices, FedEx will lose market share, its volume of 
shipments will decline, and its profitability will suffer. FedEx is unlikely to accept this 
result: if UPS cuts prices by 15%, FedEx is likely to follow and cut its prices by 15% to 
hold on to market share. The net result is that the average level of prices in the industry 
will fall by 15%, as will revenues, and both players will see their profitability decline—a 
lose-lose situation. By looking forward and reasoning back, the new manager discov- 
ers that the strategy of cutting prices is not a good one. 

Decision trees can be used to help in the process of looking forward and reason- 
ing back. Figure 6.10 maps out the decision tree for the simple game analyzed above 
from the perspective of UPS. (Note that this is a sequential move game.) UPS moves 
first, and then FedEx must decide how to respond. Here, you see that UPS has to 
choose between two strategies: cutting prices by 15% or leaving them unchanged. If 
it leaves prices unchanged, it will continue to earn its current level of profitability, 
which is $100 million. If it cuts prices by 15%, one of two things can happen: FedEx 
matches the price cut, or FedEx leaves its prices unchanged. If FedEx matches UPS’s 
price cut (FedEx decides to fight a price war), profits are lost in the price competition, 
and UPS’s profit will be $0. If FedEx does not respond and leaves its prices unaltered, 
UPS will gain market share and its profits will rise to $180 million. So the best pricing 
strategy for UPS to pursue depends on its assessment of FedEx’s likely response. 

Figure 6.10 assigns probabilities to the different responses from FedEx: specifi- 
cally, there is a 70% chance that FedEx will match UPS’s price cut and a 30% chance 
that it will do nothing. These probabilities come from an assessment of how UPS’s 
price cut will affect FedEx’s sales volume and profitability. The bigger the negative 
impact of UPS’s price cut is on FedEx’s sales volume and profitability, the more likely 
it is that FedEx will match UPS’s price cuts. This is another example of the principle 
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of looking forward and reasoning back. Assigning a 70% probability to the top 
branch in Figure 6.10 assumes that the price cut from UPS will have a significant 
negative impact on FedEx’s business and will force the company to respond with a 
price cut of its own. The probabilities can also come from looking at the history of 
FedEx’s responses to UPS’s price moves. If FedEx has a long history of matching 
UPS’s price cuts, the probability that it will do so this time is high. If FedEx does not 
have a history of matching UPS’s price cuts, the probability will be lower. 

Now let us revisit the question of what strategy UPS should pursue. If UPS does 
not cut prices, its profits are $100 million. If it cuts prices, its expected profits are 
(.70) X $0 + (.30) X $180 = $60 million. Since $60 million is less than $100 million, 
UPS should not pursue the price-cutting strategy. If it did, FedEx would probably 
respond, and the net effect would be to depress UPS’s profitability. Another way of 
looking at this scenario is to ask: Under what assumptions about the probability of 
FedEx’s responding would it be worthwhile for UPS to cut prices by 15%? For UPS to 
move forward with its price cuts, the expected profits from doing so must be greater 
than $100 million, which is the profit from doing nothing. The way to work this out 
is to find the probability for which UPS is indifferent between leaving prices unal- 
tered or changing them. We use p to signify probability: $100m = p X $180m. Solv- 
ing for p, we get p = $100m/$180m = 0.556. In other words, for UPS to go ahead 
with the proposed price cut, the probability that FedEx will do nothing must be 
greater than 55.6%. 


Know Tuy RIVAL At this juncture, the question of whether this example is rather 
contrived might arise. After all, could UPS managers really anticipate how FedEx’s 
profits could be affected if UPS cut its prices by 15%? And could UPS really assign a 
probability to FedEx’s likely response? The answer is that, although UPS’s managers 
cannot calculate exactly what the profit impact and probabilities would be, they can 
make an informed decision by collecting competitive information and thinking 
strategically. For example, they could estimate FedEx’s cost structure by looking at 
FedEx’s published financial accounts. And because they are in the same business as 
FedEx, they can assess the effect of falling demand on FedEx’s cost structure and bot- 
tom line. Moreover, by looking at the history of FedEx’s competitive behavior, they 
can assess how FedEx will respond to a price cut. 

This illustrates a second basic principle of game theory: know thy rivals. In other 
words, in thinking strategically, managers must put themselves in the position of a 
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rival to answer the question of how that rival is likely to act in a particular situation. 
If a company’s managers are to be effective at looking forward and reasoning back, 
they must have a good understanding of what their rival is likely to do under differ- 
ent scenarios, and they need to be able to extrapolate their rival’s future behavior 
based on this understanding. 


FIND THE DOMINANT STRATEGY A dominant strategy is one that makes you better off 
than you would be if you played any other strategy, no matter what strategy your op- 
ponent uses. To grasp this concept, consider a simultaneous move game based on a 
situation that developed in the U.S. car industry in the early 1990s and has been 
going on ever since (so far we have been considering a sequential move game). Two 
car companies, Ford and GM (both differentiators), have to decide whether to intro- 
duce cash-back rebate programs in November to move unsold inventory that is 
building up on the lots of car dealers nationwide. Each company can make one of 
two moves: offer cash rebates or do not offer cash rebates. Because the advanced 
planning associated with launching such a strategy is fairly extensive, both compa- 
nies must make a decision about what to do by mid-October, which is before each 
has had a chance to see what its rival is doing. 

In each of the previous four years, both companies have introduced just such 
programs on November 1 and kept them in place until December 31. Customers 
have become conditioned to expect these programs and increasingly have held back 
their new car purchases in anticipation of the cash-rebate programs beginning in 
November. This learned behavior by customers has increased the strategic impor- 
tance of the rebate programs and made such programs increasingly expensive for the 
automobile companies—hence the billions of dollars GM and Ford have lost in the 
2000s. Figure 6.11 lays out a payoff matrix associated with each strategy. 

The four cells in this matrix represent the four possible outcomes of pursuing or 
not pursuing a cash-rebate strategy. The numbers in parentheses in the center of each 
cell represent the profit that General Motors and Ford, respectively, will get in each 
case (in millions of dollars). If both General Motors and Ford decide not to intro- 
duce cash rebates (cell 1), each will get $800 million in profit for the November 
1—December 31 period. If GM introduces a cash-rebate program but Ford doesn’t, 
GM will gain market share at Ford’s expense, and GM will get $1,000 million in 
profit, while Ford gets just $200 million (cell 2). The converse holds if Ford intro- 
duces a rebate program but GM doesn’t (cell 3). If both companies introduce rebate 
programs, both get $400 million (see cell 4; remember, the rebates are expensive and 
essentially represent deep price discounting to move unsold inventory). Finally, the 
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figures in parentheses in the lower right-hand corner of each cell represent the joint 
profit associated with each outcome. 

You can see in this payoff matrix that GM’s dominant strategy is to offer cash re- 
bates because whatever strategy Ford pursues, GM does better if it offers cash rebates 
than if it doesn’t. If Ford’s strategy is to offer no cash rebates, GM’s best strategy is to 
offer rebates and capture a profit of $1,000 million. If Ford’s strategy is to offer cash 
rebates, GM’s best strategy is again to offer cash rebates and get a profit of $400 mil- 
lion. So whatever Ford does, GM’s best strategy is to offer cash rebates. 

An interesting aspect of this game is that Ford also goes through the same reason- 
ing process. Indeed, the payoff matrix shows that Ford’s dominant strategy is also to 
offer cash rebates. The net result is that while both players get $400 million profit, the 
combined payoff of $800 million is the lowest of any combination! Clearly, both au- 
tomakers could have done better if they had cooperated and jointly decided not to 
offer cash rebates. Why didn’t they cooperate about this decision? There are two rea- 
sons. First, cooperation to set prices is illegal under U.S. antitrust law. Second, even 
though neither party will gain from offering rebates, it cannot trust the other party not 
to offer a cash rebate because then it would be even worse off. As the payoff matrix 
shows, if Ford does not offer cash rebates, GM has a very big incentive to do so, and 
vice versa. So both companies assume that the other will offer rebates, both end up 
doing so, and customers receive the value and are the winners! 

The payoff structure in this game is famous. It is known as the prisoner’s dilemma 
game because it was first explained using an example of two suspects, or prisoners, 
who are being interrogated for possible involvement in a crime. In the original expo- 
sition, the prisoners can confess to the crime and also implicate their partner in the 
crime to get a reduced sentence, or not confess or implicate the other. If the other 
prisoner also doesn’t either confess or implicate the other, they both go free. The 
problem is that neither prisoner can trust the other not to implicate the partner to 
get a reduced sentence. So to reduce their losses (length of jail time), both end up 
confessing and implicating the other, and both go to jail. 

The prisoner’s dilemma is thought to capture the essence of many situations 
where two or more companies are competing against each other and their dominant 
strategy is to fight a price war, even if they would collectively be better off by not 
doing so. In other words, the prisoner’s dilemma can be used to explain the mutually 
destructive price competition that breaks out in many industries from time to time. 
It also raises the question of whether companies can do anything to extricate them- 
selves from such a situation. This brings us to the final principle of game theory, 
which is explored in the following section. 


STRATEGY SHAPES THE PAYOFF STRUCTURE OF THE GAME An important lesson of 
game theory is that, through its choice of strategy, a company can alter the payoff 
structure of the competitive game being played in the industry. To understand this 
concept, consider once more the cash-rebate game played by Ford and GM, in which 
both companies are compelled to choose a dominant strategy that depresses total 
payoffs. How can they extricate themselves from this predicament? They can do it by 
changing the behavior of customers. 

Recall that rebates were necessary only because customers had come to expect 
them and held off purchasing a car until the rebates were introduced. In a self-fulfilling 
prophecy, this depresses demand and forces the companies to introduce rebates to 
move unsold inventory on the lots of car dealers. If these expectations could be 
changed, customers would not hold off their purchases in anticipation of the rebates 
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being introduced in November of each year, and companies would no longer have to 
introduce rebates to move unsold inventory on the lots of car dealers. A company can 
change customer behavior through its choice of strategy. 

This is what GM actually did. After several years of rebate wars, GM decided to 
issue a new credit card that allowed cardholders to apply 5% of their charges toward 
buying or leasing a new GM car, up to $500 a year with a maximum of $3,500. The 
credit card launch was one of the most successful in history: within two years, there 
were 9 million GM credit card holders, and the card had replaced the other incentives 
that GM offered, principally the end-of-year cash rebates. Because of the card, price- 
sensitive customers who typically waited for the rebates could purchase a reduced- 
price car any time of the year. Moreover, once they had the card, they were much 
more likely to buy from GM than Ford. This strategy changed customer behavior. 
Customers no longer waited for rebates at the end of the year before buying, an in- 
ventory of unsold cars did not build up on the lots of dealers, and GM was not forced 
into fighting a rebate war to clear inventory. 

If this strategy was so successful, what was to stop Ford from imitating it? Noth- 
ing! Ford began to offer its own credit card soon after GM did. In this case, however, 
imitation of the strategy led to increased profitability because both GM and Ford had 
found a clever way to differentiate themselves from each other: by issuing credit cards 
that created stronger brand loyalty. With the new cards, a GM cardholder was more 
likely to buy a GM car and a Ford cardholder was more likely to buy a Ford car. By re- 
ducing the tendency of customers to play GM and Ford dealers against each other, the 
card also had the effect of enabling both GM and Ford to raise their prices. Figure 6.12 
illustrates how strategy can change the payoff matrix. 

By issuing credit cards and strengthening the differentiation component of their 
strategy, both Ford and GM reduced the value of cash rebates and made it less likely 
that customers would switch to the company that offers rebates. The payoff structure 
of the game changed, and so did the dominant strategy. Now that GM’s dominant 
strategy is not to offer cash rebates, whatever Ford does, GM is better off not offering 
rebates. The same is true for Ford. In other words, by their choice of strategy, General 
Motors and Ford have changed their dominant strategy in a way that boosts their 
profitability. 

More generally, this example suggests that the way out of mutually destructive price 
competition associated with a prisoner’s dilemma type of game is for the players to 
change their business models and differentiate their product offerings in the minds of 
customers, thereby reducing their sensitivity to price competition. In other words, by 
their choice of strategy and business model (one principally based on differentiation), 
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companies can alter the payoff structure associated with the game, alter their domi- 
nant strategy, and move away from a prisoner’s dilemma type of game structure. 

This insight also points to the need for companies to think through how their 
choice of business strategy might change the structure of the competitive game they 
are playing. Although we have looked at how strategy can transform the payoff struc- 
ture of the game in a way that is more favorable, the opposite can and does occur. Com- 
panies often unintentionally change their business models and pursue strategies that 
change the payoff structure of the game in a way that is much less favorable to them 
and comes to resemble a prisoner’s dilemma, as the competitive dynamics between 
Coca-Cola and PepsiCo in the soft drink industry did; see Strategy in Action 6.4. 

The Pepsi challenge changed the long-established competitive rules in the indus- 
try. As the basis of competition shifted from differentiation by abstract lifestyle adver- 
tising to direct product comparisons, then to price competition, the payoff structure 
associated with their game changed and became more of a prisoner’s dilemma type of 
structure. Had Pepsi’s managers looked ahead and reasoned back, they might have re- 
alized that price competition would be the outcome of its new aggressive strategy and 
they might not have launched the Pepsi challenge, especially because the company was 
gaining market share from Coke, albeit slowly. However, because Pepsi’s strategy 
changed the nature of differentiation in the industry, it led to a lose-lose situation. 


Coca-Cola and PepsiCo Go 
Head-to-Head 


For thirty years, until the late 1970s, the cola segment of 
the soft drink industry went through a golden age in 
which the main players, Coca-Cola and PepsiCo, were 
very profitable. These two companies competed against 
each other by advertising their respective products, Coke 
and Pepsi, based on abstract lifestyle product attributes. 
PepsiCo would introduce advertisements showing that it 
was cool to drink Pepsi, and Coca-Cola would produce 
advertisements with catchy jingles such as “things go bet- 
ter with Coke.” Neither company competed on price. 
Coke led the market throughout the period, although by 
the mid-1970s, Pepsi was closing in. 

At this point, Pepsi launched a new and innovative 
strategy: the Pepsi challenge. The Pepsi challenge was a 
taste test in which customers were blindfolded and asked 
which drink they preferred, Pepsi or Coke. In the test, about 
55% of customers consistently said they preferred Pepsi, a 
significant result given that Pepsi trailed Coke in market 
share. Pepsi test-marketed the Pepsi challenge in Dallas, 
and it was so successful that in the late 1970s, Pepsi rolled 


out the challenge nationally, a situation that presented a 
real dilemma for Coke. It could not respond with its own 
blind taste test because in the tests, the majority of people 
preferred Pepsi. Moreover, the Pepsi challenge had changed 
the nature of competition in the industry. After thirty years 
of competition through product differentiation based on 
lifestyle product attributes with no direct (and aggressive) 
product comparisons, Pepsi had shifted to a direct product 
comparison based on a real attribute of the product: taste. 
PepsiCo had altered its business model and changed 
how it chose to differentiate its product from Coke. As 
Pepsi was now gaining market share, Coca-Cola’s man- 
agers decided to make an aggressive response: deep price 
discounts for Coke in local markets where they controlled 
the Coke bottler and the local Pepsi bottler was weak. 
This was a successful move; in markets where price dis- 
counting was used, Coke started to gain its share back. 
PepsiCo then decided to respond in kind and cut prices 
too. Before long, price discounting was widespread in the 
industry. Customers were coming to expect price dis- 
counting, brand loyalty had been eroded, and the value 
associated with differentiation had been reduced. Both 
Coke and Pepsi experienced declining profitability.* 
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So how did the soft drink manufacturers try to extricate themselves from this sit- 
uation? Over the course of a few years, they once more shifted the way in which they 
differentiated their products. They introduced new products, such as Diet Coke and 
Cherry Coke, to rebuild brand loyalty, and they reemphasized abstract advertising by 
using celebrities to help create a brand image for their soda, thus differentiating it 
from their competitors’ offerings and reducing customer price sensitivity. They are 
still doing this today—Pepsi, for example, uses the dancing and music of Britney 
Spears as a device for building a brand image that differentiates its offering from 
Coke. However, it took several years for Pepsi and Coke to do this, and in the interim 
they had to grapple with a payoff structure that reduced profitability in the industry. 
Moreover, price discounting is still common today. 


Strategies in Declining Industries 


Sooner or later, many industries enter into a decline stage, in which the size of the 
total market starts to shrink. Examples are the railroad industry, the tobacco indus- 
try, and the steel industry. Industries start declining for a number of reasons, includ- 
ing technological change, social trends, and demographic shifts. The railroad and 
steel industries began to decline when technological changes brought viable substi- 
tutes for their products. The advent of the internal combustion engine drove the rail- 
road industry into decline, and the steel industry fell into decline with the rise of 
plastics and composite materials. As for the tobacco industry, changing social atti- 
tudes toward smoking, which are themselves a product of growing concerns about 
the health effects of smoking, have caused a decline in tobacco usage. 


e The Severity When the size of the total market is shrinking, competition tends to intensify in a de- 
of Decline clining industry and profit rates tend to fall. The intensity of competition in a declin- 
ing industry depends on four critical factors, which are indicated in Figure 6.13. 
First, the intensity of competition is greater in industries in which decline is rapid as 
opposed to industries, such as tobacco, in which decline is slow and gradual. 

Second, the intensity of competition is greater in declining industries in which exit 
barriers are high. As we noted in Chapter 2, high exit barriers keep companies locked 
into an industry even when demand is falling. The result is the emergence of excess 
productive capacity and, hence, an increased probability of fierce price competition. 

Third, and related to the previous point, the intensity of competition is greater in 
declining industries in which fixed costs are high (as in the steel industry). The reason 
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e Choosing a 
Strategy 


Strategy Selection 
in a Declining Industry 


is that the need to cover fixed costs, such as the costs of maintaining productive ca- 
pacity, can make companies try to use any excess capacity they have by slashing 
prices, which can trigger a price wat. 

Finally, the intensity of competition is greater in declining industries in which the 
product is perceived as a commodity (as it is in the steel industry) in contrast to in- 
dustries in which differentiation gives rise to significant brand loyalty, as was true 
until very recently of the declining tobacco industry. 

Not all segments of an industry typically decline at the same rate. In some seg- 
ments, demand may remain reasonably strong despite decline elsewhere. The steel 
industry illustrates this situation. Although bulk steel products, such as sheet steel, 
have suffered a general decline, demand has actually risen for specialty steels, such as 
those used in high-speed machine tools. Vacuum tubes provide another example. Al- 
though demand for them collapsed when transistors replaced them as a key compo- 
nent in many electronics products, vacuum tubes still had some limited applications 
in radar equipment for years afterward. Consequently, demand in this vacuum tube 
segment remained strong despite the general decline in the demand for vacuum 
tubes. The point, then, is that there may be pockets of demand in an industry in 
which demand is declining more slowly than in the industry as a whole or is not de- 
clining at all. Price competition thus may be far less intense among the companies 
serving such pockets of demand than within the industry as a whole. 


There are four main strategies that companies can adopt to deal with decline: (1) a 
leadership strategy, by which a company seeks to become the dominant player in a 
declining industry; (2) a niche strategy, which focuses on pockets of demand that 
are declining more slowly than the industry as a whole; (3) a harvest strategy, which 
optimizes cash flow; and (4) a divestment strategy, by which a company sells off the 
business to others. Figure 6.14 provides a simple framework for guiding strategic 
choice. Note that the intensity of competition in the declining industry is measured 
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on the vertical axis and that a company’s strengths relative to remaining pockets of 
demand are measured on the horizontal axis. 


LEADERSHIP STRATEGY A leadership strategy aims at growing in a declining industry 
by picking up the market share of companies that are leaving the industry. A leader- 
ship strategy makes most sense (1) when the company has distinctive strengths that 
allow it to capture market share in a declining industry and (2) the speed of decline 
and the intensity of competition in the declining industry are moderate. Philip Mor- 
ris has pursued such a strategy in the tobacco industry. Through aggressive market- 
ing, Philip Morris has increased its market share in a declining industry and earned 
enormous profits in the process. 

The tactical steps companies might use to achieve a leadership position include 
using aggressive pricing and marketing to build market share, acquiring established 
competitors to consolidate the industry, and raising the stakes for other competitors— 
for example, by making new investments in productive capacity. Such competitive tac- 
tics signal to other competitors that the company is willing and able to stay and com- 
pete in the declining industry. These signals may persuade other companies to exit 
the industry, which would further enhance the competitive position of the industry 
leader. Strategy in Action 6.5 offers an example of a company, Richardson Electronics, 
that has prospered by taking a leadership position in a declining industry. It is one of 
the last companies in the vacuum tube business. 
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NICHE STRATEGY A niche strategy focuses on pockets of demand in the industry in 
which demand is stable or declining less rapidly than in the industry as a whole. The 
strategy makes sense when the company has some unique strengths relative to those 
niches where demand remains relatively strong. As an example, consider Naval, a com- 
pany that manufactures whaling harpoons and small guns to fire them and makes 
money doing so. This might be considered rather odd because the world community 
has outlawed whaling. However, Naval survived the terminal decline of the harpoon in- 
dustry by focusing on the one group of people who are still allowed to hunt whales, al- 
though only in very limited numbers: North American Eskimos. Eskimos are permitted 
to hunt bowhead whales, provided that they do so only for food and not for commercial 
purposes. Naval is the sole supplier of small harpoon whaling guns to Eskimo commu- 
nities, and its monopoly position allows it to earn a healthy return in this small market. 


HARVEST STRATEGY As we noted earlier, a harvest strategy is the best choice when a 
company wishes to get out of a declining industry and optimize cash flow in the 
process. This strategy makes the most sense when the company foresees a steep de- 
cline and intense future competition or lacks strengths relative to remaining pockets 
of demand in the industry. A harvest strategy requires the company to cut all new in- 
vestments in capital equipment, advertising, R&D, and the like. The inevitable result 
is that it will lose market share, but because it is no longer investing in this business, 
initially its positive cash flow will increase. Essentially, the company is taking cash 
flow in exchange for market share. Ultimately, cash flows will start to decline, and at 
this stage it makes sense for the company to liquidate the business. Although this 
strategy is very appealing in theory, it can be somewhat difficult to put into practice. 
Employee morale in a business that is being run down may suffer. Furthermore, if 
customers catch on to what the company is doing, they may defect rapidly. Then 
market share may decline much faster than the company expected. 


DIVESTMENT STRATEGY A divestment strategy rests on the idea that a company can 
recover most of its investment in an underperforming business by selling it early, be- 
fore the industry has entered into a steep decline. This strategy is appropriate when 
the company has few strengths relative to whatever pockets of demand are likely to re- 
main in the industry and when the competition in the declining industry is likely to be 
intense. The best option may be to sell out to a company that is pursuing a leadership 
strategy in the industry. The drawback of the divestment strategy is that it depends 
for its success on the ability of the company to spot its industry’s decline before it be- 
comes serious and to sell out while the company’s assets are still valued by others. 


Summary of Chapter 


1. 


In fragmented industries composed of a large number 
of small and medium-sized companies, the principal 
forms of competitive strategy are chaining, franchising, 
and horizontal merger, as well as using the Internet. 

In embryonic and growth industries, strategy is deter- 
mined partly by market demand. The innovators and 
early adopters have different needs from those in the 
early and the late majority, and a company must be 
prepared to cross the chasm between the two. Simi- 
larly, managers must understand the factors that 


affect a market’s growth rate so they can tailor their 
business model to a changing industry environment. 


. Companies need to navigate the difficult road from 


growth to maturity by choosing an investment strategy 
that supports their business model. In choosing this 
strategy, managers must consider the company’s com- 
petitive position in the industry and the stage of the 
industry’s life cycle. Some main types of investment 
strategy are share building, growth, market concentra- 
tion, share increasing, harvest, and hold-and-maintain. 
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4. Mature industries are composed of a few large com- 
panies whose actions are so highly interdependent 
that the success of one company’s strategy depends on 
the responses of its rivals. 

5. The principal strategies used by companies in mature 
industries to deter entry are product proliferation, 
price cutting, and maintaining excess capacity. 

6. The principal strategies used by companies in mature 
industries to manage rivalry are price signaling, price 
leadership, nonprice competition, and capacity control. 

7. Game theory suggests several management principles: 
look forward and reason back, know thy rival, pursue 
your dominant strategy, remember that strategy can 


Discussion Questions 


1. Why are industries fragmented? What are the main 
ways in which companies can turn a fragmented in- 
dustry into a consolidated one? 

2. What are the key problems in maintaining a competi- 
tive advantage in embryonic and growth industry en- 
vironments? What are the dangers associated with 
being the leader? 

3. In managing their growth through the life cycle, what in- 
vestment strategies should be made by (a) differentiators 
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alter the payoff structure of the game, and use strategy 
to change the payoff structure in a way that increases 
the profitability of your dominant strategy. 

8. In declining industries, in which market demand has 
leveled off or is falling, companies must tailor their price 
and nonprice strategies to the new competitive environ- 
ment. They also need to manage industry capacity to 
prevent the emergence of capacity expansion problems. 

9. There are four main strategies a company can pursue 
when demand is falling: leadership, niche, harvest, and 
divestment. The choice is determined by the severity of 
industry decline and the company’s strengths relative 
to the remaining pockets of demand. 


in a strong competitive position and (b) differentia- 
tors in a weak competitive position? 

4. Discuss how companies can use (a) product differen- 
tiation and (b) capacity control to manage rivalry and 
increase an industry’s profitability. 

5. What insights would game theory offer (a) a small 
pizza restaurant operating in a crowded college mar- 
ket and (b) a detergent manufacturer seeking to bring 
out new products in established markets? 
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have at your disposal, perform the tasks and answer the 
questions listed: 

1. In what kind of industry environment (for example, 
embryonic, mature) does your company operate? 
Use the information from Strategic Management 
Project: Module 2 to answer this question. 

2. Discuss how your company has attempted to de- 
velop strategies to protect and strengthen its busi- 
ness model. For example, if your company is operat- 
ing in an embryonic industry, how has it attempted 
to increase its competitive advantage over time? If it 
operates in a mature industry, discuss how it has 
tried to manage industry competition. 

3. What new strategies would you advise your com- 
pany to pursue and thus increase its competitive 
advantage? For example, how should it attempt to 
differentiate its products in the future or lower its 
cost structure? 

4. On the basis of this analysis, do you think your com- 
pany will be able to maintain its competitive advan- 
tage in the future? Why or why not? 


ETHICS EXERCISE 


Beverly answered her office phone to find an executive 
from Grey Industries on the line. “Ms. Jones,” he began 
after pleasantries has been exchanged, “we would be hon- 
ored if you would consider joining our corporate board.” 
After gathering information, Beverly agreed. As the presi- 
dent of the Natural History Museum, a nonprofit organi- 
zation in Denver, Colorado, she was used to receiving these 
requests. In fact, she currently served on two other boards. 

A month later, Grey Industries donated half a million 
dollars to the museum. Beverly, on behalf of the mu- 
seum, had received large donations from the other com- 
panies on whose boards she served. Although she knew it 
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was good for the museum, she wondered if the companies 
were simply being generous or had ulterior motives. 
Beverly had managed to remain impartial and serve ob- 
jectively despite such donations, but she knew other pres- 
idents and directors of nonprofit organizations had not 
and had made decisions based on donation promises. 
Beverly knew that the Nasdaq Stock Market was encour- 
aging companies to put limits on their donations to non- 
profit organizations if presidents and directors of those 
organizations served on their boards, but firm rules had 
yet to be put into place. Beverly thought this move would 
be a smart one on the part of corporations and helpful to 
board members. 

To further complicate matters, Beverly had some seri- 
ous reservations about the ways in which Grey Industries 
conducted business. The company’s business model hadn’t 
been updated in years, and the competition was begin- 
ning to take over. Despite obvious issues, Grey Industries 
was holding on to its top-level managers—individuals 
who had been with the company since the beginning. 
These very same managers seemed incapable of imple- 
menting the changes necessary to keep Grey Industries in 
the running. Having accepted the company’s donation, 
Beverly had to make a difficult decision. Should she resign 
from the board? Or should she follow her gut instinct 
and insist that Grey Industries replace these managers 
immediately or lose to the competition? 

1. Define the ethical dilemmas presented in this case. 

2. Do you think presidents and directors of nonprofit 
organizations can remain objective despite promises 
of large donations? 

3. What are the pros and cons of corporations offering 
donations to nonprofit organizations? 

4. How do you think Beverly should approach the situ- 
ation? Why? 
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Nike, headquartered in Beaverton, Oregon, was founded 
over thirty years ago by Bill Bowerman, a former University 
of Oregon track coach, and Phil Knight, an entrepreneur 


in search of a profitable business opportunity. Bower- 
man’s goal was to dream up a new kind of sneaker tread 
that would enhance a runner’s traction and speed, and he 
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came up with the idea for Nike’s waffle tread after study- 
ing the waffle iron in his home. Bowerman and Knight 
made their shoe and began selling it out of the trunks of 
their car at track meets. From this small beginning, Nike 
has grown into a company that sold over $12 billion 
worth of shoes in the $35 billion athletic footwear and 
apparel industries in 2004.8 

Nike’s amazing growth came from its business model, 
which has always been based on two original functional 
strategies: to create state-of-the-art athletic shoes and 
then to publicize the qualities of its shoes through dra- 
matic guerrilla-style marketing. Nike’s marketing is de- 
signed to persuade customers that its shoes are not only 
superior but also a high fashion statement and a necessary 
part of a lifestyle based on sporting or athletic interests. A 
turning point came in 1987 when Nike increased its mar- 
keting budget from $8 million to $48 million to persuade 
customers its shoes were the best. A large part of this ad- 
vertising budget soon went to pay celebrities like Michael 
Jordan millions of dollars to wear and champion its 
products. The company has consistently pursued this 
strategy: in 2003 it signed basketball star LeBron James to 
a $90 million endorsement contract, and many other 
sports stars, such as Tiger Woods and Serena Williams, 
are already part of its charmed circle. 

Nike’s strategy to emphasize the uniqueness of its 
product has obviously paid off; its market share soared 
and its revenues hit $9.6 billion in 1998. However, 1998 
was also a turning point because in that year, sales began 
to fall. Nike’s $200 Air Jordans no longer sold like they 
used to, and inventory built up in stores and warehouses. 
Suddenly it seemed much harder to design new shoes 
that customers perceived to be significantly better. Nike’s 
stunning growth in sales was actually reducing its prof- 
itability; somehow it had lost control of its business 
model. Phil Knight, who had resigned his management 
position, was forced to resume the helm and lead the 
company out of its troubles. He recruited a team of tal- 
ented top managers from leading consumer products 
companies to help him improve Nike’s business model. 
As a result, Nike has changed its business model in some 
fundamental ways. 

In the past, Nike shunned sports like golf, soccer, 
rollerblading, and so on, and it focused most of its efforts 
on making shoes for the track and basketball markets to 
build its market share in these areas. However, when its 
sales started to fall, it realized that using marketing to in- 
crease sales in a particular market segment can grow sales 


and profits only so far; it needed to start selling more 
types of shoes to more segments of the athletic shoe mar- 
ket. So Nike took its design and marketing competencies 
and began to craft new lines of shoes for new market seg- 
ments. For example, it launched a line of soccer shoes and 
perfected their design over time, and by 2004, it had won 
the biggest share of the soccer market from its arch-rival 
Adidas.’ Also in 2004, it launched its Total 90 III shoes, 
which are aimed at the millions of casual soccer players 
throughout the world who want a shoe they can just 
“play” in. Once more, Nike’s dramatic marketing cam- 
paigns aim to make their shoes part of the soccer lifestyle, 
to persuade customers that traditional sneakers do not 
work because soccer shoes are sleeker and fit the foot 
more snugly.°? 

To take advantage of its competencies in design and 
marketing, Nike then decided to enter new market seg- 
ments by purchasing other footwear companies offering 
shoes that extended or complemented its product lines. 
For example, it bought Converse, the maker of retro-style 
sneakers; Hurley International, which makes skateboards 
and Bauer in-line and hockey skates; and Official Starter, 
a licensor of athletic shoes and apparel whose brands in- 
clude the low-priced Shaq brand. Allowing Converse to 
take advantage of Nike’s in-house competencies has re- 
sulted in dramatic increases in the sales of its sneakers, 
and Converse has made an important contribution to 
Nike’s profitability.*! 

Nike had also entered another market segment when 
it bought Cole Haan, the dress shoemaker, in the 1980s. 
Now it is searching for other possible acquisitions. It de- 
cided to enter the athletic apparel market to use its skills 
there, and by 2004, sales were over $1 billion. In making 
all these changes to its business model, Nike was finding 
ways to invest its capital in new products where it could 
increase its market share and profitability. Its new focus 
on developing new and improved products for new mar- 
ket segments is working. Nike’s ROIC has soared from 
14% in 2000 to 24% in 2006, and it makes over $1 billion 
profit. 


Case Discussion Questions 
1. What business model and strategies is Nike pursuing? 


2. How has Nike’s business model changed the nature of 
industry competition? 


. What new strategies have emerged in the shoe indus- 
try as a result? 
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UPENING CASE 


Format War—Blu-Ray Versus HD-DVD 


A format war is developing in the consumer electronics industry between two different versions 
of next-generation high-definition DVD players and discs. In one camp is Sony with its Blu-ray 
format; in the other is Toshiba, which is championing the rival HD-DVD format. Both high- 
definition formats offer a dramatic improvement in picture and sound quality over established 
DVD technology and are designed to work with high-definition televisions. Although each new 
format will play old DVDs, the two standards are incompatible with each other. Blu-ray players 
will not accept DVDs formatted for HD-DVD, and vice versa. 

Format wars like this have occurred many times in the past. VHS versus Betamax in the 
videocassette market and Windows versus Macintosh in personal computer operating systems 
are classic examples. If history is any guide, format wars tend to be “winner-takes-all” contests, 
with the loser being vanquished to a niche (as in the case of Apple’s Macintosh operating sys- 
tem), or exiting the market altogether (as in the case of Sony’s Betamax format). Format wars 
are a high-stakes game. 

Both Sony and Toshiba have been working hard to ensure that their format gains an early 
lead in sales. In turn, so the thinking goes, this will increase the supply of preformatted discs de- 
signed to play on one format or the other, which should lead to a further increase in sales of the 
format that has the largest share of the market, and thus to its eventual dominance. A key strat- 
egy of both companies has been to line up film studios and get them to commit to issuing discs 
based on their format. 

Initially it looked as if Sony had the early advantage. Prior to the technology being launched 
in the market, Columbia Pictures and MGM (both owned by Sony), along with Disney and Fox 
Studios, all committed exclusively to Blu-ray. By late 2005, several other studios that had initially 
committed exclusively to HD-DVD, including Warner Brothers and Paramount, also indicated 
that they would support Blu-ray as well. Warner and Paramount cited Blu-ray’s momentum 
among other studios and its strong copyright protection mechanisms. This left just Universal 
Studios committed exclusively to HD-DVD. 
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To further strengthen its hand, Sony announced that 
it would incorporate Blu-ray technology in its next- 
generation P3 videogame console and its Vaio line of per- 
sonal computers. Hewlett-Packard and Dell Computer 
also indicated that they would support the Blu-ray for- 
mat. Sony even licensed the Blu-ray format to several 
other consumer electronics firms, including Samsung, in 
a bid to increase the supply of Blu-ray players in stores. 

Then things began to go wrong for Sony. The com- 
pany had to delay delivery of its P3 videogame console by 
a year due to engineering problems, which sapped some 
of the momentum from Blu-ray. Microsoft took advan- 
tage of this misstep, announcing that it would market 
an HD-DVD player that would work with its own 
videogame console, Xbox 360. In mid-2006, the first Blu- 
ray and HD-DVD players hit the market—the Blu-ray 
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players were more expensive, as much as twice the price 
of entry-level HD-DVD players. According to Toshiba, 
HD-DVD players and discs are cheaper to manufacture, 
although Sony disputes this. To complicate matters, 
one of the first Blu-ray players, made by Sony licensee 
Samsung, was shipped with a bad chip that marred its 
image quality. 

By late 2006, some firms were beginning to hedge 
their bets. Hewlett-Packard reversed its earlier position 
and said that it would support both standards. So who 
will win this war? At this stage, it is too early to say. One 
possibility, however, is that neither format will win. Faced 
with two incompatible formats, consumers may do what 
they have in the past: wait. And without consumer dollars 
to drive adoption of one format over the other, the mar- 
ket may fail to gain traction.! 


The format war now unfolding in the consumer electronics industry between two com- 
peting and incompatible versions of next-generation high-definition DVDs is typical of 
the nature of competition in high-technology industries (see the Opening Case). In this 
chapter, we will take a close look at the nature of competition and strategy in high- 
technology industries. Technology refers to the body of scientific knowledge used in the 
production of goods or services. High-technology (high-tech) industries are those in 
which the underlying scientific knowledge that companies in the industry use is advancing 
rapidly, and by implication, so are the attributes of the products and services that result 
from its application. The computer industry is often thought of as the quintessential ex- 
ample of a high-technology industry. Other industries often considered high-tech are 
telecommunications, where new technologies based on wireless and the Internet have 
proliferated in recent years; consumer electronics, where the digital technology underly- 
ing products from high-definition DVD players to videogame terminals and digital cam- 
eras is advancing rapidly; pharmaceuticals, where new technologies based on cell biology, 
recombinant DNA, and genomics are revolutionizing the process of drug discovery; 
power generation, where new technologies based on fuel cells and cogeneration may 
change the economics of the industry; and aerospace, where the combination of new 
composite materials, electronics, and more efficient jet engines are giving birth to a new 
era of superefficient commercial jet aircraft such as Boeing’s 787. 

This chapter focuses on high-technology industries for a number of reasons. 
First, technology is accounting for an ever larger share of economic activity. Estimates 
suggest that 12 to 15% of total economic activity in the United States is accounted for 
by information technology industries. This figure actually underestimates the true 
impact of technology on the economy because it ignores the other high-technology 
areas we just mentioned. Moreover, as technology advances, many low-technology in- 
dustries are becoming more high-tech. For example, the development of biotechnology 
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and genetic engineering transformed the production of seed corn, long considered a 
low-technology business, into a high-technology business. Retailing used to be con- 
sidered a low-technology business, but the shift to online retailing, led by companies 
like Amazon, has changed this. Moreover, high-technology products are making their 
way into a wide range of businesses; today a Ford Explorer contains more computing 
power than the multimillion-dollar mainframe computers used in the Apollo space 
program, and the competitive advantage of physical stores, such as Wal-Mart, is 
based on their use of information technology. The circle of high-technology indus- 
tries is both large and expanding, and even in industries not thought of as high-tech, 
technology is revolutionizing aspects of the product or production system. 

Although high-tech industries may produce very different products, when it 
comes to developing a business model and strategies that will lead to a competitive 
advantage and superior profitability and profit growth, they often face a similar situ- 
ation. For example, winner-take-all format wars are common in many high-technology 
industries, such as the consumer electronics and computer industries (see the Opening 
Case for an example of an ongoing format war). This chapter examines the competitive 
features found in many high-tech industries and the kinds of strategies that companies 
must adopt to build business models that will allow them to achieve superior prof- 
itability and profit growth. 

When you have completed this chapter, you will have an understanding of the na- 
ture of competition in high-tech industries and the strategies that companies can 
pursue to succeed in those industries. 


Technical Standards and Format Wars 


e Examples of 
Standards 


Especially in high-tech industries, ownership of technical standards—a set of tech- 
nical specifications that producers adhere to when making the product or a compo- 
nent of it—can be an important source of competitive advantage.* Indeed, in many 
cases, the source of product differentiation is based on the technical standard. As in 
the high-definition DVD market, often only one standard will come to dominate a 
market, so many battles in high-tech industries revolve around companies compet- 
ing to be the one that sets the standard. 

Battles to set and control technical standards in a market are referred to as format 
wars; they are essentially battles to control the source of differentiation and thus the 
value that such differentiation can create for the customer. Because differentiated 
products often command premium prices and are often expensive to develop, the 
competitive stakes are enormous. The profitability and very survival of a company 
may depend on the outcome of the battle. For example, the outcome of the battle 
now being waged over the establishment and ownership of the standard for high- 
definition DVDs will help determine which companies will be leaders for the next 
decade in that marketplace (see the Opening Case). 


A familiar example of a standard is the layout of a computer keyboard. No matter 
what keyboard you buy, the letters are all in the same pattern.’ The reason is quite obvi- 
ous. Imagine if each computer maker changed the ways the keys were laid out—if some 
started with QWERTY on the top row of letters (which is indeed the format used and is 
known as the QWERTY format), some with YUHGED, and some with ACFRDS. If you 
learned to type on one layout, it would be irritating and time-consuming to have to 
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relearn on a YUHGFD layout. The standard format (QWERTY) makes it easy for 
people to move from computer to computer because the input medium, the key- 
board, is set out in a standard way. 

Another example of a technical standard concerns the dimensions of containers 
used to ship goods on trucks, railcars, and ships: all have the same basic dimensions— 
the same height, length, and width—and all make use of the same locking mecha- 
nisms to hold them onto a surface or to bolt against each other. Having a standard en- 
sures that containers can be moved easily from one mode of transportation to 
another—from trucks to railcars, to ships, and back to railcars. If containers lacked 
standard dimensions and locking mechanisms, it would suddenly become much more 
difficult to ship containers around the world. Shippers would have to make sure that 
they had the right kind of container to go on the ships, trucks, and railcars scheduled 
to carry a particular container around the world—very complicated indeed. 

Consider, finally, the personal computer. Most share a common set of features: an 
Intel or Intel-compatible microprocessor, random access memory (RAM), a Microsoft 
operating system, an internal hard drive, a floppy disk drive, a CD drive, a keyboard, 
a monitor, a mouse, a modem, and so on. We call this set of features the dominant 
design for personal computers (a dominant design refers to a common set of fea- 
tures or design characteristics). Embedded in this design are several technical stan- 
dards (see Figure 7.1). For example, the Wintel technical standard is based on an Intel 
microprocessor and a Microsoft operating system. Microsoft and Intel “own” that 
standard, which is central to the personal computer. Developers of software applica- 
tions, component parts, and peripherals such as printers adhere to this standard 
when developing their own products because this guarantees that their products will 
work well with a personal computer based on the Wintel standard. Another technical 
standard for connecting peripherals to the PC is the Universal Serial Bus (USB), es- 
tablished by an industry standards-setting board. No one owns it; the standard is in 
the public domain. A third technical standard is for communication between a PC 
and the Internet via a modem. Known as TCP/IP, this standard was also set by an in- 
dustry association and is in the public domain. Thus, as with many other products, 
the PC is actually based on several technical standards. It is also important to note 
that when a company owns a standard, as Microsoft and Intel do with the Wintel 
standard, it may be a source of competitive advantage and high profitability. 
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e Benefits of 
Standards 


Standards emerge because there are economic benefits associated with them. First, 
having a technical standard helps to guarantee compatibility between products and 
their complements—other products used with them. For example, containers are 
used with railcars, trucks, and ships, and PCs are used with software applications. 
Compatibility has the tangible economic benefit of reducing the costs associated 
with making sure that products work well with each other. 

Second, having a standard can help to reduce confusion in the minds of con- 
sumers. A few years ago, several consumer electronics companies were vying with 
each other to produce and market the first generation of DVD players, and they were 
championing different variants of the basic DVD technology—different standards— 
that were incompatible with each other; a DVD disk designed to run on a DVD 
player made by Toshiba would not run on a player made by Sony, and vice versa. The 
companies feared that selling these incompatible versions of the same technology 
would produce confusion in the minds of consumers, who would not know which 
version to purchase and might decide to wait and see which technology ultimately 
dominated the marketplace. With lack of demand, the technology might fail to gain 
traction in the marketplace and would not be successful. To avoid this possibility, the 
developers of DVD equipment established a standard-setting body for the industry, 
the DVD Forum, which established a common technical standard for DVD players 
and disks that all companies adhered to. The result was that when DVDs were intro- 
duced, they adhered to a common standard, which avoided confusion in consumers’ 
minds. This helped to boost demand for DVD players, making them one of the 
fastest-selling technologies of the late 1990s and early 2000s. However, the DVD 
Forum has not been able to agree on a common standard for high-definition DVDs 
(see the Opening Case). 

Third, the emergence of a standard can help to reduce production costs. Once a 
standard emerges, products based on that standard design can be mass-produced, 
enabling the manufacturers to realize substantial economies of scale and lower their 
cost structures. The fact that there is a central standard for PCs (the Wintel standard) 
means that the component parts for a PC can be mass-produced. A manufacturer of 
internal hard drives, for example, can mass-produce drives for Wintel PCs and thus 
can realize substantial scale economies. If there were several competing and incom- 
patible standards, each of which required a unique type of hard drive, production 
runs for hard drives would be shorter, unit costs would be higher, and the cost of PCs 
would go up. 

Fourth, the emergence of standards can help to reduce the risks associated with 
supplying complementary products and thus increase the supply for those products. 
Consider the risks associated with writing software applications to run on personal 
computers. This is a risky proposition, requiring the investment of considerable 
sums of money for developing the software before a single unit is sold. Imagine what 
would occur if there were ten different operating systems in use for PCs, each with 
only 10% of the market, rather than the current situation, where 95% of the world’s 
PCs adhere to the Wintel standard. Software developers would be faced with the need 
to write ten different versions of the same software application, each for a much 
smaller market segment. This would change the economics of software development, 
increase its risks, and reduce potential profitability. Moreover, because of their higher 
cost structure and fewer economies of scale, the price of software programs would 
increase. 

Thus, although many people complain about the consequences of Microsoft’s 
near monopoly of PC operating systems, that monopoly does have at least one good 
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effect: it substantially reduces the risks facing the makers of complementary products 
and the costs of those products. In fact, standards lead to both low-cost and differen- 
tiation advantages for individual companies and can help raise the level of industry 
profitability. 


e Establishment Standards emerge in an industry in three main ways. First, recognizing the benefits of 
of Standards — establishing a standard, companies in an industry might lobby the government to 
mandate an industry standard. In the United States, for example, the Federal Com- 
munications Commission (FCC), after detailed discussions with broadcasters and 
consumer electronics companies, has mandated a single technical standard for digital 
television broadcasts (DTV) and required broadcasters to have capabilities in place 
for broadcasting digital signals based on this standard by 2006. The FCC took this 
step because it believed that without government action to set the standard, the roll- 
out of DTV would be very slow. With a standard set by the government, consumer 
electronics companies can have greater confidence that a market will emerge, and 
this should encourage them to develop DTV products. 

Second, technical standards are often set by cooperation among businesses, with- 
out government help, often through the medium of an industry forum, such as the 
DVD Forum. Companies cooperate in this way when they decide that competition 
among them to create a standard might be harmful because of the uncertainty that it 
would create in the minds of consumers. 

When standards are set by the government or an industry association, they fall 
into the public domain, meaning that any company can freely incorporate into its 
products the knowledge and technology on which the standard is based. For exam- 
ple, no one owns the QWERTY format, and therefore no one company can profit 
from it directly. Similarly, the language that underlies the presentation of text and 
graphics on the Web, hypertext markup language (HTML), is in the public domain; 
it is free for all to use. The same is true for TCP/IP, the communications standard 
used for transmitting data on the Internet. 

Often, however, the industry standard is selected competitively by the purchasing 
patterns of customers in the marketplace—that is, by market demand. In this case, 
the strategy and business model a company has developed for promoting its techno- 
logical standard are of critical importance because ownership of an industry stan- 
dard that is protected from imitation by patents and copyrights is a valuable asset—a 
source of sustained competitive advantage and superior profitability. Microsoft and 
Intel, for example, both owe their competitive advantage to format wars, which exist 
between two or more companies competing against each other to get their designs 
adopted as the industry standard. Format wars are common in high-tech industries 
because of the high stakes. The Wintel standard became the dominant standard for 
PCs only after Microsoft and Intel won format wars against Apple Computer’s pro- 
prietary system and later against IBM’s OS/2 operating system. Microsoft and Real 
Networks are currently competing head-to-head in a format war to establish rival 
technologies—Windows Media Player and RealPlayer—as the standard for stream- 
ing video and audio technology on the Web. The Opening Case tells how Sony and 
Toshiba are currently engaged in a format war as they try to get their respective tech- 
nologies established as the standard for high-definition DVDs. 


e Network Effects, It is increasingly apparent that when standards are set by competition between com- 
Positive Feedback, panies promoting different formats, network effects are a primary determinant of 
and Lockout how standards are established.° Network effects arise in industries where the size of 
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FIGURE 7.2 


Positive Feedback in 
the Market for VCRs 


the network of complementary products is a primary determinant of demand for an 
industry’s product. For example, the demand for automobiles early in the twentieth 
century was an increasing function of the network of paved roads and gas stations. 
Similarly, the demand for telephones is an increasing function of the number of 
other numbers that can be called with that phone, that is, of the size of the telephone 
network (the telephone network is the complementary product). When the first tele- 
phone service was introduced in New York City, only a hundred numbers could be 
called. The network was very small because of the limited number of wires and tele- 
phone switches, which made the telephone a relatively useless piece of equipment. As 
more and more people got telephones and as the network of wires and switches ex- 
panded, the value of a telephone connection increased. This led to an increase in de- 
mand for telephone lines, which further increased the value of owning a telephone, 
setting up a positive feedback loop. 

To understand why network effects are important in the establishment of stan- 
dards, consider the classic example of a format war: the battle between Sony and 
Matsushita to establish their respective technology for videocassette recorders 
(VCRs) as the standard in the marketplace. Sony was first to market with its Betamax 
technology, followed by Matsushita with its VHS technology. Both companies sold 
VCR recorder-players, and movie studios issued films prerecorded on VCR tapes for 
rental to consumers. Initially, all tapes were issued in Betamax format to play on 
Sony’s machine. Sony did not license its Betamax technology, preferring to make all 
of the player-recorders itself. When Matsushita entered the market, it realized that 
it would have to encourage movie studios to issue movies for rental on VHS tapes 
to make its VHS format players valuable to consumers. The only way to do that, 
Matsushita’s managers reasoned, was to increase the installed base of VHS players as 
rapidly as possible. They believed that the greater the installed base of VHS players, 
the greater the incentive would be for movie studios to issue movies for rental on 
VHS format tapes. The more prerecorded VHS tapes available for rental, the greater 
the value of a VHS player to consumers, and therefore, the greater the demand 
would be for VHS players (see Figure 7.2). Matsushita wanted to exploit a positive 
feedback loop. 

To do this, Matsushita chose a licensing strategy under which any consumer elec- 
tronics company was allowed to manufacture VHS format players under license. The 
strategy worked. A large number of companies agreed to manufacture VHS players, 
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and soon far more VHS players were available for purchase in stores than Betamax 
players. As sales of VHS players started to grow, movie studios issued more films for 
rental in VHS format, and this stoked demand. Before long, it was clear to anyone who 
walked into a video rental store that there were more and more VHS tapes available 
for rent and fewer and fewer Betamax tapes. This served to reinforce the positive feed- 
back loop, and ultimately Sony’s Betamax technology was shut out of the market. The 
pivotal difference between the two companies was strategy: Matsushita chose a licens- 
ing strategy, and Sony did not. As a result, Matsushita’s VHS technology became the de 
facto standard for VCRs, while Sony’s Betamax technology was locked out. 

The general principle that emerges from this example is that when two or more 
companies are competing with each other to get their technology adopted as a 
standard in an industry, and when network effects and positive feedback loops are 
important, the company that wins the format war will be the one whose strategy 
best exploits positive feedback loops. It turns out that this is a very important strate- 
gic principle in many high-technology industries, particularly computer hardware, 
software, telecommunications, and consumer electronics. Microsoft is where it is 
today because it exploited a positive feedback loop. So did Dolby (see Strategy in 
Action 7.1). 

An important implication of the positive feedback process is that as the market 
settles on a standard, companies promoting alternative standards can become locked 
out of the market when consumers are unwilling to bear the switching costs required 
for them to abandon the established standard and adopt the new standard. In this 
context, switching costs are the costs that consumers must bear to switch from a 
product based on one technological standard to a product based on another. 

To illustrate, imagine that a company developed an operating system for personal 
computers that was both faster and more stable (crashed less) than the current stan- 
dard in the marketplace, Microsoft Windows. Would this company be able to gain 
significant market share from Microsoft? Only with great difficulty. Consumers buy 
personal computers not for their operating system but for the applications that run 
on that system. A new operating system would initially have a very small installed 
base, so few developers would be willing to take the risks in writing word-processing 
programs, spreadsheets, games, and other applications for that operating system. Be- 
cause there would be very few applications available, consumers who did make the 
switch would have to bear the switching costs associated with giving up some of their 
applications—something that they might not be willing to do. Moreover, even if ap- 
plications were available for the new operating system, consumers would have to bear 
the costs of purchasing those applications, another source of switching costs. In addi- 
tion, they would have to bear the costs associated with learning to use the new oper- 
ating system, yet another source of switching costs. Thus, many consumers would be 
unwilling to switch even if the new operating system performed better than Windows, 
and the company promoting the new operating system would thus be locked out of 
the market. 

Consumers will bear switching costs if the benefits of adopting the new technol- 
ogy outweigh the costs of switching. For example, in the late 1980s and early 1990s, 
millions of people switched from analog record players to digital CD players even 
though the switching costs were significant: they had to purchase the new player 
technology, and many people purchased duplicate copies of their favorite music 
recordings. They nevertheless made the switch because for many people, the perceived 
benefit—the incredibly better sound quality associated with CDs—outweighed the 
costs of switching. 
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How Dolby Became the Standard 
in Sound Technology 


Inventor Ray Dolby’s name has become synonymous with 
superior sound in homes, movie theaters, and recording stu- 
dios. The technology produced by his company, Dolby Lab- 
oratories, is part of nearly every music cassette and cassette 
recorder; prerecorded videotape; and, most recently, DVD 
movie disk and player. Since 1976, close to 1.5 billion audio 
products that use Dolby’s technology have been sold world- 
wide. More than 44,000 movie theaters now show films in 
Dolby Digital Surround Sound, and some 50 million Dolby 
Digital home theater receivers have been sold since 1999. 
Dolby technology has become the de facto industry stan- 
dard for high-quality sound in the music and film industry. 
How did Dolby build this technology franchise? 

The story goes back to 1965, when Dolby Laborato- 
ries was founded in London by Ray Dolby (the company’s 
headquarters moved to San Francisco in 1976). Dolby, 
who had a Ph.D. in physics from Cambridge University in 
England, had invented a technology for reducing the 
background hiss in professional tape recording without 
compromising the quality of the material being recorded. 
In 1968, Dolby reached an agreement to license his noise- 
reduction technology to KLH, a highly regarded Ameri- 
can producer of audio equipment (record players and 
tape decks) for the consumer market. Soon other manu- 
facturers of consumer equipment started to approach 
Dolby to license the technology. Dolby briefly considered 
manufacturing record players and tape decks for the con- 
sumer market, but as he later commented, “I knew that if 
we entered that market and tried to make something like 
a cassette deck, we would be in competition with any li- 
censee that we took on... . So we had to stay out of man- 
ufacturing in that area in order to license in that area.” 

Dolby adopted a licensing business model and then 
had to determine what licensing fee to charge. He decided 
to charge a modest fee to reduce the incentive that manu- 
facturers would have to develop their own technology. 
Then there was the question of which companies to li- 
cense to. Dolby wanted the Dolby name associated with 
superior sound, so he needed to make sure that licensees 
adhered to quality standards. Therefore, the company set 
up a formal quality control program for its licensees’ 
products. Licensees have to agree to have their products 
tested by Dolby, and the licensing agreement states that 


they cannot sell products that do not pass Dolby’s quality 
tests. By preventing products with substandard perform- 
ance from reaching the market, Dolby has maintained the 
quality image of products featuring Dolby technology and 
trademarks. Today, Dolby Laboratories tests samples of 
hundreds of licensed products every year under this pro- 
gram. By making sure that the Dolby name is associated 
with superior sound quality, Dolby’s quality assurance 
strategy has increased the power of the Dolby brand, mak- 
ing it very valuable to license. 

Another key aspect of Dolby’s strategy was born in 
1970 when Dolby began to promote the idea of releasing 
prerecorded cassettes encoded with Dolby noise-reduction 
technology so that they would have low noise when played 
on players equipped with Dolby noise-reduction technol- 
ogy. Dolby decided to license the technology on prere- 
corded tapes for free, instead collecting licensing fees just 
from the sales of tape players that used Dolby technology. 
This strategy was hugely successful and set up a positive 
feedback loop that helped to make Dolby technology 
ubiquitous. Growing sales of prerecorded tapes encoded 
with Dolby technology created a demand for players that 
contained Dolby technology, and as the installed base of 
players with Dolby technology grew, the proportion of pre- 
recorded tapes that were encoded with Dolby technology 
surged, further boosting demand for players incorporating 
Dolby technology. By the mid-1970s, almost all prere- 
corded tapes were encoded with Dolby noise-reduction 
technology. This strategy remains in effect today for all 
media recorded with Dolby technology and encompasses 
not only videocassettes but also videogames and DVD re- 
leases encoded with Dolby Surround or Dolby Digital. 

As a result of its licensing and quality assurance strate- 
gies, Dolby has become the standard for high-quality sound 
in the music and film industries. Although the company is 
small—its revenues were $327 million in 2005—1ts influence is 
large. It continues to push the boundaries of sound-reduction 
technology (it has been a leader in digital sound since the 
mid-1980s) and has successfully extended its noise-reduction 
franchise, first into films, then into DVD and videogame 
technology, and finally onto the Web, where it has licensed 
its digital technology to a wide range of media companies 
for digital music delivery and digital audio players, such as 
those built into personal computers and hand-held music 
players. Dolby has also licensed its technology for use in next- 
generation DVD players—high-definition DVDs.* 
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As this process started to get under way, a positive feedback loop started to de- 
velop, with the growing installed base of CD players leading to an increase in the num- 
ber of music recordings issued on CDs, as opposed to or in addition to vinyl records. 
Past some point, the installed base of CD players got so big that music companies 
started to issue recordings only on CDs. Once this happened, even those who did not 
want to switch to the new technology were required to if they wished to purchase new 
music recordings. The industry standard had shifted: the new technology had locked 
in as the standard, and the old technology was locked out. It follows that despite its 
dominance, the Wintel standard for personal computers could one day be superseded 
if a competitor finds a way of providing sufficient benefits that enough consumers are 
willing to bear the switching costs associated with moving to a new operating system. 


Strategies for Winning a Format War 


From the perspective of a company pioneering a new technological standard in a 
marketplace where network effects and positive feedback loops operate, the key ques- 
tion becomes, “What strategy should we pursue to establish our format as the domi- 
nant one?” The various strategies that companies should adopt to win format wars 
revolve around finding ways to make network effects work in their favor and against 
their competitors. Winning a format war requires a company to build the installed 
base for its standard as rapidly as possible, thereby leveraging the positive feedback 
loop, inducing consumers to bear switching costs, and ultimately locking the market 
into its technology. It requires the company to jump-start and then accelerate de- 
mand for its technological standard or format so that it becomes established as 
quickly as possible as the industry standard, thereby locking out competing formats. 
Several key strategies and tactics can be adopted to try to achieve this.® 


e Ensure a Supply _ It is important for the company to make sure that, in addition to the product itself, 
of Complements _ there is an adequate supply of complements. For example, no one will buy the Sony 
PlayStation 3 unless there is an adequate supply of games to run on that machine. 
And no one will purchase a Palm hand-held computer unless there are enough soft- 
ware applications to run on it. Companies normally take two steps to ensure an ade- 

quate supply of complements. 

First, they may diversify into the production of complements and seed the market 
with sufficient supply to help jump-start demand for their format. Before Sony pro- 
duced the original PlayStation in the early 1990s, it established its own in-house unit to 
produce videogames for the PlayStation. When it launched the PlayStation, Sony also 
simultaneously issued sixteen games to run on the machine, giving consumers a reason 
to purchase the format. Second, companies may create incentives or make it easy for in- 
dependent companies to produce complements. Sony also licensed the right to pro- 
duce games to a number of independent game developers, charged the developers a 
lower royalty rate than they had to pay to competitors such as Nintendo and Sega, and 
provided them with software tools that made it easier for them to develop the games. 
Thus, the launch of the Sony PlayStation was accompanied by the simultaneous launch 
of thirty or so games, which quickly helped to stimulate demand for the machine. 


e Leverage Killer Killer applications are applications or uses of a new technology or product that are 
Applications so compelling that they persuade customers to adopt the new format or technology 
in droves, thereby “killing” demand for competing formats. Killer applications often 
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e Aggressively Price 
and Market 


e Cooperate with 
Competitors 


help to jump-start demand for the new standard. For example, in the late 1990s, 
hand-held computers based on the Palm operating system became the dominant for- 
mat in the market for personal digital assistants (PDAs). The killer applications that 
drove adoption of the Palm format were the personal information management 
functions and a pen-based input medium (based on Graffiti) that Palm bundled with 
its original PalmPilot, which it introduced in 1996. There had been PDAs before the 
PalmPilot, including Apple Computer’s ill-fated Newton, but the applications and 
ease of use of the PalmPilot persuaded many consumers to enter this market. Within 
eighteen months of its initial launch, more than 1 million PalmPilots had been sold, 
making for a faster demand ramp-up than occurred for the first cell phones and 
pagers. Similarly, the killer applications that induced consumers to sign up for online 
services such as AOL were email, chatrooms, and the ability to browse the Web. 

Ideally, the company promoting a technological standard will want to develop the 
killer applications itself—that is, develop the appropriate complementary products, as 
Palm did with the PalmPilot. However, it may also be able to leverage the applications 
that others develop. For example, the early sales of the IBM PC following its 1981 intro- 
duction were driven primarily by IBM’s decision to license two important software pro- 
grams for the PC, VisiCalc (a spreadsheet program) and Easy Writer (a word-processing 
program), both developed by independent companies. IBM saw that they were driving 
rapid adoption of rival personal computers, such as the Apple II, so it quickly licensed 
them, produced versions that would run on the IBM PC, and sold them as comple- 
ments to the IBM PC, a strategy that was to prove very successful. 


A common tactic to jump-start demand is to adopt a razor and blade strategy: pricing 
the product (razor) low in order to stimulate demand and increase the installed base, 
and then trying to make high profits on the sale of complements (razor blades), which 
are priced relatively high. This strategy owes its name to the fact that it was pioneered 
by Gillette to sell its razors and razor blades. Many other companies have followed this 
strategy—for example, Hewlett-Packard typically sells its printers at cost but makes sig- 
nificant profits on the subsequent sale of its replacement cartridges. In this case, the 
printer is the “razor,” and it is priced low to stimulate demand and induce consumers to 
switch from their existing printer; the cartridges are the “blades,” which are priced high 
to make profits. The inkjet printer represents a proprietary technological format be- 
cause only Hewlett-Packard cartridges can be used with the printers, and not cartridges 
designed for competing inkjet printers, such as those sold by Canon. A similar strategy 
is used in the videogame industry: manufacturers price videogame consoles at cost to 
induce consumers to adopt their technology, while making profits on the royalties they 
receive from the sales of games that run on their system. 

Aggressive marketing is also a key factor in jump-starting demand to get an early 
lead in an installed base. Substantial upfront marketing and point-of-sales promotion 
techniques are often used to try to get potential early adopters to bear the switching costs 
associated with adopting the format. If these efforts are successful, they can be the start 
of a positive feedback loop. Again, the Sony PlayStation provides a good example. Sony 
linked the introduction of the PlayStation with nationwide television advertising aimed 
at its primary demographic (eighteen- to thirty-four-year-olds) and in-store displays 
that allowed potential buyers to play games on the machine before making a purchase. 


Companies have been close to simultaneously introducing competing and incompat- 
ible technological standards a number of times. A good example is the compact disk. 
Initially four companies—Sony, Philips, JVC, and Telefunken—were developing CD 
players using different variations of the underlying laser technology. If this situation 
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had persisted, they might have ultimately introduced incompatible technologies into 
the marketplace, so a CD made for a Philips CD player would not play on a Sony CD 
player. Understanding that the nearly simultaneous introduction of such incompati- 
ble technologies can create significant confusion among consumers and often leads 
them to delay their purchases, Sony and Philips decided to join forces with each other 
and cooperate on developing the technology. Sony contributed its error-correction 
technology, and Philips contributed its laser technology. The result of this coopera- 
tion was that momentum among other players in the industry shifted toward the 
Sony-Philips alliances; JVC and Telefunken were left with little support. Most impor- 
tantly, recording labels announced that they would support the Sony-Philips format 
but not the Telefunken or JVC format. Telefunken and JVC subsequently decided to 
abandon their efforts to develop CD technology. The cooperation between Sony and 
Philips was important because it reduced confusion in the industry and allowed a 
single format to come to the fore, which speeded up adoption of the technology. The 
cooperation was a win-win situation for both Philips and Sony, which eliminated the 
competitors and allowed them to share in the success of the format. 


e License the Format Another strategy often adopted is to license the format to other enterprises so that 
they can produce products based on it. The company that pioneered the format gains 
from the licensing fees and from the enlarged supply of the product, which can 
stimulate demand and help accelerate market adoption. This was the strategy that 
Matsushita adopted with its VHS format for the videocassette recorder. In addition 
to producing VCRs at its own factory in Osaka, Matsushita let a number of other 
companies produce VHS format players under license (Sony decided not to license 
its competing Betamax format and produced all Betamax format players itself), and 
so VHS players were more widely available. More people purchased VHS players, 
which created an incentive for film companies to issue more films on VHS tapes (as 
opposed to Betamax tapes), which further increased demand for VHS players, and 
hence helped Matsushita to lock in VHS as the dominant format in the marketplace. 
Sony, ironically the first to market, saw its position marginalized by the reduced 
supply of the critical complement, prerecorded films, and ultimately withdrew Betamax 
players from the consumer marketplace. 

As we saw in Strategy in Action 7.1, Dolby adopted a similar licensing strategy to 
get its noise-reduction technology adopted as the technological standard in the 
music and film industries. By charging a modest licensing fee for use of the technol- 
ogy in recording equipment and forgoing licensing fees on media recorded using 
Dolby technology, Dolby deliberately sought to reduce the financial incentive that 
potential competitors might have to develop their own, possibly superior, technol- 
ogy. Dolby calculated that its long-run profitability would be maximized by adopting 
a licensing strategy that limited the incentive of competitors to enter the market. 

The correct strategy to pursue in a particular scenario requires that the company 
consider all of these different strategies and tactics and pursue those that seem most 
appropriate given the competitive circumstances prevailing in the industry and the 
likely strategy of rivals. Although no mix of strategies and tactics can be called the 
best, the company must keep the goal of rapidly increasing the installed base of prod- 
ucts based on its standard as the primary goal. By helping to jump-start demand for 
its format, a company can induce consumers to bear the switching costs associated 
with adopting its technology and leverage any positive feedback process that might 
exist. Also important is not pursuing strategies that have the opposite effect. For ex- 
ample, pricing high to capture profits from early adopters, who tend not to be as 
price sensitive as later adopters, can have the unfortunate effect of slowing demand 
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growth and letting a more aggressive competitor pick up market share and establish 
its format as the industry standard. 


Costs in High-Technology Industries 


e Comparative Cost 
Economics 


In many high-tech industries, the fixed costs of developing the product are very high, 
but the costs of producing one extra unit of the product are very low. This is most 
obvious in the case of software. For example, it reportedly cost Microsoft $5 billion 
to develop Windows Vista, the latest version of its Windows operating system, but the 
cost of producing one more copy of Windows Vista is virtually zero. Once Windows 
Vista was completed, Microsoft produced master disks that it sent out to PC manu- 
facturers, such as Dell Computer, which then loaded a copy of Windows Vista onto 
every PC it sold. The cost to Microsoft was effectively zero, and yet it receives a signif- 
icant licensing fee for each copy of Windows Vista installed on a PC.’ For Microsoft, 
the marginal cost of making one more copy of Windows Vista is close to zero, al- 
though the fixed costs of developing the product are $5 billion. 

Many other high-technology products have similar cost economics: very high 
fixed costs and very low marginal costs. Most software products share these features, 
although if the software is sold through stores, the costs of packaging and distribu- 
tion will raise the marginal costs, and if it is sold by a sales force direct to end-users, 
this too will raise the marginal costs. Many consumer electronics products have the 
same basic economics. The fixed costs of developing a DVD player or a videogame 
console can be very expensive, but the costs of producing an incremental unit are very 
low. The costs of developing a new drug, such as Viagra, can run to over $800 million, 
but the marginal cost of producing each additional pill is at most a few cents. 


To grasp why this cost structure is strategically important, a company must under- 
stand that, in many industries, marginal costs rise as a company tries to expand out- 
put (economists call this the law of diminishing returns). To produce more of a good, 
a company has to hire more labor and invest in more plant and machinery. At the 
margin, the additional resources used are not as productive, so this leads to increas- 
ing marginal costs. However, the law of diminishing returns often does not apply in 
many high-tech settings, such as the production of software or sending one more bit 
of data down a digital telecommunications network. 

Consider two companies, a and £ (see Figure 7.3). Company a is a conventional 
producer and faces diminishing returns, so as it tries to expand output, its marginal 
costs rise. Company B is a high-tech producer, and its marginal costs do not rise at all 
as output is increased. Note that in Figure 7.3, company B’s marginal cost curve is 
drawn as a straight line near the horizontal axis, implying that marginal costs are 
close to zero and do not vary with output, whereas company a’s marginal costs rise 
as output is expanded, illustrating diminishing returns. Company §’s flat and low 
marginal cost curve means that its average cost curve will fall continuously over all 
ranges of output as it spreads its fixed costs out over greater volume. In contrast, the 
rising marginal costs encountered by company a mean that its average cost curve is 
the U-shaped curve familiar from basic economics texts. For simplicity, assume that 
both companies sell their product at the same price, Pm, and both sell exactly the 
same quantity of output, 0 (Q1). You can see from Figure 7.3 that at an output of Q1, 
company 8B has much lower average costs than company a and as a consequence is 
making far more profit (profit is the shaded area in Figure 7.3). 
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FIGURE 7.3 
Cost Structures in High-Technology Industries 


Company a: Low Tech Company Company B: High Tech Company 
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e Strategic Ifa company can shift from a cost structure where it encounters increasing marginal 
Significance costs to one where fixed costs may be high but marginal costs are much lower, its 
profitability may increase. In the consumer electronics industry, such a shift has been 
playing out for two decades. Music recordings used to be based on analog technol- 
ogy, where marginal costs rose as output expanded due to diminishing returns (as in 
the case of company a in Figure 7.3). Since the 1980s, digital systems such as CD 
players have replaced analog systems. Digital systems are software based, and this im- 
plies much lower marginal costs of producing one more copy of a recording. As a re- 
sult, the music labels have been able to lower prices, expand demand, and see their 
profitability increase (their production system has more in common with company 
6 in Figure 7.3). 

This process is still unfolding. The latest technology for making copies of music 
recordings is based on distribution over the Internet (for example, by downloading 
onto an iPod). Here, the marginal costs of making one more copy of a recording are 
lower still. In fact, they are close to zero and do not increase with output. The only 
problem is that the low costs of copying and distributing music recordings have cre- 
ated a copyright problem that the major music labels have yet to solve (we discuss 
this in more detail shortly when we consider intellectual property rights). The same 
shift is now beginning to affect other industries. Some companies are building their 
strategies around trying to exploit and profit from this shift. For an example, see 
Strategy in Action 7.2, which looks at SonoSite. 

When a high-tech company faces high fixed costs and low marginal costs, its 
strategy should emphasize the low-cost option: deliberately drive prices down to 
drive volume up. Look again at Figure 7.3 and you will see that the high-tech com- 
pany’s average costs fall rapidly as output expands. This implies that prices can be re- 
duced to stimulate demand, and as long as prices fall less rapidly than average costs, 
per-unit profit margins will expand as prices fall. This is a consequence of the fact 
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Lowering the Cost of Ultrasound 
Equipment Through Digitalization 


The ultrasound unit has been an important piece of diag- 
nostic equipment in hospitals for some time. Ultrasound 
units use the physics of sound to produce images of soft 
tissues in the human body. They can produce detailed 
three-dimensional color images of organs and, by using 
contrast agents, track the flow of fluids through an organ. 
A cardiologist, for example, can use an ultrasound in 
combination with contrast agents injected into the 
bloodstream to track the flow of blood through a beating 
heart. In additional to the visual diagnosis, ultrasound 
also produces an array of quantitative diagnostic infor- 
mation of great value to physicians. 

Modern ultrasound units are sophisticated instru- 
ments that cost around $250,000 to $300,000 each for a 
top-line model. They are fairly bulky instruments, weigh- 
ing some 300 pounds, and are wheeled around hospitals 
on carts. 

A few years back, a group of researchers at ATL, one 
of the leading ultrasound companies, came up with an 
idea for reducing the size and cost of a basic unit. They 
theorized that it might be possible to replace up to 80% 
of the solid circuits in an ultrasound unit with software, 
in the process significantly shrinking the size and reducing 
the weight of machines and thereby producing portable 
ultrasound units. Moreover, by digitalizing much of the 
ultrasound (replacing hardware with software), they 
could considerably drive down the marginal costs of 


making additional units and would thus be able to make 
a good profit at much lower price points. 

The researchers reasoned that a portable and inexpen- 
sive ultrasound unit would find market opportunities in 
totally new niches. For example, a small, inexpensive ultra- 
sound unit could be placed in an ambulance or carried into 
battle by an army medic, or purchased by family physicians 
for use in their offices. Although they realized that it would 
be some time, perhaps decades, before such small, inex- 
pensive machines could attain the image quality and diag- 
nostic sophistication of top-of-the-line machines, they saw 
the opportunity in terms of creating market niches that 
previously could not be served by ultrasound companies 
because of the high costs and bulk of the product. 

The researchers ultimately became a project team 
within ATL and were then spun out of ATL as an entirely 
new company, SonoSite. In late 1999, they introduced 
their first portable product, weighing just six pounds and 
costing around $25,000. SonoSite targeted niches that 
full-sized ultrasound products could not reach: ambula- 
tory care and foreign markets that could not afford the 
more expensive equipment. In 2005, the company sold 
$150 million worth of its product. 

In the long run, SonoSite plans to build more features 
and greater image quality into the small hand-held ma- 
chines, primarily by improving the software. This could 
allow the units to penetrate U.S. hospital markets that cur- 
rently purchase the established technology, much as client- 
server systems based on PC technology came to replace 
mainframes for some functions in business corporations.° 


that the firm’s marginal costs are low and do not rise with output. This strategy of 
pricing low to drive volume up and reap wider profit margins is central to the busi- 
ness model of some very successful high-technology companies, including Microsoft. 


Managing Intellectual Property Rights 


Ownership of a technology can be a source of sustained competitive advantage and 
superior profitability, particularly when the company owns a technology that is the 
standard in an industry, such as Microsoft and Intel’s Wintel standard for personal 
computers and Dolby’s ownership of the standard for noise-reduction technology in 
the music and film recording industries. Even if a technology is not standard but is 
valued by a sufficient number of consumers, ownership of that technology can still 
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be very profitable. Apple’s current personal computer technology is by no means the 
standard in the marketplace, much as Apple would like it to be. In fact, the company’s 
iMac technology accounted for only about 5% of the personal computers sold in 
2006. But that small slice of a very large market is still a valuable niche for Apple. 


e Intellectual Because new technology is the product of intellectual and creative effort, we call it in- 
Property Rights _ tellectual property. The term intellectual property refers to the product of any intel- 
lectual and creative effort and includes not only new technology but also a wide 
range of intellectual creations, including music, films, books, and graphic art. As a 
society, we value the products of intellectual and creative activity. Intellectual prop- 
erty is seen as a very important driver of economic progress and social wealth.* But it 

is also often expensive, risky, and time-consuming to create intellectual property. 

For example, a new drug to treat a dangerous medical condition such as cancer can 
take twelve to sixteen years to develop and cost as much as $800 million. Moreover, 
only 20% of new drugs that are tested in humans actually make it to the market.” The 
remainder of these drugs fail because they are found to be unsafe or ineffective. Given 
the costs, risks, and time involved in this activity, few companies would be willing to 
develop a new drug and bring it to market unless they could be reasonably sure that if 
they were successful in developing the drug, their investment would be profitable. If the 
minute they introduced a successful cancer drug, their competitors produced imita- 
tions of that drug, no company would even consider making the initial investment. 

To make sure that this does not happen, we grant the creators of intellectual 
property certain rights over their creation. These rights, which stop competitors from 
copying or imitating the creation for a number of years, take the legal forms of 
patents, copyrights, and trademarks, which all serve the same basic objective: to give 
individuals and companies an incentive to engage in the expensive and risky business 
of creating new intellectual property. 

The creation of intellectual property is a central endeavor in high-technology in- 
dustries, and the management of intellectual property rights has moved to center 
stage in many of these companies. Developing strategies to protect and enforce intel- 
lectual property rights can be an important aspect of competitive advantage. For 
many companies, this amounts to making sure that their patents and copyrights are 
respected. It is not uncommon, therefore, to see high-technology companies bring- 
ing lawsuits against their competitors for patent infringement. In general, companies 
often use such lawsuits not only to sanction those they suspect of violating the com- 
pany’s intellectual property rights, but also to signal to potential violators that the 
company will aggressively defend its property. Legal action alone suffices to protect 
intellectual property in many industries, but in others, such as software, the low costs 
of illegally copying and distributing intellectual property call for more creative 
strategies to manage intellectual property rights. 


e Digitalization and Protecting intellectual property has become more complicated in the past few 
Piracy Rates decades because of digitalization, that is, the rendering of creative output in digital 

form. This can be done for music recordings, films, books, newspapers, magazines, 

and computer software. Digitalization has dramatically lowered the cost of copying 

and distributing digitalized intellectual property or digital media. As we have seen, 

the marginal cost of making one more copy of a software program is very low, and the 

same is true for any other intellectual property rendered in digital form. Moreover, 

digital media can be distributed at a very low cost (again, almost zero), for example, by 

distributing over the Internet. Reflecting on this, one commentator has described the 
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e Strategies for 
Managing Digital 
Rights 


Internet as a “giant out-of-control copying machine.”!° The low marginal costs of 
copying and distributing digital media have made it very easy to sell illegal copies of 
such property. In turn, this has helped to produce a high level of piracy (in this con- 
text, piracy refers to the theft of intellectual property). 

The International Federation of the Phonographic Industry claims that about 
one-third of all recorded music products sold worldwide in 2005 were pirated (ille- 
gal) copies, suggesting that piracy costs the industry over $4.5 billion annually.!! The 
computer software industry also suffers from lax enforcement of intellectual prop- 
erty rights. Estimates suggest that violations of intellectual property rights cost per- 
sonal computer software firms revenues equal to $35 billion in 2005.!? According to 
the Business Software Alliance, a software industry association, in 2005, some 35% of 
all software applications used in the world were pirated. The worst region was Latin 
America, where the piracy rate was 68% (see Figure 2.2). One of the worst countries 
was China, where the piracy rate in 2005 ran at 86% and cost the industry more than 
$3.9 billion in lost sales, up from $444 million in 1995. Although at 21% the piracy 
rate was much lower in the United States, the value of sales lost was more significant 
because of the size of the market, reaching an estimated $6.9 billion in 2005. 

The scale of this problem is so large that simply resorting to legal tactics to en- 
force intellectual property rights has amounted to nothing more than a partial solu- 
tion to the piracy problem. Many companies now build sophisticated encryption 
software into their digital products, which can make it more difficult for pirates to 
copy digital media and thereby can raise the costs of stealing. But the pirates too are 
sophisticated and often seem to be able to find their way around encryption software. 
This raises the question of whether there are additional strategies that can be adopted 
to manage digital rights and thereby limit piracy. 


One strategy is simply to recognize that while the low costs of copying and distribut- 
ing digital media make some piracy inevitable, the same attributes can be used to the 
company’s advantage.!4 The basic strategy here represents yet another variation of 
the basic razor and blades principle: give something away for free to boost the sales of 
a complementary product. A familiar example concerns Adobe Acrobat Reader, the 
software program for reading documents formatted by Adobe Acrobat (that is, PDF- 
formatted documents). Adobe developed Adobe Acrobat to allow people to format 
documents in a manner that resembled a high-quality printed page and to display and 
distribute these documents over the Web. Moreover, Adobe documents are formatted 
in a read-only format, meaning that they cannot be altered by individuals, nor can 
parts of those documents be copied and pasted to other documents. Its strategy has 
been to give away Adobe Acrobat Reader for free and then make money by selling its 
Acrobat software for formatting documents. The strategy has worked extremely well. 
Anyone can download a copy of Acrobat Reader from Adobe’s website. Because the 
marginal costs of copying and distributing this software over the Web are extremely 
low, the process is almost free for both Adobe and its customers. The result is that the 
Acrobat Reader has diffused very rapidly and is now the dominant format for view- 
ing high-quality documents distributed and downloaded over the Web. As the in- 
stalled base of Acrobat Readers has grown, sales of Adobe Acrobat software have 
soared as more and more organizations and individuals realize that formatting their 
digital documents in Acrobat makes sense. 

Another strategy is to take advantage of the low costs of copying and distributing 
digital media to drive down the costs of purchasing those media, thereby reducing the 
incentive that consumers have to steal. When coupled with encryption software that 
makes piracy more difficult and vigorous legal actions to enforce intellectual property 
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regulations, this can slow the piracy rate and generate incremental revenues that cost 
little to produce. A third strategy might be to alter the firm’s business model in a way 
that makes piracy more difficult. As discussed in Strategy in Action 7.3, the videogame 
industry has seen a shift from selling games outright, to renting them online. 


Battling Piracy in the 
Videogame Industry 


Over the past decade, the videogame industry has grown 
into a global colossus worth more than $25 billion a year in 
revenues. For the three biggest players in the industry, Sony 
with its PlayStation, Microsoft with Xbox, and Nintendo, 
this potentially represents a huge growth engine, but the 
engine is threatened by a rise in piracy, which cost the 
videogame industry an estimated $4 billion in 2005. 

The piracy problem is particularly serious in East 
Asia (except for Japan), where videogame consoles are 
routinely “chipped”—sold with modified chips, called 
mod chips, that override the console’s security system, al- 
lowing it to play illegally copied games and CDs. Im- 
porters or resellers, who charge a small markup for mak- 
ing the modification, illegally install the mod chips. In 
some areas, such as Hong Kong, it is almost impossible to 
find a console that hasn't been modified. 

Because they allow users to play illegally copied 
games, consoles with mod chips offer a gaping gateway 
for software pirates, and they directly threaten the prof- 
itability of console and game makers. The big three in the 
industry all follow a razor and blades business model, 
where the console (razor) is sold at a loss, and profit is 
made on the sale of the game (razor blades). In the case of 
Microsoft's Xbox, estimates suggest the company loses as 
much as $200 on each Xbox it sells. To make profits, 
Microsoft collects royalties on the sale of games devel- 
oped under license, in addition to producing and selling 
some games itself. Games typically retail for about $50, 
and Microsoft must sell six to twelve games to each Xbox 
user to recoup the $200 loss on the initial sale and start 
making a profit. If those users are purchasing pirated 
games and playing them on “chipped” Xbox consoles, 
Microsoft collects nothing in royalties and may never 
reach the breakeven point. Sony and Nintendo face simi- 
lar problems. In East Asia, some 70% of game software 
sold in the region may be pirated thanks to the popularity 
of “chipped” consoles and the low price of pirated games, 
which may sell for one-third the price of the legal game. 


Historically, all the big videogame companies tried 
to deal with the piracy problem in East Asia by ignoring 
the market. Sony launched its PlayStation II in East Asia 
two years after its Japanese launch, and Microsoft de- 
layed its East Asian launch for a year after it launched 
elsewhere in the world. But this tactic is increasingly 
questionable in a region where there may soon be more 
gamers than in the United States. Industry estimates sug- 
gest that Asian gamers spent more on videogame soft- 
ware in 2005 than U.S. gamers did, much of it on low- 
priced pirated games. 

Another tactic that both Sony and Microsoft are now 
using is to regularly alter the hardware specifications of 
its consoles, rendering the existing mod chips useless. But 
the companies have found this is just a temporary solu- 
tion: within a few weeks, mod chips made to override the 
new specifications are available on the market. 

A third tactic is to push local authorities to legally en- 
force existing intellectual property rights law that in theory 
outlaws the mod chip practice. For example, Microsoft, 
Sony, and Nintendo joined forces to sue the Hong Kong 
company, Lik Sang, which sells mod chips through its 
website and is one of the world’s largest distributors of 
the chips. Some observers question the value of this tac- 
tic, however; they argue that if Lik Sang is shut down, 
many others in Hong Kong may be willing to take its 
place. What is needed, they argue, is concerted govern- 
ment action to stop the pirates, and so far East Asian gov- 
ernments have not been quick to act. 

A final way of dealing with piracy is to change the 
business model. All three main players in the industry are 
now starting to push online games, where customers pay 
a subscription fee to play online, as opposed to a one- 
time fee to purchase a game. This business model makes 
piracy much less of an issue and it may drive growth 
forward in places like China, where piracy is endemic. 
Indeed, current estimates suggest that there are already 
29 million gamers in China, most of whom play pirated 
games, and that this figure will increase to 55 million by 
2009. If a good percentage switch to online gaming, the 
revenues could be significant.° 
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Capturing First-Mover Advantages 


FIGURE 7.4 


The Impact of Imitation 
on the Profits of a 
First Mover 


In high-technology industries, companies often compete by striving to be the first to 
develop revolutionary new products, that is, to be a first mover. By definition, the first 
mover, with regard to a revolutionary product, is in a monopoly position. If the new 
product satisfies unmet consumer needs and demand is high, the first mover can cap- 
ture significant revenues and profits. Such revenues and profits signal to potential rivals 
that there is money to be made by imitating the first mover. As illustrated in Figure 7.4, 
in the absence of strong barriers to imitation, this implies that imitators will rush into 
the market created by the first mover, competing for the first mover’s monopoly profits 
and leaving all participants in the market with a much lower level of returns. 

Despite imitation, some first movers have the ability to capitalize on and reap 
substantial first-mover advantages—the advantages of pioneering new technologies 
and products that lead to an enduring competitive advantage. Intel introduced the 
world’s first microprocessor in 1971 and today still dominates the microprocessor 
segment of the semiconductor industry. Xerox introduced the world’s first photo- 
copier and for a long time enjoyed a leading position in the industry. Cisco introduced 
the first Internet protocol network router in 1986 and still dominates the market for 
that equipment today. Some first movers can reap substantial advantages from their 
pioneering activities that lead to an enduring competitive advantage. They can, in 
other words, limit or slow the rate of imitation. 

But there are plenty of counterexamples suggesting that first-mover advantages might 
not be easy to capture and, in fact, that there might be first-mover disadvantages—the 
competitive disadvantages associated with being first. For example, Apple Computer 
was the first company to introduce a hand-held computer, the Apple Newton, but the 
product failed; a second mover, Palm, succeeded where Apple had failed. In the market 
for commercial jet aircraft, DeHavilland was first to market with the Comet, but the 
second mover, Boeing, with its 707 jetliner, went on to dominate the market. 

Clearly, being a first mover does not by itself guarantee success. As we shall see, 
the difference between innovating companies that capture first-mover advantages 
and those that fall victim to first-mover disadvantages in part turns on the strategy 
that the first mover pursues. Before considering the strategy issue, however, we need 
to take a closer look at the nature of first-mover advantages and disadvantages.!° 
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e First-Mover There are five main sources of first-mover advantages.!° First, the first mover has an 
Advantages opportunity to exploit network effects and positive feedback loops, locking con- 
sumers into its technology. In the VCR industry, Sony could have exploited network 
effects by licensing its technology, but instead the company ceded its first-mover ad- 

vantage to the second mover, Matsushita. 

Second, the first mover may be able to establish significant brand loyalty, which is ex- 
pensive for later entrants to break down. Indeed, if the company is successful in this en- 
deavor, its name may become closely associated with the entire class of products, including 
those produced by rivals. People still talk of “Xeroxing” when they are going to make a 
photocopy or “FedExing” when they are going to send a package by overnight delivery. 

Third, the first mover may be able to ramp up sales volume ahead of rivals and 
thus reap cost advantages associated with the realization of scale economies and 
learning effects (see Chapter 4). Once the first mover has these cost advantages, it can 
respond to new entrants by cutting prices to hold on to its market share and still earn 
significant profits. 

Fourth, the first mover may be able to create switching costs for its customers that 
subsequently make it difficult for rivals to enter the market and take customers away 
from the first mover. Wireless service providers, for example, will give new customers 
a “free” wireless phone, but customers must sign a contract agreeing to pay for the 
phone if they terminate the service contract within a specified time period, such as a 
year. Because the real cost of a wireless phone may run from $100 to $200, this repre- 
sents a significant switching cost that later entrants have to overcome. 

Finally, the first mover may be able to accumulate valuable knowledge related to 
customer needs, distribution channels, product technology, process technology, and 
so on. This accumulated knowledge gives it a knowledge advantage that later entrants 
might find difficult or expensive to match. Sharp, for example, was the first mover in 
the commercial manufacture of active matrix liquid crystal displays used in laptop 
computers. The process for manufacturing these displays is very difficult, with a high 
reject rate for flawed displays. Sharp has accumulated such an advantage with regard 
to production processes that it has been very difficult for later entrants to match it on 
product quality, and thus costs. 


e First-Mover Balanced against these first-mover advantages are a number of disadvantages. !” First, 
Disadvantages the first mover has to bear significant pioneering costs that later entrants do not. The 
first mover has to pioneer the technology, develop distribution channels, and educate 
customers about the nature of the product. All of this can be expensive and time- 
consuming. Later entrants, by way of contrast, might be able to free-ride on the first 

mover’s investments in pioneering the market and customer education. 

Related to this, first movers are more prone to make mistakes because there are so 
many uncertainties in a new market. Later entrants may be able to learn from the 
mistakes made by first movers, improve on the product or the way in which it is sold, 
and come to market with a superior offering that captures significant market share 
from the first mover. For example, one of the reasons that the Apple Newton failed 
was that the handwriting software in the hand-held computer failed to recognize 
human handwriting. The second mover in this market, Palm, learned from Apple’s 
error. When it introduced the PalmPilot, it used software that recognized letters writ- 
ten in a particular way, Graffiti, and then persuaded customers to learn this method 
of inputting data into the hand-held computer. 

Third, first movers run the risk of building the wrong resources and capabilities 
because they are focusing on a customer set that is not going to be characteristic of 
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e Strategies for 
Exploiting 
First-Mover 
Advantages 


the mass market. This is the crossing-the-chasm problem that we discussed in the 
previous chapter. Recall that the customers in the early market—those we catego- 
rized as innovators and early adopters—have different characteristics from the first 
wave of the mass market, the early majority. The first mover runs the risk of gearing 
its resources and capabilities to the needs of innovators and early adopters and not 
being able to switch when members of the early majority enter the market. As a re- 
sult, first movers run a greater risk of plunging into the chasm that separates the early 
market from the mass market. 

Finally, the first mover may invest in inferior or obsolete technology. This can 
happen when its product innovation is based on underlying technology that is ad- 
vancing rapidly. By basing its product on an early version of the technology, it may 
lock itself into something that rapidly becomes obsolete. In contrast, later entrants 
may be able to leapfrog the first mover and introduce products that are based on later 
versions of the underlying technology. This happened in France during the 1980s 
when, at the urging of the government, France Telecom introduced the world’s first 
consumer online service, Minitel. France Telecom distributed crude terminals to 
consumers for free, which they could hook up to their phone line and use to browse 
phone directories. Other simple services were soon added, and before long the French 
could conduct online shopping, banking, travel, weather, and news—all years before 
the Web was invented. The problem was that by the standards of the Web, Minitel was 
very crude and inflexible, and France Telecom, as the first mover, suffered. The French 
were very slow to adopt personal computers and then the Internet primarily because 
Minitel had such a presence. As late as 1998, only one-fifth of French households had 
a computer, compared with two-fifths in the United States, and only 2% of house- 
holds were connected to the Internet, compared to over 30% in the United States. As 
the result of a government decision, France Telecom, and indeed an entire nation, 
was slow to adopt a revolutionary new online medium, the Web, because they were 
the first to invest in a more primitive version of the technology.!® 


The task facing a first mover is how to exploit its lead to capitalize on first-mover ad- 
vantages and build a sustainable long-term competitive advantage while simultane- 
ously reducing the risks associated with first-mover disadvantages. There are three 
basic strategies available: (1) develop and market the innovation itself, (2) develop 
and market the innovation jointly with other companies through a strategic alliance 
or joint venture, and (3) license the innovation to others and let them develop the 
market. 
The optimal choice of strategy depends on the answers to three questions: 


1. Does the innovating company have the complementary assets to exploit its inno- 
vation and capture first-mover advantages? 


2. How difficult is it for imitators to copy the company’s innovation? In other 
words, what is the height of the barriers to imitation? 


3. Are there capable competitors that could rapidly imitate the innovation? 


COMPLEMENTARY ASSETS Complementary assets are the assets required to exploit a 
new innovation and gain a competitive advantage.!? Among the most important 
complementary assets are competitive manufacturing facilities capable of handling 
rapid growth in customer demand while maintaining high product quality. State-of- 
the-art manufacturing facilities enable the first mover to move quickly down the ex- 
perience curve without encountering production bottlenecks or problems with the 
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quality of the product. The inability to satisfy demand because of these problems, 
however, creates the opportunity for imitators to enter the marketplace. For example, 
in 1998, Immunex was the first company to introduce a revolutionary new biological 
treatment for rheumatoid arthritis. Sales for this product, Enbrel, ramped up very 
rapidly, hitting $750 million in 2001. However, Immunex had not invested in suffi- 
cient manufacturing capacity. In mid-2000, it announced that it lacked the capacity 
to satisfy demand and that creating additional capacity would take at least two years. 
This manufacturing bottleneck gave the second mover in the market, Johnson & 
Johnson, the opportunity to expand demand for its product rapidly, which was 
outselling Enbrel by early 2002. Immunex’s first-mover advantage had been partly 
eroded because it lacked an important complementary asset, the manufacturing ca- 
pability required to satisfy demand. 

Complementary assets also include marketing know-how, an adequate sales 
force, access to distribution systems, and an after-sales service and support network. 
All of these assets can help an innovator build brand loyalty and achieve market pen- 
etration more rapidly.”° In turn, the resulting increases in volume facilitate more 
rapid movement down the experience curve and the attainment of a sustainable cost- 
based advantage due to scale economies and learning effects. One of the reasons that 
EML, the first mover in the market for CT scanners, ultimately lost out to established 
medical equipment companies, such as GE Medical Systems, was that it lacked the 
marketing know-how, sales force, and distribution systems required to compete ef- 
fectively in the world’s largest market for medical equipment, the United States. 

Developing complementary assets can be very expensive, and companies often 
need large infusions of capital for this purpose. That is why first movers often lose 
out to late movers that are large, successful companies in other industries with the re- 
sources to develop a presence in the new industry quickly. Microsoft and 3M exem- 
plify companies that can move quickly to capitalize on the opportunities when other 
companies open up new product markets, such as compact disks or floppy disks. For 
example, although Netscape pioneered the market for Internet browsers with the 
Netscape Navigator, Microsoft’s Internet Explorer ultimately dominated the market 
for Internet browsers. 


HEIGHT OF BARRIERS TO IMITATION Recall from Chapter 3 that barriers to imitation 
are factors that prevent rivals from imitating a company’s distinctive competencies 
and innovations. Although ultimately any innovation can be copied, the higher the 
barriers are, the longer it takes for rivals to imitate, and the more time the first mover 
has to build an enduring competitive advantage. 

Barriers to imitation give an innovator time to establish a competitive advantage 
and build more enduring barriers to entry in the newly created market. Patents, for 
example, are among the most widely used barriers to imitation. By protecting its 
photocopier technology with a thicket of patents, Xerox was able to delay any signifi- 
cant imitation of its product for seventeen years. However, patents are often easy 
to “invent around.” For example, one study found that this happened to 60% of 
patented innovations within four years.*! If patent protection is weak, a company 
might try to slow imitation by developing new products and processes in secret. The 
most famous example of this approach is Coca-Cola, which has kept the formula for 
Coke a secret for generations. But Coca-Cola’s success in this regard is an exception. 
A study of 100 companies has estimated that proprietary information about a com- 
pany’s decision to develop a major new product or process is known to its rivals 
within about twelve to eighteen months of the original development decision.” 
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CAPABLE COMPETITORS Capable competitors are companies that can move quickly 
to imitate the pioneering company. Competitors’ capability to imitate a pioneer’s in- 
novation depends primarily on two factors: (1) research and development (R&D) 
skills and (2) access to complementary assets. In general, the greater the number of 
capable competitors with access to the R&D skills and complementary assets needed 
to imitate an innovation, the more rapid imitation is likely to be. 

In this context, R&D skills refer to the ability of rivals to reverse-engineer an in- 
novation to find out how it works and quickly develop a comparable product. As an 
example, consider the CT scanner. GE bought one of the first CT scanners produced 
by EMI, and its technical experts reverse-engineered it. Despite the product’s techno- 
logical complexity, GE developed its own version, which allowed it to imitate EMI 
quickly and ultimately to replace EMI as the major supplier of CT scanners. 

With regard to complementary assets, the access that rivals have to marketing, 
sales know-how, or manufacturing capabilities is one of the key determinants of the 
rate of imitation. If would-be imitators lack critical complementary assets, not only 
do they have to imitate the innovation, but they may also have to imitate the innova- 
tor’s complementary assets. This is expensive, as AT&T discovered when it tried to 
enter the personal computer business in 1984. AT&T lacked the marketing assets 
(sales force and distribution systems) necessary to support personal computer prod- 
ucts. The lack of these assets and the time it takes to build them partly explain why, 
four years after it entered the market, AT&T had lost $2.5 billion and still had not 
emerged as a viable contender. It subsequently pulled out of this business. 


THREE INNOVATION STRATEGIES The way in which these three factors—complementary 
assets, height of barriers to imitation, and the capability of competitors—influence 
the choice of innovation strategy is summarized in Table 7.1. The competitive strat- 
egy of developing and marketing the innovation alone makes most sense when (1) 
the innovator has the complementary assets necessary to develop the innovation, (2) 
the barriers to imitating a new innovation are high, and (3) the number of capable 
competitors is limited. Complementary assets allow rapid development and promo- 
tion of the innovation. High barriers to imitation buy the innovator time to establish 
a competitive advantage and build enduring barriers to entry through brand loyalty 
or experience-based cost advantages. The fewer the capable competitors, the less 
likely it is that any one of them will succeed in circumventing barriers to imitation 
and quickly imitating the innovation. 


TABLE 7.1 
Strategies for Profiting from Innovation 


Strategy Does the Innovator What Is the Likely How Many Capable 
Have the Required Height of Barriers Competitors Exist in 
Complementary to Imitation? the Industry? 
Assets? 


Going it alone Very few 


Entering into an Moderate number 
alliance 

Licensing the Many 

innovation 
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The competitive strategy of developing and marketing the innovation jointly 
with other companies through a strategic alliance or joint venture makes most sense 
when (1) the innovator lacks complementary assets, (2) barriers to imitation are high, 
and (3) there are several capable competitors. In such circumstances, it makes sense to 
enter into an alliance with a company that already has the complementary assets—in 
other words, with a capable competitor. Theoretically, such an alliance should prove 
to be mutually beneficial, and each partner can share in high profits that neither 
could earn on its own. Moreover, such a strategy has the benefit of co-opting a po- 
tential rival. For example, had EMI teamed up with a capable competitor to develop 
the market for CT scanners, such as GE Medical Systems, instead of going it alone, 
the company might not only have been able to build a more enduring competitive 
advantage, but it would also have co-opted a potentially powerful rival into its 
camp. 

The third strategy, licensing, makes most sense when (1) the innovating company 
lacks the complementary assets, (2) barriers to imitation are low, and (3) there are 
many capable competitors. The combination of low barriers to imitation and many 
capable competitors makes rapid imitation almost certain. The innovator’s lack of 
complementary assets further suggests that an imitator will soon capture the innova- 
tor’s competitive advantage. Given these factors, and because rapid diffusion of the 
innovator’s technology through imitation is inevitable, the innovator can at least 
share in some of the benefits of this diffusion by licensing its technology.”° Moreover, 
by setting a relatively modest licensing fee, the innovator may be able to reduce the 
incentive that potential rivals have to develop their own competing, and possibly su- 
perior, technology. This seems to have been the strategy Dolby adopted to get its 
technology established as the standard for noise reduction in the music and film 
businesses (see Strategy in Action 7.1). 


Technological Paradigm Shifts 


Technological paradigm shifts occur when new technologies come along that revo- 
lutionize the structure of the industry, dramatically alter the nature of competition, 
and require companies to adopt new strategies to survive. A good example of a para- 
digm shift that is currently unfolding is the shift from chemical to digital photogra- 
phy (another example of digitalization). For over half a century, the large incumbent 
enterprises in the photographic industry such as Kodak and Fuji film have generated 
most of their revenues from selling and processing film using traditional silver halide 
technology. The rise of digital photography is a huge threat to their business models. 
Digital cameras do not use film, the mainstay of Kodak’s and Fuji’s business. More- 
over, these cameras are more like specialized computers than conventional cameras 
and are thus based on scientific knowledge that Kodak and Fuji have little knowledge 
of. Although both Kodak and Fuji are investing heavily in the development of digital 
cameras, they are facing intense competition from companies such as Sony, Canon, 
and Hewlett-Packard, which have developed their own digital cameras; from soft- 
ware developers such as Adobe and Microsoft, which make the software for manipu- 
lating digital images; and from printer companies such as Hewlett-Packard and 
Canon, which are making the printers that consumers can use to print out their own 
high-quality pictures at home. As digital substitution gathers speed in the photogra- 
phy industry, it is not clear that the traditional incumbents will be able to survive this 
shift; the new competitors might well rise to dominance in the new market. 
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FIGURE 7.5 


The Technology 
S-Curve 


If Kodak and Fuji do decline, they will not be the first large incumbents to be 
felled by a technological paradigm shift in their industry. In the early 1980s, the com- 
puter industry was revolutionized by the arrival of personal computer technology, 
which gave rise to client-server networks that replaced traditional mainframe and 
minicomputers for many business uses. Many incumbent companies in the main- 
frame era, such as Wang, Control Data, and DEC, ultimately did not survive, and 
even IBM went through a decade of wrenching changes and large losses before it 
reinvented itself as a provider of ebusiness solutions. In their place, new entrants 
such as Microsoft, Intel, Dell, and Compaq rose to dominance in this new computer 
industry. 

Examples such as these raise four questions: 


1. When do paradigm shifts occur, and how do they unfold? 
2. Why do so many incumbents go into decline following a paradigm shift? 


3. What strategies can incumbents adopt to increase the probability that they will 
survive a paradigm shift as profitable enterprises and emerge on the other side of 
the market abyss created by the arrival of new technology? 


4. What strategies can new entrants into a market adopt to profit from a paradigm 
shift? 


We shall answer each of these questions in the remainder of this chapter. 


Paradigm shifts appear to be more likely to occur in an industry when one or both of 
the following conditions are in place: First, the established technology in the indus- 
try is mature and approaching or at its “natural limit,” and second, a new “disruptive 
technology” has entered the marketplace and is taking root in niches that are poorly 
served by incumbent companies using the established technology.”* 


THE NATURAL LimITSs To TECHNOLOGY Richard Foster has formalized the relationship 
between the performance of a technology and time in terms of what he calls the 
technology S-curve (see Figure 7.5).° This curve shows the relationship over time of 
cumulative investments in R&D and the performance (or functionality) of a given 
technology. Early in the evolution of a new technology, R&D investments in a new 
technology tend to yield rapid improvements in performance as basic engineering 
problems are solved. After a time, diminishing returns to cumulative R&D begin to 
set in, the rate of improvement in performance slows, and the technology starts to 
approach its natural limit, where further advances are not possible. For example, one 
can argue that there was more improvement in the first fifty years of the commercial 
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aerospace business following the pioneering flight by the Wright Brothers than there 
has been in the second fifty years. Indeed, the world’s largest commercial jet aircraft, 
the Boeing 747, is based on a 1960s design, as is the world’s fastest commercial jet air- 
craft, the Concorde. In commercial aerospace, therefore, we are now in the region of 
diminishing returns and may be approaching the natural limit to improvements in 
the technology of commercial aerospace. 

Similarly, it can be argued that we are approaching the natural limit to technology 
in the performance of silicon-based semiconductor chips. Over the past two decades, 
the performance of semiconductor chips has been increased dramatically by packing 
ever more transistors onto a single small silicon chip. This process has helped to in- 
crease the power of computers, lower their cost, and shrink their size. But we are 
starting to approach limits to the ability to shrink the width of lines on a chip and 
therefore pack ever more transistors onto a single chip. The limit is imposed by the 
natural laws of physics. Light waves are used to help etch lines onto a chip, and one 
cannot etch a line that is smaller than the wavelength of light being used. Semicon- 
ductor companies are already using light with very small wavelengths, such as extreme 
ultraviolet, to etch lines onto a chip, but there are limits to how far this technology can 
be pushed, and many believe that we will reach those limits within the decade. Does 
this mean that our ability to make smaller, faster, cheaper computers is coming to an 
end? Probably not. It is more likely that we will find another technology to replace 
silicon-based computing and enable us to continue building smaller, faster, cheaper 
computers. In fact, several exotic competing technologies are already being developed 
that may replace silicon-based computing. These include self-organizing molecular 
computers, three-dimensional microprocessor technology, quantum computing tech- 
nology, and the use of DNA to perform computations.*° 

What does all of this have to do with paradigm shifts? According to Foster, when a 
technology approaches its natural limit, research attention turns to possible alterna- 
tive technologies, and sooner or later one of those alternatives might be commercial- 
ized and replace the established technology. That is, the probability that a paradigm 
shift will occur increases. Thus, sometime in the next decade or two, another para- 
digm shift might shake the very foundations of the computer industry as exotic com- 
puting technology replaces silicon-based computing. If and when this happens, and 
if history is any guide, many of the incumbents in today’s computer industry will go 
into decline, and new enterprises will rise to dominance. 

Foster pushes this point a little further, noting that, initially, the contenders for 
the replacement technology are not as effective as the established technology in pro- 
ducing the attributes and features that consumers demand in a product. For exam- 
ple, in the early years of the twentieth century, automobiles were just starting to be 
produced. They were valued for their ability to move people from place to place, but 
so were the horse and cart (the established technology). When automobiles originally 
appeared, the horse and cart were still quite a bit better than the automobile at mov- 
ing people from place to place (see Figure 7.6). After all, the first cars were slow, 
noisy, and likely to break down. Moreover, they needed a network of paved roads and 
gas stations to be really useful, and that network didn’t exist, so for most applications, 
the horse and cart were still the preferred mode of transportation—to say nothing of 
the fact that they were cheaper. 

However, this comparison ignored the fact that in the early twentieth century, au- 
tomobile technology was at the very start of its S-curve and was about to experience 
dramatic improvements in performance as major engineering problems were solved 
(and those paved roads and gas stations were built). In contrast, after 3,000 years of 
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continuous improvement and refinement, the horse and cart were almost definitely 
at the end of their technological S-curve. The result was that the rapidly improving 
automobile soon replaced the horse and cart as the preferred mode of transporta- 
tion. At time T1 in Figure 7.6, the horse and cart were still superior to the automo- 
bile. By time T2, the automobile had surpassed the horse and cart. 

Foster notes that because the successor technology is initially less efficient than the 
established technology, established companies and their customers often make the 
mistake of dismissing it, only to be taken off-guard by its rapid performance improve- 
ment. A final point is that more than one potential successor technology appears, usu- 
ally a swarm of potential successor technologies, only one of which might ultimately 
come to the fore (see Figure 7.7). When this is the case, established companies are put 
at a disadvantage. Even if they recognize that a paradigm shift is imminent, they may 
not have the resources to invest in all the potential replacement technologies. If they 
invest in the wrong one (something that is easy to do given the uncertainty that sur- 
rounds the entire process), they may be locked out of subsequent development. 


DISRUPTIVE TECHNOLOGY Clayton Christensen has built on Foster’s insights and his 
own research to develop a theory of disruptive technology that has become very 


Discontinuity 


Swarm of 
successor 


 eAiellonce 
Established 
technology 


Performance/functionality 
of desired attributes 


Time 


CHAPTER 7 _ Strategy and Technology 


influential in high-technology circles.?” Christensen uses the term disruptive technology 
to refer to a new technology that gets its start away from the mainstream of a market and 
then, as its functionality improves over time, invades the main market. Such technolo- 
gies are disruptive because they revolutionize industry structure and competition, often 
causing the decline of established companies. They cause a technological paradigm shift. 

Christensen’s greatest insight is that established companies are often aware of the 
new technology but do not invest in it because they listen to their customers, and 
their customers do not want it. Of course, this arises because the new technology is 
early in its development, and thus only at the beginning of the S-curve for that tech- 
nology. Once the performance of the new technology improves, customers do want 
it, but by this time, new entrants, as opposed to established companies, have accumu- 
lated the knowledge required to bring the new technology into the mass market. 
Christensen supports his view with several detailed historical case studies, one of 
which is summarized in Strategy in Action 7.4. 


Disruptive Technology 
in Mechanical Excavators 


Excavators are used to dig foundations for large buildings, 
trenches to lay large pipes for sewers and the like, and 
foundations and trenches for residential construction and 
farm work. Prior to the 1940s, the dominant technology 
used to manipulate the bucket on a mechanical excavator 
was based on a system of cables and pulleys. Although 
these mechanical systems could lift large buckets of earth, 
the excavators themselves were quite large, cumbersome, 
and expensive. Thus, they were rarely used to dig small 
trenches for house foundations, irrigation ditches for 
farmers, and the like. In most cases, these small trenches 
were dug by hand. 

In the 1940s, a new technology made its appearance: 
hydraulics. In theory, hydraulic systems had certain ad- 
vantages over the established cable and pulley systems. 
Most important, their energy efficiency was higher: for a 
given bucket size, a smaller engine would be required for a 
hydraulic system. However, the initial hydraulic systems 
also had drawbacks. The seals on hydraulic cylinders were 
prone to leaking under high pressure, effectively limiting 
the size of the bucket that could be lifted using hydraulics. 
Notwithstanding this drawback, when hydraulics first ap- 
peared, many of the incumbent firms in the mechanical ex- 
cavation industry took the technology seriously enough to ask 
their primary customers whether they would be interested in 


products based on hydraulics. Because the primary cus- 
tomers of incumbents needed excavators with large buck- 
ets to dig out the foundations for buildings and large 
trenches, their reply was no. For this customer set, the hy- 
draulic systems of the 1940s were not reliable or powerful 
enough. Consequently, after consulting with their cus- 
tomers, the established companies in the industry made 
the strategic decision not to invest in hydraulics. Instead, 
they continued to produce excavation equipment based 
on the dominant cable and pulley technology. 

It was left to a number of new entrants, which in- 
cluded J. I. Case, John Deere, J. C. Bamford, and Caterpil- 
lar, to pioneer hydraulic excavation equipment. Because 
of the limits on bucket size imposed by the seal problem, 
these companies initially focused on a poorly served 
niche in the market that could make use of small buckets: 
residential contractors and farmers. Over time, these new 
entrants were able to solve the engineering problems as- 
sociated with weak hydraulic seals, and as they did so, 
they manufactured excavators with larger buckets. Ulti- 
mately, they invaded the market niches served by the old- 
line companies: general contractors that dug the founda- 
tions for large buildings, sewers, and so on. At this point, 
Case, Deere, Caterpillar, and their kin rose to dominance 
in the industry, while the majority of established compa- 
nies from the prior era lost share. Of the thirty or so man- 
ufacturers of cable-actuated equipment in the United 
States in the late 1930s, only four survived to the 1950s.4 
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In addition to listening too closely to their customers, Christensen also identi- 
fies a number of other factors that make it very difficult for established companies 
to adopt a new disruptive technology. He notes that many established companies 
declined to invest in new disruptive technologies because initially they served such 
small market niches that it seemed unlikely that they would have an impact on the 
company’s revenues and profits. As the new technology started to improve in 
functionality and invade the main market, their investment was often hindered 
by the fact that exploiting the new technology required a new business model to- 
tally different from the company’s established model, and thus was very difficult 
to implement. 

Both of these points can be illustrated by referring to one more example: the rise 
of online discount stockbrokers, such as Ameritrade and E*Trade, which made use of 
a new technology, the Internet, during the 1990s to allow individual investors to 
trade stocks for a very low commission fee. In contrast, full-service stockbrokers, 
such as Merrill Lynch, where orders had to be placed through a stockbroker who 
earned a commission for performing the transaction, did not. 

Christensen also notes that a new network of suppliers and distributors typically 
grows up around the new entrants. Not only do established companies initially ig- 
nore disruptive technology, but so do their suppliers and distributors. This creates an 
opportunity for new suppliers and distributors to enter the market to serve the new 
entrants. As the new entrants grow, so does the associated network. Ultimately, 
Christensen suggests, the new entrants and their network may replace not only estab- 
lished enterprises, but also the entire network of suppliers and distributors associated 
with established companies. Taken to its logical extreme, this view suggests that dis- 
ruptive technologies may result in the demise of the entire network of enterprises as- 
sociated with established companies in an industry. 

The established companies in an industry that is being rocked by a technological 
paradigm shift often have to cope with internal inertia forces that limit their ability to 
adapt, but the new entrants do not and thereby have an advantage. They do not have 
to deal with an established and conservative customer set and an obsolete business 
model. Instead, they can focus on optimizing the new technology, improving its per- 
formance, and riding the wave of disruptive technology into new market segments 
until they invade the main market and challenge the established companies, by which 
time they may be well equipped to beat them. 


Although Christensen has uncovered an important tendency, it is by no means written 
in stone that all established companies are doomed to fail when faced with disruptive 
technologies, as we have seen with IBM and Merrill Lynch. Established companies 
must meet the challenges created by the emergence of disruptive technologies.”® 

First, having access to the knowledge about how disruptive technologies can revo- 
lutionize markets is itself a valuable strategic asset. Many of the established companies 
that Christensen examined failed because they took a myopic view of the new technol- 
ogy and asked their customers the wrong question. Instead of asking, “Are you inter- 
ested in this new technology?” they should have recognized that the new technology 
was likely to improve rapidly over time and instead asked, “Would you be interested 
in this new technology if it improves its functionality over time?” If they had done so, 
they may have made very different strategic decisions. 

Second, it is clearly important for established enterprises to invest in newly 
emerging technologies that may ultimately become disruptive technologies. Compa- 
nies have to hedge their bets about new technology. As we have noted, at any time, 
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there may be a swarm of emerging technologies, any one of which might ultimately 
become a disruptive technology. Large, established companies that are generating 
significant cash flows can and often should establish and fund central R&D opera- 
tions to invest in and develop such technologies. In addition, they may wish to ac- 
quire newly emerging companies that are pioneering potentially disruptive technolo- 
gies or enter into alliances with them to develop the technology jointly. The strategy 
of acquiring companies that are developing potentially disruptive technology is one 
that Cisco Systems, a dominant provider of Internet network equipment, is famous 
for pursuing. At the heart of this strategy must be recognition on the part of the in- 
cumbent enterprise that it is better for the company to develop disruptive technology 
and then cannibalize its established sales base than to have that sales base taken away 
by new entrants. 

However, Christensen makes the very important point that even when estab- 
lished companies do undertake R&D investments in potentially disruptive technolo- 
gies, they often fail to commercialize those technologies because of internal forces that 
suppress change. For example, managers in the parts of the business that are currently 
generating the most cash may claim that they need the greatest R&D investment to 
maintain their market position and may lobby top management to delay investment 
in a new technology. Early in the S-curve, when it is very unclear what the long-term 
prospects of a new technology may be, this can be a powerful argument. The conse- 
quence, however, may be that the company fails to build a competence in the new 
technology and will suffer accordingly. 

In addition, Christensen argues that the commercialization of new disruptive 
technology often requires a radically different value chain with a completely differ- 
ent cost structure—a new business model. For example, it may require a different 
manufacturing system, a different distribution system, and different pricing op- 
tions and involve very different gross margins and operating margins. Christensen 
argues that it is almost impossible for two distinct business models to coexist 
within the same organization. When they try to do that, almost inevitably the es- 
tablished business model will suffocate the business model associated with the dis- 
ruptive technology. 

The solution to this problem is to separate the disruptive technology and place it 
in its own autonomous operating division. For example, during the early 1980s, 
Hewlett-Packard (HP) built a very successful laser printer business. Then along 
came inkjet technology. Some in the company believed that inkjet printers would 
cannibalize sales of laser printers and consequently argued that HP should not pro- 
duce inkjet printers. Fortunately for HP, senior management at the time saw inkjet 
technology for what it was: a potential disruptive technology. Instead, they allocated 
significant R&D funds toward its commercialization. Furthermore, when the tech- 
nology was ready for market introduction, they established an autonomous inkjet 
division at a different geographic location with its own manufacturing, marketing, 
and distribution activities. They accepted that the inkjet division might take sales 
away from the laser printer division and decided that it was better to have an HP di- 
vision cannibalize the sales of another HP division than have those sales cannibal- 
ized by another company. Luckily for HP, it turns out that inkjet printers cannibalize 
sales of laser printers only on the margin and that both have profitable market 
niches. This outcome, however, does not detract from the message of the story: if 
your company is developing a potentially disruptive technology, the chances of suc- 
cess will be enhanced if it is placed in a stand-alone product division and given its 
own mandate. 
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This work just discussed also holds implications for new entrants. The new entrants, 
or attackers, have several advantages over established enterprises. Pressures to con- 
tinue the existing out-of-date business model do not hamstring new entrants, which 
do not have to worry about product cannibalization issues. They do not have to 
worry about their established customer base or relationships with established suppli- 
ers and distributors. Instead, they can focus all their energies on the opportunities of- 
fered by the new disruptive technology, ride the S-curve of technology improvement, 
and grow rapidly with the market for that technology. This does not mean that the 
new entrants have no problems to solve. They may be constrained by a lack of capital 
or have to manage the organizational problems associated with rapid growth; most 
importantly, they may need to find a way to take their technology from a small out- 
of-the-way niche into the mass market. 

Perhaps one of the most important issues facing new entrants is the choice of 
whether to partner with an established company or go it alone in their attempt to de- 
velop and profit from a new disruptive technology. Although a new entrant may 
enjoy all of the advantages of the attacker, it may lack the resources required to ex- 
ploit them fully. In such a case, it might want to consider forming a strategic alliance 
with a larger, established company to gain access to those resources. The main issues 
here are the same as those that we discussed earlier when examining the three strate- 
gies that companies can pursue to capture first-mover advantages: go it alone, enter 
into a strategic alliance, or license the technology. 


Summary of Chapter 


. Technical standards are important in many high-tech 
industries: they guarantee compatibility, reduce confu- 
sion in the minds of customers, allow for mass produc- 
tion and lower costs, and reduce the risks associated 
with supplying complementary products. 

. Network effects and positive feedback loops often de- 
termine which standard comes to dominate a market. 
. Owning a standard can be a source of sustained com- 
petitive advantage. 

. Establishing a proprietary standard as the industry 
standard may require the company to win a format war 
against a competing and incompatible standard. Strate- 
gies for doing this include producing complementary 
products, leveraging killer applications, using aggressive 
pricing and marketing, licensing the technology, and 
cooperating with competitors. 

. Many high-tech products are characterized by high 
fixed costs of development but very low or zero mar- 
ginal costs of producing one extra unit of output. 
These cost economics create a presumption in favor of 
strategies that emphasize aggressive pricing to in- 
crease volume and drive down average total costs. 

. Many digital products suffer from very high piracy 
rates because of the low marginal costs of copying and 
distributing such products. Piracy can be reduced by 
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the appropriate combination of strategy, encryption 
software, and vigorous defense of intellectual prop- 
erty rights. 

It is very important for a first mover to develop a 
strategy to capitalize on first-mover advantages. A 
company can choose from three strategies: develop 
and market the technology itself, do so jointly with an- 
other company, or license the technology to existing 
companies. The choice depends on the complemen- 
tary assets required to capture a first-mover advantage, 
the height of barriers to imitation, and the capability 
of competitors. 

Technological paradigm shifts occur when new tech- 
nologies come along that revolutionize the structure 
of the industry, dramatically alter the nature of com- 
petition, and require companies to adopt new strate- 
gies to survive. 

Technological paradigm shifts are more likely to occur 
when progress in improving the established technol- 
ogy is slowing because it is giving diminishing returns 
and a new disruptive technology is taking root in a 
market niche. 

Established companies can deal with paradigm shifts by 
hedging their bets with regard to technology or setting 
up a stand-alone division to exploit the technology. 
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Discussion Questions 


1. What is different about high-tech industries? Were all 
industries once high tech? 

2. Why are standards so important in many high-tech in- 
dustries? What are the competitive implications of this? 

3. You work for a small company that has the leading 
position in an embryonic market. Your boss believes 
that the company’s future is ensured because it has a 
60% share of the market, the lowest cost structure in 
the industry, and the most reliable and highest-valued 
product. Write a memo to him outlining why his as- 
sumptions might be incorrect. 

4. You are working for a small company that has devel- 
oped an operating system for PCs that is faster and 
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more stable than Microsoft’s Windows operating sys- 
tem. What strategies might the company pursue to un- 
seat Windows and establish its new operating system 
as the dominant technical standard in the industry? 

5. You are a manager for a major music record label. Last 
year, music sales declined by 10%, primarily because 
of very high piracy rates for CDs. Your boss has asked 
you to develop a strategy for reducing piracy rates. 
What would you suggest that the company do? 

6. Reread the Opening Case on the emerging format war 
for high-definition DVD players. On the basis of the in- 
formation contained in this case, who do you think is 
most likely to win this format war, Sony or Toshiba? Why? 


Break up into groups of three to five, appoint one group 
member to be the spokesperson who will communicate 
your findings to the class, and discuss the following sce- 
nario. You are a group of managers and software engi- 
neers at a small start-up that has developed software that 
enables customers to easily download and view digital 
books on a variety of digital devices, from PCs to iPods 
and e-book readers. The same software also allows cus- 
tomers to share digital books using peer-to-peer technol- 
ogy (the same technology that allows people to share 
music files on the Web), and to burn digital books onto 
DVDs. 

1. How do you think the market for this software is 
likely to develop? What factors might inhibit adop- 
tion of this software? 

2. Can you think of a strategy that your company 
might pursue in combination with book publishers 
that will enable your company to increase revenues 
and with film companies to reduce piracy rates? 
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Find an example of an industry that has undergone a 
technological paradigm shift in recent years. What hap- 
pened to the established companies as that paradigm 
shift unfolded? 


This module requires you to analyze the industry envi- 
ronment in which your company is based and determine 
if it is vulnerable to a technological paradigm shift. With 
the information you have at your disposal, answer the 
following questions: 

1. What is the dominant product technology used in 
the industry in which your company is based? 

2. Are technical standards important in your industry? 
If so, what are they? 

3. What are the attributes of the majority of customers 
purchasing the product of your company (for exam- 
ple, are they early adopters, early majority members, 
late majority members)? What does this tell you 
about the strategic issues that the company is likely 
to face in the future? 

4. Did the dominant technology in your industry dif- 
fuse rapidly or slowly? What drove the speed of dif- 
fusion? 

5. Where is the dominant technology in your industry 
on its S-curve? Are alternative competing technolo- 
gies being developed that might give rise to a para- 
digm shift in your industry? 

6. Are intellectual property rights important for your 
company? If so, what strategies is it adopting to pro- 
tect those rights? Is it doing enough? 
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ETHICS EXERCISE 


Sue had been hoping to get into investing for some time, 
but she simply didn’t know how to get started. Her 
nephew had recommended that she visit his financial 
planner, and today she had her first appointment. She ar- 
rived fifteen minutes early and was shown into a spacious 
and classy waiting area. The receptionist offered her a 
choice of beverages and soon returned with a steaming 
cup of tea. Although initially nervous about turning over 
her investment decisions to a stranger, Sue was feeling 
more confident by the minute. 

After a short wait, a tailored, middle-aged woman ar- 
rived to show Sue into an office bright with sunshine. 
Coming from behind the desk was a young man who 
promptly introduced himself as Dave. Sue was taken 
aback by his youth and casual attitude, but she had heard 
great things about this man from her nephew. As they 
settled themselves, Dave asked Sue about her investment 
wishes. He listened intently and immediately began to 
recommend a number of mutual funds and other invest- 
ment opportunities. He also suggested that she conduct 
the majority of her investment activity online at his 


The Failure of Friendster 


direction. Dave was friendly and attentive, and Sue found 
herself being swept up by his presentation. He seemed so 
confident about the earning potential of these invest- 
ments that Sue agreed readily to his suggestions. 

Some weeks later, after seeing some initial returns 
on her investments, Sue began to lose money. Not 
knowing what to think, she called her nephew to get his 
opinion. He was experiencing the same run of bad luck. 
After digging for information from his friends in the fi- 
nancial industry, Sue’s nephew discovered that Dave 
was known for recommending mutual funds for which 
he received extra payments from the fund firms them- 
selves, regardless of the viability of the funds. Fortu- 
nately, Sue and her nephew were able to retrieve some 
of their money, and both considered that they had 
learned a valuable lesson. 

1. Define the ethical issue presented in this case. 

2. Should promoting funds to receive extra payments 
be legal? 

3. How might an investor protect him- or herself from 
what happened to Sue and her nephew? 


In 2002, Jonathan Abrams thought that he was in the 
right place at the right time. With seed money raised from 
a wealthy Silicon Valley investor, the thirty-something 
engineer was developing a social networking site. The site, 
which debuted in March 2003, was called Friendster. It en- 
abled people to post their profiles online, to link up with 
friends online, and introduce their friends to each other. 
Abrams’s motivation for starting Friendster was that he 
wanted to meet girls, and he thought that a social net- 
working site would be a pretty cool way to do it. 

The site soon became one of the hot Internet proper- 
ties of 2003. By the fall of 2003, Friendster had signed up 
over 3 million users. Publications including Time, Es- 
quire, Vanity Fair, and U.S. Weekly were writing about 
Friendster before anybody had ever heard of MySpace. 
By November 2003, Friendster had attracted significant 


investment from a clutch of high-profile venture capital- 
ists (VCs), including the legendary John Dorr, perhaps 
the most successful venture capitalist in the history of 
Silicon Valley, who took a seat on Friendster’s board. 
Dorr was joined by several other high-profile board 
members. 

The buzz around Friendster led to a bid from another 
fast-growing VC-funded Silicon Valley start-up, Google, 
which wanted to buy the company for $30 million. The 
board, populated by venture capitalists like Dorr who 
were all looking for the next big thing, urged Abrams not 
to sell. It wasn’t hard; Abrams thought Friendster would 
be worth much more in a short time, and he said no to 
Google. Three short years later, Abrams probably regrets 
that decision. Had he taken the Google offer, which was in 
stock, he would be worth about $1.5 billion today. Instead, 
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Abrams is no longer at Friendster, and the pioneering social 
networking site has been totally eclipsed by rivals like My- 
Space, Facebook, and Flickr. In September 2006, Friendster 
had just 1 million registered users; MySpace, which went 
live a year after Friendster, had 55.9 million! 

One of Friendster’s problems was that the site was 
soon overwhelmed by rapid growth. With 3 million users, 
it could take as long as forty seconds for pages to download. 
Another was the lack of new features on Friendster: while 
MySpace was rapidly introducing new features like blogs 
and tools that people could use to jazz up their profiles, 
Friendster stood still. Part of the problem was that new 
tools and features would only slow down Friendster even 
more. As for why Friendster was so slow, in part that was 
due to Friendster’s closed system. Users at Friendster 
could only view the profiles of those on a relatively short 
chain of acquaintances. In contrast, MySpace uses an 
open system where anybody can look at anybody else’s 
profile—which is much simpler to execute. 

In addition, MySpace, which organized users around 
favorite bands, tapped into a much more energetic demo- 
graphic: those in their teens and early twenties. Friend- 
ster’s users, meanwhile, were somewhat older. 

Other observers wonder about management prob- 
lems at Friendster. The high-powered board was appar- 
ently preoccupied with big strategic issues and spent little 
time talking about the mundane technological problems 
that stymied the company’s growth. There was also a re- 
volving door for CEOs. The board felt Abrams was out of 
his depth, and quickly replaced him in March 2004 with 
one of their own, Tim Koogle, the former CEO of Yahoo. 
Koogle, always a caretaker CEO, stepped down after three 
months to be replaced by Scott Sassa, a former TV execu- 
tive, who lasted just a year before being replaced by Taek 
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Kwan, who lasted all of six months. By 2006, Friendster 
was on its fifth CEO, Kent Lindstrom. 

The board considered shutting Friendster down, but 
in early 2006, they decided to keep the company afloat 
and injected $3.1 million into the enterprise. This was 
followed by an additional $10 million of venture capital 
funding in August 2006. Partly fueling this new invest- 
ment is a feeling that while Friendster may be down, it is 
not yet out. Early on, Friendster filed about a dozen 
patent applications covering various aspects of social net- 
working. By mid-2006, the U.S. Patent Office was starting 
to grant some of these patents, and Lindstrom was clearly 
wondering whether they could be used to extract royal- 
ties from rivals. The first patent to be granted covers “a 
method and apparatus for calculating and displaying and 
acting upon relationships in a social network.” As for 
Friendster’s service, it has been repositioned as a service 
for twenty-five to forty-year-olds who cannot spend 
hours every day online.”? 


Case Discussion Questions 

1. Friendster was the first mover in the social networking 
space. Could it have become the dominant enterprise? 
In retrospect, what might the company have done dif- 
ferently? 


. What first-mover disadvantages did Friendster fall 
victim to? 

. Why did second-mover MySpace grow so much more 
rapidly than Friendster? 

. How might the revolving door of CEOs have hurt the 
young company? 

. What is the outlook for Friendster now? Do you think 
it is possible for the company to regain momentum? 
How? 


CHAPTER Strategy in the Global Environment 
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MTV—A Global Brand Goes Local 


MTV Networks has become a symbol of globalization. Established in 1981, the U.S.-based 
music TV network has been expanding outside its North American base since 1987, when it 
opened MTV Europe. Now owned by media conglomerate Viacom, MTV Networks, which in- 
cludes siblings Nickelodeon and VH1, the music station for the aging baby boomers, generates 
more than $2 billion in revenues outside the United States. Since 1987, MTV has become the 
most ubiquitous cable programmer in the world. By 2006, the network reached a combined 
total of 443 million households, some 289 million of which were in 140 other countries. 

While the United States still leads in number of households, the most rapid growth is else- 
where, particularly in Asia, where nearly two-thirds of the region’s 3 billion people are under age 
thirty-five, the middle class is expanding quickly, and TV ownership is spreading rapidly. MTV 
Networks figures that every second of every day, over 2 million people are watching MTV 
around the world, the majority outside the United States. 

Despite its international success, MTV’s global expansion got off to a weak start. In 1987, it 
piped a single feed across Europe composed almost entirely of American programming with 
English-speaking veejays. Naively, the network’s U.S. managers thought Europeans would flock 
to the American programming. But while viewers in Europe shared a common interest in a 
handful of global superstars, who at the time included Madonna and Michael Jackson, their 
tastes turned out to be surprisingly local. What was popular in Germany might not be popular 
in Great Britain. Many staples of the American music scene left Europeans cold. MTV suffered 
as a result. Soon local copycat stations were springing up in Europe that focused on the music 
scene in individual countries. They took viewers and advertisers away from MTV. As explained 
by Tom Freston, the former chair of MTV Networks, “We were going for the most shallow layer 
of what united viewers and brought them together. It didn’t go over too well.” 

In 1995, MTV changed its strategy and broke Europe into regional feeds, of which there are 
around twenty-five, including feeds for the United Kingdom and Ireland; another for Germany, 
Austria, and Switzerland; one for Italy; one for France; one for Spain; one for Holland; and 
one for Russia. The network adopted the same localization strategy elsewhere in the world. For 
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example, in Asia, it has ten feeds—an English-Hindi 
channel for India, separate Mandarin feeds for China and 
Taiwan, a Korean feed for South Korea, a Bahasa-language 
feed for Indonesia, a Japanese feed for Japan, and so on. 
Digital and satellite technology have made the localization 
of programming cheaper and easier. MTV Networks can 
now beam half a dozen feeds off one satellite transponder. 
While MTV Networks exercises creative control over 
these different feeds, and while all the channels have the 
same familiar frenetic look and feel of MTV in the United 
States, a significant share of the programming and con- 
tent is now local. When MTV opens a local station now, it 
begins with expatriates from elsewhere in the world to do 
a “gene transfer” of company culture and operating prin- 
ciples. Once these are established, however, the network 
switches to local employees and the expatriates move on. 
The idea is to discover the tastes of the local population 
and produce programming that matches those tastes. 
Although many of the programming ideas still origi- 
nate in the United States, with staples such as The Real 
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World having equivalents in different countries, an in- 
creasing share of programming is local in conception. In 
Italy, MTV Kitchen combines cooking with a music 
countdown. Erotica airs in Brazil and features a panel of 
youngsters discussing sex. The Indian channel produces 
twenty-one homegrown shows hosted by local veejays 
who speak Hinglish, a city-bred breed of Hindi and 
English. Hit shows include MTV Cricket in Control, ap- 
propriate for a land where cricket is a national obsession; 
MTV Housefull, which hones in on Hindi film stars 
(India has the biggest film industry outside Hollywood), 
and MTV Bakra, which is modeled after Candid Camera. 
This localization push reaped big benefits for MTV, al- 
lowing the network to capture viewers back from local im- 
itators. In India, for example, ratings increased by more 
than 700% between 1996, when the localization push 
began, and 2000. In turn, localization helps MTV to cap- 
ture more of those all-important advertising revenues, 
even from other multinationals such as Coca-Cola, whose 
own advertising budgets are often locally determined.! 


This chapter begins with a discussion of ongoing changes in the global competitive envi- 
ronment and discusses models that managers can use for analyzing competition in differ- 
ent national markets. Next, the chapter discusses the various ways in which international 
expansion can increase a company’s profitability and profit growth. It also looks at the ad- 
vantages and disadvantages of different strategies that companies can pursue to gain a 
competitive advantage in the global marketplace. This is followed by a discussion of two 
related strategic issues: (1) how managers decide which foreign markets to enter, when to 
enter them, and on what scale, and (2) what kind of vehicle or means a company should 
use to expand globally and enter a foreign country. Once a company has entered a foreign 
market, it becomes a multinational company, that is, a company that does business in two 
or more national markets. The vehicles that companies can employ to enter foreign mar- 
kets and become multinationals include exporting, licensing, setting up a joint venture 
with a foreign company, and setting up a wholly owned subsidiary. The chapter closes with 
a discussion of the benefits and costs of entering into strategic alliances with other global 
companies. By the time you have completed this chapter, you will have a good under- 
standing of the various strategic issues that companies face when they decide to expand 
their operations abroad to achieve competitive advantage and superior profitability. 
MTV Networks, profiled in the Opening Case, previews many of the issues that we 
will explore in this chapter. Like many other companies, MTV moved into other coun- 
tries because it saw huge growth opportunities there, and it thought it could create 
value by transferring its business model and American style of music programming 
to foreign markets. MTV initially treated foreign markets much like the United States, 
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right down to airing the same music videos worldwide, but it soon found that this 
was not the correct approach. Many American music stars drew big yawns in Europe 
and Asia, where most of the stars were local. These national differences in customer 
tastes and preferences required MTV to change its approach to programming. It 
moved away from its one-size-fits-all strategy of global standardization and became 
more local in its orientation, adapting its programming to different markets, with 
different music videos and programs being aired in different markets. As one MTV 
manager has stated, “[D]espite being a global brand, we are local in our approach. We 
reflect the tastes and demands of our viewers and this differs in each market. Thus 
the need to create specific channels [in each country] that meet the need of our tar- 
get audience.”* At the same time, MTV’s foreign affiliates still have the same look, feel, 
and overall programming philosophy of the U.S. parent. Striking the right balance 
between global standardization and local responsiveness let MTV reap big dividends, 
enabling the network to gain viewers and advertisers at the expense of competitors. 
As we shall see, many other enterprises have sought to do the same. 


The Global and National Environments 


e The Globalization 
of Production 
and Markets 


Fifty years ago, most national markets were isolated from each other by significant 
barriers to international trade and investment. In those days, managers could focus 
on analyzing just those national markets in which their company competed. They 
did not need to pay much attention to entry by global competitors because there 
were few and entry was difficult. Nor did they need to pay much attention to entering 
foreign markets because that was often prohibitively expensive. All of this has now 
changed. Barriers to international trade and investment have tumbled, huge global 
markets for goods and services have been created, and companies from different na- 
tions are entering each other’s home markets on a hitherto unprecedented scale, in- 
creasing the intensity of competition. Rivalry can no longer be understood merely in 
terms of what happens within the boundaries of a nation; managers now need to 
consider how globalization is affecting the environment in which their company 
competes and what strategies their company should adopt to exploit the unfolding 
opportunities and counter competitive threats. In this section, we look at the changes 
ushered in by falling barriers to international trade and investment, and we discuss a 
model for analyzing the competitive situation in different nations. 


The past half-century has seen a dramatic lowering of barriers to international trade 
and investment. For example, the average tariff rate on manufactured goods traded 
between advanced nations has fallen from around 40% to under 4%. Similarly, in na- 
tion after nation, regulations prohibiting foreign companies from entering domestic 
markets and establishing production facilities, or acquiring domestic companies, 
have been removed. As a result of these two developments, there has been a surge in 
both the volume of international trade and the value of foreign direct investment. 
The volume of world merchandise trade has grown faster than the world economy 
since 1950.3 From 1970 to 2005, the volume of world merchandise trade expanded 
twenty-sevenfold, outstripping the expansion of world production, which grew 
about 7.5 times in real terms. Moreover, between 1992 and 2005, the total flow of for- 
eign direct investment from all countries increased over 500%, while world trade by 
value grew by some 140% and world output by around 40%.* These two trends have 
led to the globalization of production and the globalization of markets.° 
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The globalization of production has been increasing as companies take advan- 
tage of lower barriers to international trade and investment to disperse important 
parts of their production processes around the globe. Doing so enables them to take 
advantage of national differences in the cost and quality of factors of production 
such as labor, energy, land, and capital, which allows them to lower their cost struc- 
tures and boost profits. For example, some 30% of the Boeing Company’s commer- 
cial jet aircraft, the 777, is built by foreign companies. For its next jet airliner, the 
787, Boeing is pushing this trend even further, with some 65% of the total value of 
the aircraft scheduled to be outsourced to foreign companies, 35% of which will go 
to three major Japanese companies, and another 20% going to companies located in 
Italy, Singapore, and the United Kingdom.® Part of Boeing’s rationale for outsourc- 
ing so much production to foreign suppliers is that these suppliers are the best in 
the world at performing their particular activity. Therefore, the result of having for- 
eign suppliers build specific parts is a better final product and higher profitability 
for Boeing. 

As for the globalization of markets, it has been argued that the world’s economic 
system is moving from one in which national markets are distinct entities, isolated 
from each other by trade barriers and barriers of distance, time, and culture, toward a 
system in which national markets are merging into one huge global marketplace. 
Increasingly, customers around the world demand and use the same basic product of- 
ferings. Consequently, in many industries, it is no longer meaningful to talk about the 
German market, the U.S. market, or the Japanese market; there is only the global mar- 
ket. The global acceptance of Coca-Cola, Citigroup credit cards, blue jeans, Starbucks, 
McDonald’s hamburgers, the Nokia wireless phone, and Microsoft's Windows oper- 
ating system are examples of this trend.’ 

The trend toward the globalization of production and markets has several impor- 
tant implications for competition within an industry. First, industry boundaries do 
not stop at national borders. Because many industries are becoming global in scope, 
actual and potential competitors exist not only in a company’s home market but also 
in other national markets. Managers who analyze only their home market can be 
caught unprepared by the entry of efficient foreign competitors. The globalization of 
markets and production implies that companies around the globe are finding their 
home markets under attack from foreign competitors. For example, in Japan, Merrill 
Lynch and Citicorp are making inroads against Japanese financial service institu- 
tions. In the United States, Finland’s Nokia has taken market share from Motorola in 
the market for wireless phone handsets (see Strategy in Action 8.1). In the European 
Union, the once-dominant Dutch company Philips has seen its market share in the 
customer electronics industry taken by Japan’s JVC, Matsushita, and Sony. 

Second, the shift from national to global markets has intensified competitive ri- 
valry in industry after industry. National markets that once were consolidated oli- 
gopolies, dominated by three or four companies and subjected to relatively little for- 
eign competition, have been transformed into segments of fragmented global 
industries in which a large number of companies battle each other for market share in 
country after country. This rivalry has threatened to drive down profitability and made 
it all the more critical for companies to maximize their efficiency, quality, customer re- 
sponsiveness, and innovative ability. The painful restructuring and downsizing that has 
been going on at companies such as Kodak and Xerox is as much a response to the in- 
creased intensity of global competition as it is to anything else. However, not all global 
industries are fragmented. Many remain consolidated oligopolies, except that now they 
are consolidated global, rather than national, oligopolies. In the videogame industry, 
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Finland's Nokia 


The wireless phone market is one of the great growth sto- 
ries of the last decade. Starting from a very low base in 
1990, annual global sales of wireless phones surged to 
reach 825 million units in 2005. By the end of 2005, there 
were over 1.7 billion wireless subscribers worldwide, up 
from less than 10 million in 1990. Nokia is one of the 
dominant players in the world market for mobile phones. 
Nokia’s roots are in Finland, not normally a country that 
comes to mind when one talks about leading-edge tech- 
nology companies. In the 1980s, Nokia was a rambling 
Finnish conglomerate with activities that embraced tire 
manufacturing, paper production, consumer electronics, 
and telecommunications equipment. By 2006, it had 
transformed itself into a focused telecommunications 
equipment manufacturer with a global reach, sales of over 
$40 billion, earnings of more than $5 billion, and a 34% 
share of the global market for wireless phones. How has 
this former conglomerate emerged to take a global leader- 
ship position in wireless telecommunications equipment? 
Much of the answer lies in the history, geography, and po- 
litical economy of Finland and its Nordic neighbors. 

In 1981, the Nordic nations cooperated to create the 
world’s first international wireless telephone network. 
They had good reason to become pioneers: it cost far too 
much to lay down a traditional wire line telephone serv- 
ice in those sparsely populated and inhospitably cold 
countries. The same features made telecommunications 
all the more valuable: people driving through the Arctic 
winter and owners of remote northern houses needed a 
telephone to summon help if something went wrong. As 
a result, Sweden, Norway, and Finland became the first 
nations in the world to take wireless telecommunications 
seriously. They found, for example, that although it cost 
up to $800 per subscriber to bring a traditional wire line 
service to remote locations, the same locations could be 
linked by wireless cellular for only $500 per person. As a 
consequence, 12% of the people in Scandinavia owned 


cellular phones by 1994, compared with less than 6% in 
the United States, the world’s second most developed 
market. This lead continued over the next decade. By the 
end of 2005, 90% of the population in Finland owned a 
wireless phone, compared with 70% in the United States. 

Nokia, a long-time telecommunications equipment 
supplier, was well positioned to take advantage of this de- 
velopment from the start, but there were other forces at 
work that helped Nokia develop its competitive edge. Un- 
like almost every other developed nation, Finland has never 
had a national telephone monopoly. Instead, the country’s 
telephone services have long been provided by about fifty or 
so autonomous local telephone companies whose elected 
boards set prices by referendum (which naturally means 
low prices). This army of independent and cost-conscious 
telephone service providers prevented Nokia from taking 
anything for granted in its home country. With typical 
Finnish pragmatism, its customers were willing to buy from 
the lowest-cost supplier, whether that was Nokia, Ericsson, 
Motorola, or some other company. This situation con- 
trasted sharply with that prevailing in most developed 
nations until the late 1980s and early 1990s, where domes- 
tic telephone monopolies typically purchased equipment 
from a dominant local supplier or made it themselves. 
Nokia responded to this competitive pressure by doing 
everything possible to drive down its manufacturing costs 
while staying at the leading edge of wireless technology. 

The consequences of these forces are clear. Nokia is 
now a leader in digital wireless technology. Many now re- 
gard Finland as the lead market for wireless telephone 
services. If you want to see the future of wireless, you don't 
go to New York or San Francisco; you go to Helsinki, where 
Finns use their wireless handsets not just to talk to each 
other but also to browse the Web, execute e-commerce 
transactions, control household heating and lighting sys- 
tems, or purchase Coke from a wireless-enabled vending 
machine. Nokia has gained this lead because Scandinavia 
started switching to digital technology five years before the 
rest of the world.* 


for example, three companies are battling for global dominance: Microsoft from the 
United States and Nintendo and Sony from Japan. In the market for wireless hand- 
sets, Nokia of Finland does global battle against Motorola of the United States, Sam- 
sung and LG from South Korea, and Sony-Ericsson, a joint venture between Sony of 


Japan and Ericsson of Sweden. 
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Finally, although globalization has increased both the threat of entry and the in- 
tensity of rivalry within many formerly protected national markets, it has also created 
enormous opportunities for companies based in those markets. The steady decline in 
barriers to cross-border trade and investment has opened up many once-protected 
markets to companies based outside them. Thus, for example, in recent years, western 
European, Japanese, and U.S. companies have accelerated their investments in the 
nations of Eastern Europe, Latin America, and Southeast Asia as they try to take 
advantage of growth opportunities in those areas. 


e National Despite the globalization of production and markets, many of the most successful 
Competitive companies in certain industries are still clustered in a small number of countries. For 
Advantage example, many of the world’s most successful biotechnology and computer compa- 
nies are based in the United States, and many of the most successful customer elec- 
tronics companies are based in Japan and South Korea. Germany is the base for many 
successful chemical and engineering companies. These facts suggest that the nation- 
state within which a company is based may have an important bearing on the com- 
petitive position of that company in the global marketplace. 

In a study of national competitive advantage, Michael Porter identified four at- 
tributes of a national or country-specific environment that have an important im- 

pact on the global competitiveness of companies located within that nation:® 


e@ Factor endowments: A nation’s position in factors of production such as skilled 
labor or the infrastructure necessary to compete in a given industry 


e@ Local demand conditions: The nature of home demand for the industry’s product 
or service 


@ Related and supporting industries: The presence or absence in a nation of supplier 
industries and related industries that are internationally competitive 


e Firm strategy, structure, and rivalry: The conditions in the nation that govern how 
companies are created, organized, and managed and the nature of domestic rivalry 


Porter speaks of these four attributes as constituting the diamond, arguing that 
companies from a given nation are most likely to succeed in industries or strategic 
groups in which the four attributes are favorable (see Figure 8.1). He also argues that 
the diamond’s attributes form a mutually reinforcing system in which the effect of 
one attribute is dependent on the state of the others. 


Factor ENDOWMENTS Factor endowments—the cost and quality of factors of 
production—are prime determinants of the competitive advantage that certain coun- 
tries might have in certain industries. Factors of production include basic factors, such 
as land, labor, capital, and raw materials, and advanced factors, such as technological 
know-how, managerial sophistication, and physical infrastructure (roads, railways, 
and ports). The competitive advantage that the United States enjoys in biotechnology 
might be explained by the presence of certain advanced factors of production—for 
example, technological know-how—in combination with some basic factors, which 
might be a pool of relatively low-cost venture capital that can be used to fund risky 
start-ups in industries such as biotechnology. 


LocAL DEMAND ConpITIONS Home demand plays an important role in providing the 
impetus for upgrading competitive advantage. Companies are typically most sensi- 
tive to the needs of their closest customers. Thus, the characteristics of home demand 
are particularly important in shaping the attributes of domestically made products 
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FIGURE 8.1 


National Competitive 
Advantage 


Source: Adapted from 

M. E. Porter, “The Competitive 
Advantage of Nations,” 
Harvard Business Review 
(March-April 1990): 77. 
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and creating pressures for innovation and quality. A nation’s companies gain com- 
petitive advantage if their domestic customers are sophisticated and demanding and 
pressure local companies to meet high standards of product quality and produce in- 
novative products. Japan’s sophisticated and knowledgeable buyers of cameras 
helped stimulate the Japanese camera industry to improve product quality and intro- 
duce innovative models. A similar example can be found in the cellular phone equip- 
ment industry, where sophisticated and demanding local customers in Scandinavia 
helped push Nokia of Finland and Ericsson of Sweden to invest in cellular phone 
technology long before demand for cellular phones took off in other developed na- 
tions. As a result, Nokia and Ericsson, together with Motorola, are significant players 
in the global cellular telephone equipment industry. (The case of Nokia was reviewed 
in more depth in Strategy in Action 8.1.) 


COMPETITIVENESS OF RELATED AND SUPPORTING INDUSTRIES The third broad attrib- 
ute of national advantage in an industry is the presence of internationally competi- 
tive suppliers or related industries. The benefits of investments in advanced factors 
of production by related and supporting industries can spill over into an industry, 
thereby helping it achieve a strong competitive position internationally. Swedish 
strength in fabricated steel products (such as ball bearings and cutting tools) has drawn 
on strengths in Sweden’s specialty steel industry. Switzerland’s success in pharmaceuti- 
cals is closely related to its previous international success in the technologically related 
dye industry. One consequence of this process is that successful industries within a 
country tend to be grouped into clusters of related industries. Indeed, this was one of 
the most pervasive findings of Porter’s study. One such cluster is the German textile 
and apparel sector, which includes high-quality cotton, wool, synthetic fibers, sewing 
machine needles, and a wide range of textile machinery. 


INTENSITY OF RIVALRY The fourth broad attribute of national competitive advantage 
in Porter’s model is the intensity of rivalry of firms within a nation. Porter makes two 
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important points here. First, different nations are characterized by different manage- 
ment ideologies, which either help them or do not help them to build national com- 
petitive advantage. For example, Porter noted the predominance of engineers in top 
management at German and Japanese firms. He attributed this to these firms’ em- 
phasis on improving manufacturing processes and product design. In contrast, 
Porter noted a predominance of people with finance backgrounds leading many U.S. 
firms. He linked this to U.S. firms’ lack of attention to improving manufacturing 
processes and product design. He argued that the dominance of finance led to an 
overemphasis on maximizing short-term financial returns. According to Porter, one 
consequence of these different management ideologies was a relative loss of U.S. com- 
petitiveness in those engineering-based industries where manufacturing processes 
and product design issues are all-important (such as the automobile industry). 

Porter’s second point is that there is a strong association between vigorous do- 
mestic rivalry and the creation and persistence of competitive advantage in an indus- 
try. Rivalry induces companies to look for ways to improve efficiency, which makes 
them better international competitors. Domestic rivalry creates pressures to inno- 
vate, improve quality, reduce costs, and invest in upgrading advanced factors. All this 
helps to create world-class competitors. The stimulating effects of strong domestic 
competition are clear in the story of the rise of Nokia of Finland in the market for 
wireless handsets and telephone equipment (see Strategy in Action 8.1). 


eUsingthe The framework just described can help managers to identify where their most signif- 

Framework _ icant global competitors are likely to come from. For example, there is an emerging 
cluster of computer service and software companies in Bangalore, India, that in- 
cludes two of the fastest-growing information technology companies in the world, 
Infosys and Wipro. These companies are emerging as aggressive competitors on the 
global stage. Indeed, there are signs that this is already happening, because both com- 
panies have recently opened offices in the European Union and United States so they 
can better compete against the likes of IBM and EDS. 

The framework can also be used to help managers decide where they might want 
to locate certain productive activities. Seeking to take advantage of U.S. expertise in 
biotechnology, many foreign companies have set up research facilities in San Diego, 
Boston, and Seattle, where U.S. biotechnology companies tend to be clustered. Simi- 
larly, in an attempt to take advantage of Japanese success in customer electronics, 
many U.S. electronics companies have set up research and production facilities in 
Japan, often in conjunction with Japanese partners. 

Finally, the framework can help a company assess how tough it might be to enter 
certain national markets. If a nation has a competitive advantage in certain industries, 
it might be challenging for foreigners to enter those industries. For example, the highly 
competitive retailing industry in the United States has proved to be a very difficult one 
for foreign companies to enter. Successful foreign retailers such as Britain’s Marks & 
Spencer and IKEA from Sweden have found it tough going in the United States, pre- 
cisely because the U.S. retailing industry is the most competitive in the world. 


Increasing Profitability and Profit Growth Through Global Expansion 
Here we look at a number of ways in which expanding globally can enable companies 


to increase their profitability and grow their profits more rapidly. At the most basic 
level, global expansion increases the size of the market that a company is addressing, 
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e Expanding the 
Market: Leveraging 
Products 


e Realizing Cost 
Economies from 
Global Volume 


thereby boosting profit growth. As we shall see, global expansion also offers opportu- 
nities for reducing the cost structure of the enterprise or adding value through differ- 
entiation, thereby potentially boosting profitability. 


A company can increase its growth rate by taking goods or services developed at home 
and selling them internationally. Indeed, almost all multinationals started out doing 
just this. Procter & Gamble, for example, developed most of its best-selling products 
at home and then sold them around the world (Pampers and Ivory Soap being cases in 
point; see Strategy in Action 8.2). Similarly, from its earliest days, Microsoft has always 
focused on selling its software around the world. Automobile companies like Ford, 
Volkswagen, and Toyota also grew by developing products at home and then selling 
them in international markets. The returns from such a strategy are likely to be greater 
if indigenous competitors in the nations a company enters lack comparable products. 
Thus, Toyota has grown its profits by entering the large automobile markets of North 
America and Europe and by offering products that are differentiated from those of- 
fered by local rivals (Ford and GM) by their superior quality and reliability. 

It is important to note that the success of many multinational companies is based 
not just on the goods or services that they sell in foreign nations, but also on the dis- 
tinctive competencies (unique skills) that underlie the production and marketing of 
those goods or services. Thus, Toyota’s success is based on its distinctive competency 
in manufacturing automobiles, and expanding internationally can be seen as a way of 
generating greater returns from this competency. Similarly, Procter & Gamble’s 
global success was based on more than its portfolio of consumer products; it was also 
based on the company’s skills in mass-marketing consumer goods. P&G grew rapidly 
in international markets between 1950 and 1990 because it was one of the most 
skilled mass-marketing enterprises in the world and could “outmarket” indigenous 
competitors in the nations it entered. Global expansion was thus a way of generating 
higher returns from its competency in marketing. 

Pushing this further, one could say that because distinctive competencies are in 
essence the most valuable aspects of a company’s business model, the successful global 
expansion by manufacturing companies like Toyota and P&G was based on their abil- 
ity to transfer aspects of their business model and apply it to foreign markets. The 
same can be said of companies engaged in the service sectors of an economy, such as 
financial institutions, retailers, restaurant chains, and hotels. Expanding the market 
for their services often means replicating their business model in foreign nations (al- 
beit with some changes to account for local differences, which we will discuss in 
more detail shortly). Starbucks, for example, is expanding rapidly outside the United 
States by taking the basic business model it developed at home and using it as a blue- 
print for establishing international operations. Similarly, McDonald’s is famous for 
its international expansion strategy, which has taken the company into more than 
120 nations that collectively generate over half of the company’s revenues. 


In addition to growing profits more rapidly, expanding its sales volume through in- 
ternational expansion can help a company realize cost savings from economies of 
scale, thereby boosting profitability. Such scale economies come from several sources. 
First, by spreading the fixed costs associated with developing a product and setting 
up production facilities over its global sales volume, a company can lower its average 
unit cost. Thus, Microsoft can garner significant scale economies by spreading the 
$5 billion it cost to develop Windows Vista over global demand. 

Second, by serving a global market, a company can potentially utilize its production 
facilities more intensively, which leads to higher productivity, lower costs, and greater 
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profitability. For example, if Intel sold microprocessors only in the United States, it 
might be able to keep its factories open for only one shift, five days a week. But by serv- 
ing a global market from the same factories, it might be able to utilize those assets for 
two shifts, seven days a week. In other words, the capital invested in those factories is 
used more intensively if Intel sells to a global as opposed to a national market, which 
translates into higher capital productivity and a higher return on invested capital. 

Third, as global sales increase the size of the enterprise, so its bargaining power with 
suppliers increases, which may allow it to bargain down the cost of key inputs and 
boost profitability. Wal-Mart has been able to use its enormous sales volume as a lever 
to bargain down the price it pays suppliers for merchandise sold through its stores. 

In addition to the cost savings that come from economies of scale, companies 
that sell to a global as opposed to a local marketplace may be able to realize further 
cost savings from learning effects. We first discussed learning effects in Chapter 4, 
where we noted that employee productivity increases with cumulative increases in 
output over time (for example, it costs considerably less to build the one-hundredth 
aircraft on a Boeing assembly line than the tenth because employees learn how to 
perform their tasks more efficiently over time). By selling to a global market, a com- 
pany may be able to increase its sales volume more rapidly, and thus the cumulative 
output from its plants, which in turn should result in quicker learning, higher em- 
ployee productivity, and a cost advantage over competitors that are growing more 
slowly because they lack international markets. 


e Realizing Location Earlier in this chapter, we discussed how countries differ from each other along a 
Economies number of dimensions, including differences in the cost and quality of factors of 
production. These differences imply that some locations are more suited than others 
to producing certain goods and services.” Location economies are the economic 
benefits that arise from performing a value creation activity in the optimal location 
for that activity, wherever in the world that might be (transportation costs and trade 
barriers permitting). Locating a value creation activity in the optimal location for 
that activity can have one of two effects: (1) it can lower the costs of value creation, 
thus helping the company to achieve a low-cost position, or (2) it can enable a com- 
pany to differentiate its product offering, which gives it the option of charging a 
premium price or keeping the price low and using differentiation as a means of in- 
creasing sales volume. Thus, efforts to realize location economies are consistent with 
the business-level strategies of low cost and differentiation. In theory, a company that 
realizes location economies by dispersing each of its value creation activities to the 
optimal location for that activity should have a competitive advantage over a com- 
pany that bases all of its value creation activities at a single location. It should be able 
to differentiate its product offering better and lower its cost structure more than its 
single-location competitor. In a world where competitive pressures are increasing, 
such a strategy may well become an imperative for survival. 

For an example of how this works in an international business, consider Clear Vi- 
sion, a manufacturer and distributor of eyewear. Started in the 1970s by David Glass- 
man, the firm now generates annual gross revenues of more than $100 million. Not 
exactly small, but no corporate giant either, Clear Vision is a multinational firm with 
production facilities on three continents and customers around the world. Clear Vi- 
sion began its move toward becoming a multinational in the early 1980s. The strong 
dollar at that time made U.S.-based manufacturing very expensive. Low-priced im- 
ports were taking an ever larger share of the U.S. eyewear market, and Clear Vision re- 
alized it could not survive unless it also began to import. Initially the firm bought from 
independent overseas manufacturers, primarily in Hong Kong. However, it became 
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dissatisfied with these suppliers’ product quality and delivery. As Clear Vision’s vol- 
ume of imports increased, Glassman decided that the best way to guarantee quality 
and delivery was to set up Clear Vision’s own manufacturing operation overseas. Ac- 
cordingly, Clear Vision found a Chinese partner, and together they opened a manu- 
facturing facility in Hong Kong, with Clear Vision being the majority shareholder. 

The choice of the Hong Kong location was influenced by its combination of low 
labor costs, a skilled work force, and tax breaks given by the Hong Kong government. 
The firm’s objective at this point was to lower production costs by locating value cre- 
ation activities at an appropriate location. After a few years, however, the increasing 
industrialization of Hong Kong and a growing labor shortage had pushed up wage 
rates to the extent that it was no longer a low-cost location. In response, Glassman 
and his Chinese partner moved part of their manufacturing to a plant in mainland 
China to take advantage of the lower wage rates there. Again, the goal was to lower 
production costs. The parts for eyewear frames manufactured at this plant are 
shipped to the Hong Kong factory for final assembly and then distributed to markets 
in North and South America. The Hong Kong factory now employs eighty people, 
and the China plant, between 300 and 400. 

At the same time, Clear Vision was looking for opportunities to invest in foreign 
eyewear firms with reputations for fashionable design and high quality. Its objective 
was not to reduce production costs but to launch a line of high-quality, differenti- 
ated, designer eyewear. Clear Vision did not have the design capability in-house to 
support such a line, but Glassman knew that certain foreign manufacturers did. As a 
result, Clear Vision invested in factories in Japan, France, and Italy, holding a minor- 
ity shareholding in each case. These factories now supply eyewear for Clear Vision’s 
Status Eye division, which markets high-priced designer eyewear.!° 


Some CAVEATS Introducing transportation costs and trade barriers complicates this 
picture somewhat. New Zealand might have a comparative advantage for low-cost 
car assembly operations, but high transportation costs make it an uneconomical lo- 
cation from which to serve global markets. Factoring transportation costs and trade 
barriers into the cost equation helps explain why many U.S. companies have been 
shifting their production from Asia to Mexico. Mexico has three distinct advantages 
over many Asian countries as a location for value creation activities: low labor costs; 
Mexico’s proximity to the large U.S. market, which reduces transportation costs; and 
the North American Free Trade Agreement (NAFTA), which has removed many 
trade barriers among Mexico, the United States, and Canada, increasing Mexico’s at- 
tractiveness as a production site for the North American market. Thus, although the 
relative costs of value creation are important, transportation costs and trade barriers 
also must be considered in location decisions. 

Another caveat concerns the importance of assessing political and economic risks 
when making location decisions. Even if a country looks very attractive as a produc- 
tion location when measured against cost or differentiation criteria, if its government 
is unstable or totalitarian, companies are usually well advised not to base production 
there. Similarly, if a particular national government appears to be pursuing inappro- 
priate social or economic policies, this might be another reason for not basing pro- 
duction in that location, even if other factors look favorable. 


Initially, many multinational companies develop the valuable competencies and skills 
that underpin their business model in their home nation and then expand interna- 
tionally, primarily by selling products and services based on those competencies. 
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However, for more mature multinational enterprises that have already established a 
network of subsidiary operations in foreign markets, the development of valuable 
skills can just as well occur in foreign subsidiaries.'! Skills can be created anywhere 
within a multinational’s global network of operations, wherever people have the op- 
portunity and incentive to try new ways of doing things. The creation of skills that 
help to lower the costs of production, or to enhance perceived value and support 
higher product pricing, is not the monopoly of the corporate center. 

Leveraging the skills created within subsidiaries and applying them to other oper- 
ations within the firm’s global network may create value. For example, McDonald’s is 
finding more and more often that its foreign franchisees are a source of valuable new 
ideas. Faced with slow growth in France, its local franchisees have begun to experi- 
ment not only with the menu but also with the layout and theme of restaurants. 
Gone are the ubiquitous Golden Arches; gone too are many of the utilitarian chairs 
and tables and other plastic features of the fast-food giant. Many McDonald’s restau- 
rants in France now have hardwood floors, exposed brick walls, and even armchairs. 
Half of the 930 or so outlets in France have been upgraded to a level that would make 
them unrecognizable to an American. The menu, too, has been changed to include 
premier sandwiches, such as chicken on focaccia bread, priced some 30% higher than 
the average hamburger. In France at least, the strategy seems to be working. Following 
the changes, increases in same-store sales rose from 1% annually to 3.4%. Impressed 
with the impact, McDonald’s executives are now considering adopting similar changes 
at other McDonald’s restaurants in markets where same-store sales growth is sluggish, 
including the United States.'* 

For the managers of a multinational enterprise, this phenomenon creates impor- 
tant new challenges. First, they must have the humility to recognize that valuable skills 
can arise anywhere within the firm’s global network, not just at the corporate center. 
Second, they must establish an incentive system that encourages local employees to ac- 
quire new competencies. This is not as easy as it sounds. Creating new competencies in- 
volves a degree of risk. Not all new skills add value. For every valuable idea created by a 
McDonald’s subsidiary in a foreign country, there may be several failures. The manage- 
ment of the multinational must install incentives that encourage employees to take the 
necessary risks, and the company must reward people for successes and not sanction 
them unnecessarily for taking risks that did not pan out. Third, managers must have a 
process for identifying when valuable new skills have been created in a subsidiary, and 
finally, they need to act as facilitators, helping to transfer valuable skills within the firm. 


Cost Pressures and Pressures for Local Responsiveness 


Companies that compete in the global marketplace typically face two types of com- 
petitive pressures: pressures for cost reductions and pressures to be locally responsive (see 
Figure 8.2).!5 These competitive pressures place conflicting demands on a company. 
Responding to pressures for cost reductions requires that a company try to minimize 
its unit costs. To attain this goal, it may have to base its productive activities at the 
most favorable low-cost location, wherever in the world that might be. It may also 
have to offer a standardized product to the global marketplace in order to realize the 
cost savings that come from economies of scale and learning effects. On the other 
hand, responding to pressures to be locally responsive requires that a company differ- 
entiate its product offering and marketing strategy from country to country in an effort 
to accommodate the diverse demands arising from national differences in consumer 
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tastes and preferences, business practices, distribution channels, competitive condi- 
tions, and government policies. Because differentiation across countries can involve 
significant duplication and a lack of product standardization, it may raise costs. 

Some companies, such as Company A in Figure 8.2, face high pressures for cost 
reductions and low pressures for local responsiveness, and others, such as Company 
B, face low pressures for cost reductions and high pressures for local responsiveness. 
But many companies are in the position of Company C: they face high pressures for 
both cost reductions and local responsiveness. Dealing with these conflicting and 
contradictory pressures is a difficult strategic challenge, primarily because being lo- 
cally responsive tends to raise costs. 


In competitive global markets, international businesses often face pressures for cost 
reductions. To respond to these pressures, a firm must try to lower the costs of value 
creation. A manufacturer, for example, might mass-produce a standardized product 
at the optimal location in the world, wherever that might be, to realize economies of 
scale and location economies. Alternatively, it might outsource certain functions to 
low-cost foreign suppliers in an attempt to reduce costs. Thus, many computer com- 
panies have outsourced their telephone-based customer service functions to India, 
where qualified technicians who speak English can be hired at a lower wage rate 
than in the United States. In the same vein, a retailer like Wal-Mart might push its 
suppliers (who are manufacturers) to also lower their prices. (In fact, the pressure 
that Wal-Mart has placed on its suppliers to reduce prices has been cited as a major 
cause of the trend among North American manufacturers to shift production to 
China.)'* A service business, such as a bank, might move some back-office functions, 
like information processing, to developing nations where wage rates are lower. 

Cost reduction pressures can be particularly intense in industries producing 
commodity-type products where meaningful differentiation on nonprice factors is 
difficult and price is the main competitive weapon. This tends to be the case for 
products that serve universal needs. Universal needs exist when the tastes and prefer- 
ences of consumers in different nations are similar if not identical, such as for bulk 
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chemicals, petroleum, steel, sugar, and the like. They also exist for many industrial 
and consumer products: for example, hand-held calculators, semiconductor chips, 
personal computers, and liquid crystal display screens. Pressures for cost reductions 
are also intense in industries where major competitors are based in low-cost loca- 
tions, where there is persistent excess capacity, and where consumers are powerful 
and face low switching costs. Many commentators have argued that the liberalization 
of the world trade and investment environment in recent decades, by facilitating 
greater international competition, has generally increased cost pressures. !° 


e Pressures for Local Pressures for local responsiveness arise from differences in consumer tastes and pref- 
Responsiveness _ erences, infrastructure and traditional practices, distribution channels, and host gov- 
ernment demands. Responding to pressures to be locally responsive requires that a 
company differentiate its products and marketing strategy from country to country 

to accommodate these factors, all of which tends to raise a company’s cost structure. 


DIFFERENCES IN CUSTOMER TASTES AND PREFERENCES Strong pressures for local re- 
sponsiveness emerge when customer tastes and preferences differ significantly between 
countries, as they may for historic or cultural reasons. In such cases, a multinational 
company’s products and marketing message have to be customized to appeal to the 
tastes and preferences of local customers. The company is then typically pressured to 
delegate production and marketing responsibilities and functions to a company’s 
overseas subsidiaries. 

For example, the automobile industry in the 1980s and early 1990s moved toward 
the creation of so-called world cars. The idea was that global companies such as Gen- 
eral Motors, Ford, and Toyota would be able to sell the same basic vehicle the world 
over, sourcing it from centralized production locations. If successful, the strategy 
would have enabled automobile companies to reap significant gains from global scale 
economies. However, this strategy frequently ran aground upon the hard rocks of 
consumer reality. Consumers in different automobile markets seem to have different 
tastes and preferences, and these require different types of vehicles. North American 
consumers show a strong demand for pickup trucks. This is particularly true in the 
South and West, where many families have a pickup truck as a second or third car. 
But in European countries, pickup trucks are seen purely as utility vehicles and are 
purchased primarily by firms rather than individuals. As a consequence, the product 
mix and marketing message need to be tailored to account for the different nature of 
demand in North America and Europe. Another example of the need to respond to 
national differences in tastes and preferences is given in Strategy in Action 8.2, which 
looks at the experience of Swedish retailer IKEA in foreign markets. 

Notwithstanding the experiences of companies such as MTV and IKEA, some 
commentators have argued that customer demands for local customization are on 
the decline worldwide.'® According to this argument, modern communications and 
transport technologies have created the conditions for a convergence of the tastes 
and preferences of customers from different nations. The result is the emergence of 
enormous global markets for standardized consumer products. The worldwide ac- 
ceptance of McDonald’s hamburgers, Coca-Cola, Gap clothes, Nokia cell phones, 
and Sony televisions, all of which are sold globally as standardized products, are often 
cited as evidence of the increasing homogeneity of the global marketplace. Others, 
however, consider this argument to be extreme. For example, Christopher Bartlett and 
Sumantra Ghoshal have observed that in the consumer electronics industry, buyers re- 
acted to an overdose of standardized global products by showing a renewed preference 
for products that are differentiated according to local conditions.!” 
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Localization at IKEA 


IKEA may be the world’s most successful global retailer. 
Established by Ingvar Kamprad in Sweden in 1943 when 
he was just seventeen years old, the home-furnishing su- 
perstore has grown into a global cult brand, with 230 
stores in thirty-three countries that host 410 million 
shoppers a year and generated sales of €14.8 billion 
($17.7 billion) in 2005. Kamprad himself, who still owns 
the private company, is rumored to be the world’s richest 
man. 

IKEA’s target market is the global middle class who 
are looking for low-priced but attractively designed fur- 
niture and household items. The company applies the 
same basic formula worldwide: open, large warehouse 
stores, festooned in the blue and yellow colors of the 
Swedish flag, that offer 8,000 to 10,000 items, from 
kitchen cabinets to candlesticks. Use wacky promotions 
to drive traffic into the stores. Configure the interior of 
the stores so that customers have to pass through each de- 
partment to get to the checkout. Add restaurants and 
child-care facilities so that shoppers stay as long as possi- 
ble. Price the items as low as possible. Make sure that 
product design reflects the simple clean Swedish lines 
that have become IKEA’s trademark. And then watch the 
results: customers who enter the store planning to buy a 
$40 coffee table and end up spending $500 on everything 
from storage units to kitchen ware. 

IKEA aims to reduce the price of its offerings by 2 to 
3% per year, which requires relentless attention to cost 
cutting. With a network of 1,300 suppliers in fifty-three 
countries, IKEA devotes considerable attention to finding 
the right manufacturer for each item. Consider the com- 
pany’s best-selling Klippan love seat. Designed in 1980, 
the Klippan, with its clean lines, bright colors, simple legs, 
and compact size, has sold some 1.5 million units since its 
introduction. Originally manufactured in Sweden, IKEA 


soon transferred production to lower-cost suppliers in 
Poland. As demand for the Klippan grew, IKEA then de- 
cided that it made more sense to work with suppliers in 
each of the company’s big markets to avoid the costs asso- 
ciated with shipping the product all over the world. 
Today, there are five suppliers of the frames in Europe, 
plus three in the United States and two in China. To re- 
duce the cost of the cotton slipcovers, production has 
been concentrated in four core suppliers in China and 
Europe. The resulting efficiencies from these global 
sourcing decisions enabled IKEA to reduce the price of 
the Klippan by some 40% between 1999 and 2005. 
Despite its standard formula, however, IKEA has 
found that global success requires that it adapt its offer- 
ings to the tastes and preferences of consumers in differ- 
ent nations. IKEA first discovered this in the early 1990s, 
when it entered the United States. The company soon 
found that its European style offerings didn’t always res- 
onate with American consumers. Beds were measured in 
centimeters, not the king, queen, and twin sizes that 
Americans are familiar with. Sofas weren’t big enough, 
wardrobe drawers were not deep enough, glasses were too 
small, curtains were too short, and kitchens didn’t fit U.S. 
size appliances. Since then, IKEA has redesigned its offer- 
ings in the United States to appeal to American con- 
sumers, and it has been rewarded with stronger store 
sales. The same process is now unfolding in China, where 
the company plans to have ten stores by 2010. The store 
layout in China reflects the layout of many Chinese apart- 
ments, and since many Chinese apartments have bal- 
conies, IKEA’s Chinese stores include a balcony section. 
IKEA has had to adapt its locations to China, where car 
ownership is still not widespread. In the West, IKEA 
stores are generally located in suburban areas and have 
lots of parking space, but in China they are located near 
public transportation, and IKEA offers delivery services 
so that Chinese customers can get their purchases home.» 


DIFFERENCES IN INFRASTRUCTURE AND TRADITIONAL PRACTICES Pressures for local re- 
sponsiveness also arise from differences in infrastructure or traditional practices among 
countries, creating a need to customize products accordingly. To meet this need, com- 
panies may have to delegate manufacturing and production functions to foreign 
subsidiaries. For example, in North America, consumer electrical systems are based on 
110 volts, whereas in some European countries, 240-volt systems are standard. Thus, 
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domestic electrical appliances have to be customized to take this difference in infrastruc- 
ture into account. Traditional practices also often vary across nations. For example, in 
Britain, people drive on the left-hand side of the road, creating a demand for right-hand- 
drive cars, whereas in France (and the rest of Europe), people drive on the right-hand side 
of the road and therefore want left-hand-drive cars. Obviously, automobiles have to be 
customized to take this difference in traditional practices into account. 

Although many of the country differences in infrastructure are rooted in history, 
some are quite recent. For example, in the wireless telecommunications industry, dif- 
ferent technical standards are found in different parts of the world. A technical stan- 
dard known as GSM is common in Europe, and an alternative standard, CDMA, is 
more common in the United States and parts of Asia. The significance of these different 
standards is that equipment designed for GSM will not work on a CDMA network, and 
vice versa. Thus, companies such as Nokia, Motorola, and Ericsson, which manufacture 
wireless handsets and infrastructure such as switches, need to customize their product 
offerings according to the technical standard prevailing in a given country. 


DIFFERENCES IN DISTRIBUTION CHANNELS A company’s marketing strategies may 
have to be responsive to differences in distribution channels among countries, which 
may necessitate delegating marketing functions to national subsidiaries. In the phar- 
maceutical industry, for example, the British and Japanese distribution system is rad- 
ically different from the U.S. system. British and Japanese doctors will not accept or 
respond favorably to a U.S.-style high-pressure sales force. Thus, pharmaceutical 
companies have to adopt different marketing practices in Britain and Japan com- 
pared with the United States—soft sell versus hard sell. 

Similarly, Poland, Brazil, and Russia all have similar per-capita income on a pur- 
chasing power parity basis, but there are big differences in distribution systems across 
the three countries. In Brazil, supermarkets account for 36% of food retailing; in 
Poland, for 18%; and in Russia, for less than 1%.!® These differences in channels re- 
quire that companies adapt their own distribution and sales strategy. 


Host GOVERNMENT DEMANDS Finally, economic and political demands imposed by 
host country governments may require local responsiveness. For example, pharmaceu- 
tical companies are subject to local clinical testing, registration procedures, and pricing 
restrictions, all of which make it necessary that the manufacturing and marketing of a 
drug meet local requirements. Moreover, because governments and government agen- 
cies control a significant proportion of the health care budget in most countries, they 
are in a powerful position to demand a high level of local responsiveness. 

More generally, threats of protectionism, economic nationalism, and local content 
rules (which require that a certain percentage of a product be manufactured locally) 
dictate that international businesses manufacture locally. As an example, consider 
Bombardier, the Canadian-based manufacturer of railcars, aircraft, jet boats, and 
snowmobiles. Bombardier has twelve railcar factories across Europe. Critics of the 
company argue that the resulting duplication of manufacturing facilities leads to 
high costs and helps explain why Bombardier makes lower profit margins on its rail- 
car operations than on its other business lines. In reply, managers at Bombardier 
argue that in Europe, informal rules with regard to local content favor employers 
who hire local workers. To sell railcars in Germany, they claim, you must manufac- 
ture in Germany. The same goes for Belgium, Austria, and France. To try to address 
its cost structure in Europe, Bombardier has centralized its engineering and purchas- 
ing functions, but it has no plans to centralize manufacturing.!? 
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Four Basic Strategies 


Pressures for local responsiveness imply that it may not be possible for a firm to real- 
ize the full benefits from economies of scale and location economies. It may not be 
possible to serve the global marketplace from a single low-cost location, producing a 
globally standardized product, and marketing it worldwide to achieve economies of 
scale. In practice, the need to customize the product offering to local conditions may 
work against the implementation of such a strategy. For example, automobile firms 
have found that Japanese, American, and European consumers demand different 
kinds of cars, and this necessitates producing products that are customized for local 
markets. In response, firms like Honda, Ford, and Toyota are pursuing a strategy of 
establishing top-to-bottom design and production facilities in each of these regions 
so that they can better serve local demands. Although such customization brings 
benefits, it also limits the ability of a firm to realize significant scale economies and 
location economies. 

In addition, pressures for local responsiveness imply that it may not be possible to 
leverage skills and products associated with a firm’s distinctive competencies whole- 
sale from one nation to another. Concessions often have to be made to local condi- 
tions. Even McDonald’s, despite being depicted as a leader for the proliferation of 
standardized global products, has found that it has to customize its product offerings 
(its menu) in order to account for national differences in tastes and preferences. 

Given the need to balance the cost and differentiation (value) sides of a com- 
pany’s business model, how do differences in the strength of pressures for cost reduc- 
tions versus those for local responsiveness affect the choice of a company’s strategy? 
Companies typically choose among four main strategic postures when competing in- 
ternationally: a global standardization strategy, a localization strategy, a transnational 
strategy, and an international strategy.*? The appropriateness of each strategy varies 
with the extent of pressures for cost reductions and local responsiveness. Figure 8.3 
illustrates the conditions under which each of these strategies is most appropriate. 


Pressures for cost reductions 


Pressures for local responsiveness 
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eGlobal Companies that pursue a global standardization strategy focus on increasing prof- 
Standardization _ itability by reaping the cost reductions that come from economies of scale and loca- 
Strategy tion economies; that is, their business model is based on pursuing a low-cost strategy 


on a global scale. The production, marketing, and research and development (R&D) 
activities of companies pursuing a global strategy are concentrated in a few favorable 
locations. These companies try not to customize their product offering and market- 
ing strategy to local conditions because customization, which involves shorter pro- 
duction runs and the duplication of functions, can raise costs. Instead, they prefer to 
market a standardized product worldwide so that they can reap the maximum bene- 
fits from economies of scale. They also tend to use their cost advantage to support 
aggressive pricing in world markets. Dell Computer is a good example of a company 
that pursues such a strategy (see the Running Case). 


‘ 
’ 

RUN INGEN Geese 
: 

Dell's Global Business Strategy : 
i] 

I 

Dell has been expanding its presence outside the United schedules production of every line in every factory : 
States since the early 1990s. In fiscal 2006, 41% of Dell’s around the world every two hours. Every factory is run I 
$56 billion in revenue was generated outside the United with no more than a few hours of inventory on hand, in- ; 
States. Dell’s strategic goal is to be the low-cost player in cluding work in progress. To serve Dell’s global factories, : 
the global industry. It does not alter its business model many of Dell’s largest suppliers have also located their fa- 1 
from country to country; instead, it uses the same direct- cilities close to Dell’s manufacturing plants so that they : 
selling and supply chain model that worked so well in the can better meet the company’s demands for just-in-time I 
United States. Dell is thus pursuing a global standardiza- inventory. : 
tion strategy. Dell has set up customer service centers in each re- : 
Dell’s basic approach to overseas expansion has gion to handle phone and online orders and to provide I 
been to serve foreign markets from a handful of regional technical assistance. In general, each center serves an en- : 
manufacturing facilities, each established as a wholly tire region, which Dell has found to be more efficient I 
owned subsidiary. To support its global business, it op- than locating a customer service center in each country ; 
erates three final assembly facilities in the United States, where the company does business. Beginning in 2001, : 
one in Brazil (serving South America), two in Ireland Dell started to experiment with outsourcing some of its I 
(serving Europe), one in Malaysia (serving Southeast customer service functions for English-language cus- ' 
Asia), and two in China (serving China). Each of these tomers to call centers in India. Although the move 1 
plants is large enough to attain significant economies of —_ helped the company to lower costs, it also led to dissatis- : 
scale. When demand in a region gets large enough, Dell faction from customers, particularly in the United : 
considers opening a second plant; thus, it has three States, who could not always follow the directions given I 
plants in the United States to serve North America, and over the phone from someone with an Indian accent. : 
two in Ireland to serve Europe. With sales growing rap- Subsequently, Dell moved its call centers for English- I 
idly in India, the company will bring an Indian plant language businesses back to the United States and the ; 
online in 2007. United Kingdom. Dell continues to invest in Indian call : 
Each plant uses exactly the same supply chain man- centers for its retail customers, however, and in 2006, I 
agement processes that have made Dell famous. Taking it announced that it was opening a fourth Indian call ' 
advantage of its supply chain management software, Dell center. : 
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This strategy makes the most sense when there are strong pressures for cost 
reductions and demand for local responsiveness is minimal. Increasingly, these con- 
ditions prevail in many industrial goods industries, whose products often serve uni- 
versal needs. In the semiconductor industry, for example, global standards have 
emerged, creating enormous demands for standardized global products. Accord- 
ingly, companies such as Intel, Texas Instruments, and Motorola all pursue a global 
strategy. 

As both MTV and IKEA have discovered, however, in many consumer goods 
markets, demand for local responsiveness remains high. In these markets, the global 
standardization strategy is inappropriate. 


A localization strategy focuses on increasing profitability by customizing the com- 
pany’s goods or services so that they provide a good match to the tastes and prefer- 
ences in different national markets. Localization is most appropriate when there are 
substantial differences across nations with regard to consumer tastes and preferences 
and where cost pressures are not too intense. By customizing the product offering to 
local demands, the company increases the value of that product in the local market. 
On the downside, because it involves some duplication of functions and smaller 
production runs, customization limits the ability of the company to capture the cost 
reductions associated with mass-producing a standardized product for global con- 
sumption. The strategy may make sense, however, if the added value associated with 
local customization supports higher pricing, which would enable the company to re- 
coup its higher costs, or if it leads to substantially greater local demand, enabling the 
company to reduce costs through the attainment of some scale economies in the 
local market. 

MTV is a good example of a company that has had to pursue a localization strat- 
egy (see the Opening Case). If MTV had not localized its programming to match the 
demands of viewers in different nations, it would have lost market share to local 
competitors, its advertising revenues would have fallen, and its profitability would 
have declined. Thus, even though it raised costs, localization became a strategic im- 
perative at MTV. 

At the same time, it is important to realize that companies like MTV still have to 
keep a close eye on costs. Companies pursuing a localization strategy still need to be 
efficient and, whenever possible, capture some scale economies from their global 
reach. As noted earlier, many automobile companies have found that they have to 
customize some of their product offerings to local market demands—for example, by 
producing large pickup trucks for U.S. consumers and small, fuel-efficient cars for 
Europeans and the Japanese. At the same time, these companies try to get some scale 
economies from their global volume by using common vehicle platforms and com- 
ponents across many different models and by manufacturing those platforms and 
components at efficiently scaled factories that are optimally located. By designing 
their products in this way, these companies have been able to localize their product 
offering, yet simultaneously capture some scale economies. 


We have argued that a global standardization strategy makes the most sense when 
cost pressures are intense and demands for local responsiveness are limited. Con- 
versely, a localization strategy makes the most sense when demands for local respon- 
siveness are high but cost pressures are moderate or low. What happens, however, when 
the company simultaneously faces both strong cost pressures and strong pressures for 
local responsiveness? How can managers balance such competing and inconsistent 
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demands? According to some researchers, the answer is by pursuing what has been 
called a transnational strategy. 

Two of these researchers, Christopher Bartlett and Sumantra Ghoshal, argue that 
in today’s global environment, competitive conditions are so intense that, to survive, 
companies must do all they can to respond to pressures for both cost reductions and 
local responsiveness. They must try to realize location economies and economies of 
scale from global volume, transfer distinctive competencies and skills within the 
company, and simultaneously pay attention to pressures for local responsiveness.*! 

Bartlett and Ghoshal also note that, in the modern multinational enterprise, dis- 
tinctive competencies and skills do not reside just in the home country but can de- 
velop in any of the company’s worldwide operations. Thus, they maintain that the 
flow of skills and product offerings should not be all one way, from home company 
to foreign subsidiary. Rather, the flow should also be from foreign subsidiary to home 
country, and from foreign subsidiary to foreign subsidiary. Transnational companies, 
in other words, must also focus on leveraging subsidiary skills. 

In essence, companies that pursue a transnational strategy are trying to develop 
a business model that simultaneously achieves low costs, differentiates the product 
offering across geographic markets, and fosters a flow of skills between different sub- 
sidiaries in the company’s global network of operations. As attractive as this may 
sound, the strategy is not an easy one to pursue because it places conflicting demands 
on the company. Differentiating the product to respond to local demands in different 
geographic markets raises costs, which runs counter to the goal of reducing costs. 
Companies like Ford and ABB (one of the world’s largest engineering conglomer- 
ates) have tried to embrace a transnational strategy and have found it difficult to im- 
plement in practice. 

Indeed, how best to implement a transnational strategy is one of the most com- 
plex questions that large global companies are grappling with today. It may be that 
few if any companies have perfected this strategic posture. But some clues to the right 
approach can be gleaned from a number of companies. Consider, for example, the 
case of Caterpillar. The need to compete with low-cost competitors such as Komatsu 
of Japan forced Caterpillar to look for greater cost economies. However, variations in 
construction practices and government regulations across countries meant that 
Caterpillar also had to be responsive to local demands. Therefore, Caterpillar con- 
fronted significant pressures for cost reductions and for local responsiveness. To deal 
with cost pressures, Caterpillar redesigned its products to use many identical compo- 
nents and invested in a few large-scale component-manufacturing facilities, sited at 
favorable locations, to fill global demand and realize scale economies. At the same 
time, the company augments the centralized manufacturing of components with as- 
sembly plants in each of its major global markets. At these plants, Caterpillar adds 
local product features, tailoring the finished product to local needs. Thus, Caterpillar 
is able to realize many of the benefits of global manufacturing while reacting to pres- 
sures for local responsiveness by differentiating its product among national markets.” 
Caterpillar started to pursue this strategy in 1979, and over the next twenty years, it 
succeeded in doubling output per employee, significantly reducing its overall cost 
structure in the process. Meanwhile, Komatsu and Hitachi, which are still wedded to 
a Japan-centric global strategy, have seen their cost advantages evaporate and have 
been steadily losing market share to Caterpillar. 

However, building an organization capable of supporting a transnational strategy 
is a complex and challenging task. Indeed, some would say it is too complex because 
the strategy implementation problems of creating a viable organizational structure 
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and the control systems to manage this strategy are immense. We shall return to this 
issue in Chapter 13. 


Sometimes it is possible to identify multinational companies that find themselves in the 
fortunate position of being confronted with low-cost pressures and low pressures for 
local responsiveness. Typically these enterprises are selling a product that serves univer- 
sal needs, but because they do not face significant competitors, they are not confronted 
with pressures to reduce their cost structure. Xerox found itself in this position in the 
1960s after its invention and commercialization of the photocopier. The technology un- 
derlying the photocopier was protected by strong patents, so for several years, Xerox did 
not face competitors—it had a monopoly. Because the product was highly valued in most 
developed nations, Xerox was able to sell the same basic product the world over and 
charge a relatively high price for it. At the same time, because it did not face direct com- 
petitors, the company did not have to deal with strong pressures to minimize its costs. 

Historically, companies like Xerox have followed a similar developmental pattern 
as they build their international operations. They tend to centralize product develop- 
ment functions such as R&D at home. However, they also tend to establish manufac- 
turing and marketing functions in each major country or geographic region in which 
they do business. Although they may undertake some local customization of product 
offering and marketing strategy, this tends to be rather limited in scope. Ultimately, 
in most international companies, the head office retains tight control over marketing 
and product strategy. 

Other companies that have pursued this strategy include Procter & Gamble, 
which historically always developed innovative new products in Cincinnati and then 
transferred them wholesale to local markets. Another company that has followed a 
similar strategy is Microsoft. The bulk of Microsoft's product development work 
takes place in Redmond, Washington, where the company is headquartered. Al- 
though some localization work is undertaken elsewhere, this is limited to producing 
foreign-language versions of popular Microsoft programs such as Office. 


The Achilles heel of the international strategy is that, over time, competitors in- 
evitably emerge, and if managers do not take proactive steps to reduce their cost 
structure, their company may be rapidly outflanked by efficient global competitors. 
This is exactly what happened to Xerox. Japanese companies such as Canon ulti- 
mately invented their way around Xerox’s patents, produced their own photocopiers 
in very efficient manufacturing plants, priced them below Xerox’s products, and rap- 
idly took global market share from Xerox. Xerox’s demise was not due to the emer- 
gence of competitors, because ultimately that was bound to occur, but rather to its 
failure to proactively reduce its cost structure in advance of the emergence of effi- 
cient global competitors. The message in this story is that an international strategy 
may not be viable in the long term, and to survive, companies that are able to pursue 
it need to shift toward a global standardization strategy, or perhaps a transnational 
strategy, in advance of competitors (see Figure 8.4). 

The same can be said about a localization strategy. Localization may give a com- 
pany a competitive edge, but if it is simultaneously facing aggressive competitors, the 
company will also have to reduce its cost structure, and the only way to do that may be 
to adopt more of a transnational strategy. Thus, as competition intensifies, international 
and localization strategies tend to become less viable, and managers need to orientate 
their companies toward either a global standardization strategy or a transnational 
strategy. 
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Basic Entry Decisions 


A company contemplating foreign expansion must make three basic decisions: which 
overseas markets to enter, when to enter those markets, and on what scale. 


e Which Overseas There are over 200 nation-states in the world, and they do not all hold out the same 
Markets to Enter profit potential for a company contemplating foreign expansion. The choice of for- 
eign markets must be based on an assessment of their long-run profit potential. The 
attractiveness of a country as a potential market for international business depends 
on balancing the benefits, costs, and risks associated with doing business in that 
country. The long-run economic benefits of doing business in a country are a function 
of factors such as the size of a market (in terms of demographics), the existing wealth 
(purchasing power) of consumers in that market, and the likely future wealth of 
consumers. Some markets are very large when measured by numbers of consumers 
(such as China and India), but low living standards may imply limited purchasing 
power and therefore a relatively small market when measured in economic terms. 
The costs and risks associated with doing business in a foreign country are typically 
lower in economically advanced and politically stable democratic nations and greater 
in less developed and politically unstable nations. 
By performing benefit-cost-risk calculations, a company can come up with a 
ranking of countries in terms of their attractiveness and long-run profit potential.”° 
Obviously, preference is given to entering markets that rank highly. For an example, 
consider the case of the American financial services company Merrill Lynch. Although 
Merrill Lynch has long had international operations, these were in its investment 
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banking business and not its private client business (which deals with the investment 
needs of individuals). During the late 1990s, Merrill Lynch entered the private-client 
business in the United Kingdom, Canada, and Japan. All three of these countries have 
a large pool of private savings and exhibit relatively low political and economic risks, 
so it makes sense that they would be attractive to Merrill Lynch. By offering financial 
service products, such as mutual funds and investment advice, to individuals, Merrill 
Lynch has been able to capture a large enough proportion of the private savings pool 
in each country to justify its investment in setting up business there. 

One other factor of importance is the value that a company’s business model can 
create in a foreign market. This depends on the suitability of its business model to that 
market and the nature of indigenous competition.*4 Most importantly, if the com- 
pany can offer a product that has not been widely available in that market and satisfies 
an unmet need, the value of that product to consumers is likely to be much greater 
than if the company simply offers the same type of product that indigenous competi- 
tors and other foreign entrants are already offering. Greater value translates into an 
ability to charge higher prices or build up unit sales volume more rapidly (or both). 


Once a set of attractive national markets has been identified, it is important to con- 
sider the timing of entry: early (before other overseas companies) or late (after other 
international businesses have already established themselves in the market). Several 
first-mover advantages are frequently associated with entering a market early.*° One 
advantage is the ability to preempt rivals and capture demand by establishing a strong 
brand name. A second is the ability to build up demand, sales revenue, and market 
share in that country and ride down the experience curve ahead of future rivals. Both 
factors give the early entrant a cost advantage over later entrants, which may enable it 
to respond to later entry by cutting prices below those of later entrants and drive 
them out of the market. A third advantage is the ability of early entrants to create 
switching costs that tie customers into their products or services. Such switching costs 
make it difficult for later entrants to win business. 

The case of Merrill Lynch illustrates these ideas. Merrill Lynch was one of the first 
western firms to set up a private-client business in Japan. Merrill entered by acquir- 
ing fifty branch offices and 2,000 employees from the bankrupt Japanese investment 
firm, Yamaichi Securities. By entering the private-client market in Japan before com- 
petitors, Merrill hoped to establish a brand name that later entrants would find diffi- 
cult to match. Moreover, by entering early with a valuable product offering, Merrill 
hoped to build up its sales volume rapidly, which would enable it to realize scale 
economies from establishing a network of Japanese branches. Finally, Merrill’s busi- 
ness model is based on establishing close relationships between its financial advisers 
(that is, stockbrokers) and private clients. Merrill’s financial advisers are taught to get 
to know the needs of their clients and help manage their finances more effectively. 
Once these relationships are established, people rarely change. In other words, be- 
cause of switching costs, they are unlikely to shift their business to later entrants. This 
effect is likely to be particularly strong in a country like Japan, where long-term rela- 
tionships have traditionally been very important in business and social settings. For 
all of these reasons, Merrill Lynch hoped to capture first-mover advantages relative to 
its western competitors that would enable it to enjoy a strong competitive position in 
Japan for years to come. 

There can also be first-mover disadvantages associated with entering a foreign 
market before other global companies.”° These disadvantages are associated with pi- 
oneering costs, which an early entrant has to bear and which a later entrant can 
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avoid. Pioneering costs arise when the business system in a foreign country is so dif- 
ferent from that in a company’s home market that a company has to devote consider- 
able effort, time, and expense to learning the rules of the game. Pioneering costs also 
include the costs of business failure if the company, because of its ignorance of the 
overseas environment, makes major strategic mistakes. Thus, a global company that 
is one of the first to enter a national market has a certain liability.2” Research evi- 
dence suggests that the probability of survival increases if an international business 
enters a national market after several other overseas companies have already done 
so.?8 The late entrant, it would appear, benefits by observing and learning from the 
mistakes made by early entrants. 

Pioneering costs also include the costs of promoting and establishing a product 
offering, including the costs of educating customers. These can be significant when 
the product being promoted is unfamiliar to local consumers. In contrast, later en- 
trants may be able to ride on an early entrant’s investments in learning and customer 
education by watching how the early entrant proceeded in the market, by avoiding 
costly mistakes made by the early entrant, and by exploiting the market potential cre- 
ated by the early entrant’s investments in customer education. For example, KFC in- 
troduced the Chinese to American-style fast food, but a later entrant, McDonald’s, 
has capitalized on the market in China. 


e Scale of Entry The final issue that a company needs to consider when contemplating market entry is 
and Strategic the scale of entry. Entering a market on a large scale involves the commitment of sig- 
Commitments _ nificant resources to that venture. Not all companies have the resources necessary to 

enter on a large scale, and even some large companies prefer to enter overseas mar- 
kets on a small scale and then build their presence slowly over time as they become 
more familiar with the market. 

The consequences of entering on a significant scale are associated with the value 
of the resulting strategic commitments.”? A strategic commitment is a decision that 
has a long-term impact and is difficult to reverse. Deciding to enter a foreign market 
on a significant scale is a major strategic commitment. Strategic commitments, such 
as large-scale market entry, can have an important influence on the nature of compe- 
tition in a market. For example, by entering Japan’s private client business on a sig- 
nificant scale with fifty offices and 2,000 employees, Merrill signaled its commitment 
to the market. Merrill hoped this would have several effects. On the positive side, it 
would make it easier for Merrill to attract clients. The scale of entry gives potential 
clients reason for believing that Merrill will remain in the market for the long run. It 
may also give other overseas institutions considering entry into Japan’s market pause 
for thought because now they will have to compete not only against Japan’s indige- 
nous institutions but also against an aggressive and successful U.S. institution. On the 
negative side, the move may wake up Japan’s financial institutions and elicit a vigorous 
competitive response from them (which has occurred). Moreover, by committing it- 
self heavily to Japan, Merrill may have fewer resources available to support expansion 
in other desirable markets. In other words, Merrill’s commitment to Japan limits its 
strategic flexibility. 

As this example suggests, significant strategic commitments are neither unam- 
biguously good nor bad. Rather, they tend to change the competitive playing field 
and unleash a number of changes, some of which may be desirable and some of 
which may not. Therefore, it is important for a company to think through the impli- 
cations of large-scale entry into a market and act accordingly. Of particular relevance 
is trying to identify how actual and potential competitors might react to large-scale 
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entry into a market. It is also important to bear in mind a connection between large- 
scale entry and first-mover advantages. Specifically, the large-scale entrant is more 
likely than the small-scale entrant to be able to capture first-mover advantages asso- 
ciated with demand preemption, scale economies, and switching costs. 

Balanced against the value and risks of the commitments associated with large- 
scale entry are the benefits of entering on a small scale. Small-scale entry has the ad- 
vantage of allowing a company to learn about a foreign market while simultaneously 
limiting the company’s exposure to that market. In this sense, small-scale entry can 
be seen as a way of gathering more information about a foreign market before decid- 
ing whether to enter on a significant scale and how best to enter that market. In other 
words, by giving the company time to collect information, small-scale entry reduces 
the risks associated with a subsequent large-scale entry. On the other hand, the lack 
of commitment associated with small-scale entry may make it more difficult for the 
small-scale entrant to build market share and capture first-mover or early-mover 
advantages. The risk-averse company that enters a foreign market on a small scale 
may limit its potential losses, but it may also lose the chance to capture first-mover 
advantages. 


The Choice of Entry Mode 


e Exporting 


The issue of when and how to enter a new national market raises the question of how 
to determine the best mode or vehicle for such entry. There are five main choices of 
entry mode: exporting, licensing, franchising, entering into a joint venture with a 
host country company, and setting up a wholly owned subsidiary in the host country. 
Each mode has its advantages and disadvantages, and managers must weigh these 
carefully when deciding which mode to use.°” 


Most manufacturing companies begin their global expansion as exporters and only 
later switch to one of the other modes for serving a foreign market. Exporting has 
two distinct advantages: it avoids the costs of establishing manufacturing operations 
in the host country, which are often substantial, and it may be consistent with scale 
economies and location economies. By manufacturing the product in a centralized 
location and then exporting it to other national markets, the company may be able to 
realize substantial scale economies from its global sales volume. That is how Sony 
came to dominate the global television market, how many Japanese auto companies 
originally made inroads into the U.S. auto market, and how Samsung gained share in 
the market for computer memory chips. 

There are also a number of drawbacks to exporting. First, exporting from the 
company’s home base may not be appropriate if there are lower-cost locations for 
manufacturing the product abroad (that is, if the company can realize location 
economies by moving production elsewhere). Thus, particularly in the case of a 
company pursuing a global standardization or transnational strategy, it may pay to 
manufacture in a location where conditions are most favorable from a value creation 
perspective and then export from that location to the rest of the globe. This is not so 
much an argument against exporting as an argument against exporting from the 
company’s home country. For example, many U.S. electronics companies have 
moved some of their manufacturing to Asia because low-cost but highly skilled labor 
is available there. They export from that location to the rest of the globe, including 
the United States. 
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Another drawback is that high transport costs can make exporting uneconomical, 
particularly in the case of bulk products. One way of getting around this problem is to 
manufacture bulk products on a regional basis, thereby realizing some economies from 
large-scale production while limiting transport costs. Many multinational chemical 
companies manufacture their products on a regional basis, serving several countries 
in a region from one facility. 

Tariff barriers, too, can make exporting uneconomical, and a government’s threat 
to impose tariff barriers can make the strategy very risky. Indeed, the implicit threat 
from the U.S. Congress to impose tariffs on Japanese cars imported into the United 
States led directly to the decision by many Japanese auto companies to set up manu- 
facturing plants in the United States. 

Finally, a common practice among companies that are just beginning to export 
also poses risks. A company may delegate marketing activities in each country in 
which it does business to a local agent, but there is no guarantee that the agent will act 
in the company’s best interest. Often foreign agents also carry the products of competing 
companies and thus have divided loyalties. Consequently, they may not do as good a 
job as the company would if it managed marketing itself. One way to solve this problem 
is to set up a wholly owned subsidiary in the host country to handle local marketing. 
In this way, the company can reap the cost advantages that arise from manufacturing 
the product in a single location and exercise tight control over marketing strategy in 
the host country. 


e Licensing International licensing is an arrangement whereby a foreign licensee buys the rights 
to produce a company’s product in the licensee’s country for a negotiated fee (nor- 
mally, royalty payments on the number of units sold). The licensee then puts up 
most of the capital necessary to get the overseas operation going.*! The advantage of 
licensing is that the company does not have to bear the development costs and risks 
associated with opening up a foreign market. Licensing therefore can be a very at- 
tractive option for companies that lack the capital to develop operations overseas. It 
can also be an attractive option for companies that are unwilling to commit substan- 
tial financial resources to an unfamiliar or politically volatile foreign market where 
political risks are particularly high. 

Licensing has three serious drawbacks, however. First, it does not give a company 
the tight control over manufacturing, marketing, and strategic functions in foreign 
countries that it needs to have in order to realize scale economies and location 
economies—as companies pursuing both global standardization and transnational 
strategies try to do. Typically, each licensee sets up its own manufacturing operations. 
Hence, the company stands little chance of realizing scale economies and location 
economies by manufacturing its product in a centralized location. When these 
economies are likely to be important, licensing may not be the best way of expanding 
overseas. 

Second, competing in a global marketplace may make it necessary for a company 
to coordinate strategic moves across countries so that the profits earned in one coun- 
try can be used to support competitive attacks in another. Licensing, by its very na- 
ture, severely limits a company’s ability to coordinate strategy in this way. A licensee 
is unlikely to let a multinational company take its profits (beyond those due in the 
form of royalty payments) and use them to support an entirely different licensee op- 
erating in another country. 

A third problem with licensing is the risk associated with licensing technological 
know-how to foreign companies. For many multinational companies, technological 
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know-how forms the basis of their competitive advantage, and they would want to 
maintain control over the use to which it is put. By licensing its technology, a com- 
pany can quickly lose control over it. RCA, for instance, once licensed its color televi- 
sion technology to a number of Japanese companies. The Japanese companies 
quickly assimilated RCA’s technology and then used it to enter the U.S. market. Now 
the Japanese have a bigger share of the U.S. market than the RCA brand does. 

There are ways of reducing this risk. One way is by entering into a cross-licensing 
agreement with a foreign firm. Under a cross-licensing agreement, a firm might li- 
cense some valuable intangible property to a foreign partner and, in addition to a 
royalty payment, also request that the foreign partner license some of its valuable 
know-how to the firm. Such agreements are believed to reduce the risks associated 
with licensing technological know-how because the licensee realizes that if it violates 
the spirit of a licensing contract (by using the knowledge obtained to compete directly 
with the licensor), the licensor can do the same to it. Put differently, cross-licensing 
agreements enable firms to hold each other hostage, thereby reducing the probability 
that they will behave opportunistically toward each other.*? Such cross-licensing 
agreements are increasingly common in high-technology industries. For example, 
the U.S. biotechnology firm Amgen has licensed one of its key drugs, Nuprogene, to 
Kirin, the Japanese pharmaceutical company. The license gives Kirin the right to sell 
Nuprogene in Japan. In return, Amgen receives a royalty payment and, through a li- 
censing agreement, it gains the right to sell certain of Kirin’s products in the United 
States. 


In many respects, franchising is similar to licensing, although franchising tends to in- 
volve longer-term commitments than licensing does. Franchising is basically a spe- 
cialized form of licensing in which the franchiser not only sells intangible property to 
the franchisee (normally a trademark), but also insists that the franchisee agree to 
abide by strict rules about how it does business. The franchiser will also often assist 
the franchisee to run the business on an ongoing basis. As with licensing, the fran- 
chiser typically receives a royalty payment, which amounts to some percentage of the 
franchisee’s revenues. 

Whereas licensing is a strategy pursued primarily by manufacturing companies, 
franchising, which resembles it in some respects, is a strategy employed chiefly by 
service companies. McDonald’s provides a good example of a firm that has grown by 
using a franchising strategy. McDonald’s has set down strict rules about how fran- 
chisees should operate a restaurant. These rules extend to control over the menu, 
cooking methods, staffing policies, and restaurant design and location. McDonald’s 
also organizes the supply chain for its franchisees and provides management training 
and financial assistance.*? 

The advantages of franchising are similar to those of licensing. Specifically, the 
franchiser does not have to bear the development costs and risks of opening up a for- 
eign market on its own because the franchisee typically assumes those costs and 
risks. Thus, using a franchising strategy, a service company can build up a global 
presence quickly and at a low cost. 

The disadvantages are less pronounced than in the case of licensing. Since fran- 
chising is often used by service companies, there is no reason to consider the need for 
coordination of manufacturing to achieve experience curve and location economies. 
But franchising may inhibit the firm’s ability to take profits out of one country to 
support competitive attacks in another. A more significant disadvantage of franchis- 
ing is quality control. The foundation of franchising arrangements is that the firm’s 
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brand name conveys a message to consumers about the quality of the firm’s product. 
Thus, a business traveler checking in at a Four Seasons hotel in Hong Kong can rea- 
sonably expect the same quality of room, food, and service that she would receive in 
New York. The Four Seasons name is supposed to guarantee consistent product qual- 
ity. This presents a problem because foreign franchisees may not be as concerned 
about quality as they are supposed to be, and the result of poor quality can extend 
beyond lost sales in a particular foreign market to a decline in the firm’s worldwide 
reputation. For example, if the business traveler has a bad experience at the Four 
Seasons in Hong Kong, she may never go to another Four Seasons hotel and may urge 
her colleagues to do likewise. The geographical distance of the firm from its foreign 
franchisees can make poor quality difficult to detect. In addition, the sheer numbers 
of franchisees—in the case of McDonald’s, tens of thousands—can make quality con- 
trol difficult. Due to these factors, quality problems may persist. 

To reduce the extent of quality problems, a company can set up a subsidiary in 
each country or region in which it is expanding. The subsidiary, which might be 
wholly owned by the company or a joint venture with a foreign company, then as- 
sumes the rights and obligations to establish franchisees throughout that particular 
country or region. The combination of proximity and the limited number of inde- 
pendent franchisees that have to be monitored reduces the quality control problem. 
Besides, because the subsidiary is at least partly owned by the company, the company 
can place its own managers in the subsidiary to ensure the kind of quality monitor- 
ing it wants. This organizational arrangement has proved very popular in practice. It 
has been used by McDonald’s, KFC, and Hilton Hotels Corp. to expand their interna- 
tional operations, to name just three examples. 


e Joint Ventures Establishing a joint venture with a foreign company has long been a favored mode 
for entering a new market. One of the most famous long-term joint ventures is the 
Fuji-Xerox joint venture to produce photocopiers for the Japanese market. The most 
typical form of joint venture is a 50/50 joint venture, in which each party takes a 50% 
ownership stake and operating control is shared by a team of managers from both 
parent companies. Some companies have sought joint ventures in which they have a 
majority shareholding (for example, a 51% to 49% ownership split), which permits 
tighter control by the dominant partner.** 

Joint ventures have a number of advantages. First, a company may feel that it can 
benefit from a local partner’s knowledge of a host country’s competitive conditions, 
culture, language, political systems, and business systems. Second, when the develop- 
ment costs and risks of opening a foreign market are high, a company might gain by 
sharing these costs and risks with a local partner. Third, in some countries, political 
considerations make joint ventures the only feasible entry mode. For example, his- 
torically many U.S. companies found it much easier to get permission to set up oper- 
ations in Japan if they went in with a Japanese partner than if they tried to enter on 
their own. This is why Xerox originally teamed up with Fuji to sell photocopiers in 
Japan. 

Despite these advantages, there are major disadvantages with joint ventures. First, 
as with licensing, a firm that enters into a joint venture risks giving control of its tech- 
nology to its partner. Thus, a proposed joint venture in 2002 between Boeing and Mit- 
subishi Heavy Industries to build a new wide-body jet raised fears that Boeing might 
unwittingly give away its commercial airline technology to the Japanese. However, 
joint-venture agreements can be constructed to minimize this risk. One option is to 
hold majority ownership in the venture. This allows the dominant partner to exercise 
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greater control over its technology. But it can be difficult to find a foreign partner 
who is willing to settle for minority ownership. Another option is to keep secret from 
a partner the technology that is central to the core competence of the firm while 
sharing other technology. 

A second disadvantage is that a joint venture does not give a firm the tight control 
over subsidiaries that it might need to realize experience-curve or location economies. 
Nor does it give a firm the tight control over a foreign subsidiary that it might need 
for engaging in coordinated global attacks against its rivals. Consider the entry of 
Texas Instruments (TI) into the Japanese semiconductor market. When TI established 
semiconductor facilities in Japan, it did so for the dual purpose of checking Japanese 
manufacturers’ market share and limiting their cash available for invading TI’s global 
market. In other words, TI was engaging in global strategic coordination. To implement 
this strategy, TI’s subsidiary in Japan had to be prepared to take instructions from cor- 
porate headquarters regarding competitive strategy. The strategy also required the 
Japanese subsidiary to run at a loss if necessary. Few if any potential joint-venture 
partners would have been willing to accept such conditions because it would have ne- 
cessitated a willingness to accept a negative return on investment. Indeed, many joint 
ventures establish a degree of autonomy that would make such direct control over 
strategic decisions all but impossible to establish.*> Thus, to implement this strategy, 
TI set up a wholly owned subsidiary in Japan. 


A wholly owned subsidiary is one in which the parent company owns 100% of the 
subsidiary’s stock. To establish a wholly owned subsidiary in a foreign market, a 
company can either set up a completely new operation in that country or acquire an es- 
tablished host country company and use it to promote its products in the host market. 

Setting up a wholly owned subsidiary offers three advantages. First, when a com- 
pany’s competitive advantage is based on its control of a technological competency, a 
wholly owned subsidiary will normally be the preferred entry mode because it re- 
duces the company’s risk of losing this control. Consequently, many high-tech com- 
panies prefer wholly owned subsidiaries to joint ventures or licensing arrangements. 
Wholly owned subsidiaries tend to be the favored entry mode in the semiconductor, 
computer, electronics, and pharmaceutical industries. 

Second, a wholly owned subsidiary gives a company the kind of tight control over 
operations in different countries that it needs if it is going to engage in global strate- 
gic coordination—taking profits from one country to support competitive attacks in 
another. 

Third, a wholly owned subsidiary may be the best choice if a company wants to 
realize location economies and the scale economies that flow from producing a stan- 
dardized output from a single or limited number of manufacturing plants. When 
pressures on costs are intense, it may be more beneficial for a company to configure its 
value chain so that value added at each stage is maximized. Thus, a national subsidiary 
may specialize in manufacturing only part of the product line or certain components 
of the end product, and then exchanging parts and products with other subsidiaries in 
the company’s global system. Establishing such a global production system requires a 
high degree of control over the operations of national affiliates. Different national op- 
erations have to be prepared to accept centrally determined decisions about how they 
should produce, how much they should produce, and how their output should be 
priced for transfer between operations. A wholly owned subsidiary would have to 
comply with these mandates, whereas licensees or joint-venture partners would most 
likely shun such a subservient role. 
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On the other hand, establishing a wholly owned subsidiary is generally the most 
costly method of serving a foreign market. The parent company must bear all the 
costs and risks of setting up overseas operations—in contrast to joint ventures, where 
the costs and risks are shared, or licensing, where the licensee bears most of the costs 
and risks. But the risks of learning to do business in a new culture diminish if the 
company acquires an established host country enterprise. Acquisitions, though, raise 
a whole set of additional problems, such as trying to marry divergent corporate cul- 
tures, and these problems may more than offset the benefits. (The problems associ- 
ated with acquisitions are discussed in Chapter 10.) 


e Choosing an Entry The advantages and disadvantages of the various entry modes are summarized in 
Strategy Table 8.1. Tradeoffs are inevitable in choosing one entry mode over another. For ex- 

ample, when considering entry into an unfamiliar country with a track record of na- 

tionalizing foreign-owned enterprises, a company might favor a joint venture with a 

local enterprise. Its rationale might be that the local partner will help it establish op- 

erations in an unfamiliar environment and speak out against nationalization should 

the possibility arise. But if the company’s distinctive competency is based on propri- 

etary technology, entering into a joint venture might mean risking loss of control 

over that technology to the joint-venture partner, which would make this strategy 


TABLE 8.1 
The Advantages and Disadvantages of Different Entry Modes 


Entry Mode Advantages Disadvantages 


Exporting @ Ability to realize location- and High transport costs 
scale-based economies Trade barriers 


Problems with local marketing 
agents 


Licensing @ Low development costs and Inability to realize location-and 
risks scale-based economies 


Inability to engage in global 
strategic coordination 


Lack of control over technology 
Franchising @ Low development costs and Inability to engage in global 


risks strategic coordination 
Lack of control over quality 


Joint ventures @ Access to local partner's @ Inability to engage in global 
knowledge strategic coordination 


@ Shared development costs @ Inability to realize location- and 
and risks scale-based economies 


@ Political dependency @ Lack of control over technology 
Wholly owned = @ ~Protection of technology @ High costs and risks 
subsidiaries @ Ability to engage in global 
strategic coordination 


@ Ability to realize location- 
and scale-based economies 
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unattractive. Despite such hazards, some generalizations can be offered about the op- 
timal choice of entry mode. 


DISTINCTIVE COMPETENCIES AND ENTRY MobE When companies expand internation- 
ally to earn greater returns from their differentiated product offerings, entering mar- 
kets where indigenous competitors lack comparable products, the companies are 
pursuing an international strategy. The optimal entry mode for such companies de- 
pends to some degree on the nature of their distinctive competency. In particular, we 
need to distinguish between companies with a distinctive competency in technologi- 
cal know-how and those with a distinctive competency in management know-how. 

If a company’s competitive advantage—its distinctive competency—derives from 
its control of proprietary technological know-how, licensing and joint-venture 
arrangements should be avoided if possible to minimize the risk of losing control of 
that technology. Thus, if a high-tech company is considering setting up operations in 
a foreign country to profit from a distinctive competency in technological know- 
how, it should probably do so through a wholly owned subsidiary. 

However, this rule should not be viewed as a hard and fast one. For instance, a li- 
censing or joint-venture arrangement might be structured so that it reduces the risks 
that a company’s technological know-how will be expropriated by licensees or joint- 
venture partners. We consider this kind of arrangement in more detail later in the 
chapter when we discuss the issue of structuring strategic alliances. To take another 
exception to the rule, a company may perceive its technological advantage as being 
only transitory and expect rapid imitation of its core technology by competitors. In 
this situation, the company might want to license its technology as quickly as possi- 
ble to foreign companies to gain global acceptance of its technology before imitation 
occurs.*° Such a strategy has some advantages. By licensing its technology to com- 
petitors, the company may deter them from developing their own, possibly superior, 
technology. It also may be able to establish its technology as the dominant design in 
the industry (as Matsushita did with its VHS format for VCRs), thus ensuring a 
steady stream of royalty payments. Except for these situations, however, the attrac- 
tions of licensing are probably outweighed by the risks of losing control of technol- 
ogy, and therefore licensing should be avoided. 

The competitive advantage of many service companies, such as McDonald’s or 
Hilton Hotels, is based on management know-how. For such companies, the risk of 
losing control of their management skills to franchisees or joint-venture partners is 
not that great. The reason is that the valuable asset of such companies is their brand 
name, and brand names are generally well protected by international laws pertaining 
to trademarks. Given this fact, many of the issues that arise in the case of technologi- 
cal know-how do not arise in the case of management know-how. As a result, many 
service companies favor a combination of franchising and subsidiaries to control 
franchisees within a particular country or region. The subsidiary may be wholly 
owned or a joint venture. In most cases, however, service companies have found that 
entering into a joint venture with a local partner to set up a controlling subsidiary in 
a country or region works best because a joint venture is often politically more ac- 
ceptable and brings a degree of local knowledge to the subsidiary. 


PRESSURES FOR CosT REDUCTION AND EnTRY MobE The greater the pressures for 
cost reductions, the more likely it is that a company will want to pursue some combi- 
nation of exporting and wholly owned subsidiaries. By manufacturing in the loca- 
tions where factor conditions are optimal and then exporting to the rest of the world, 
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a company may be able to realize substantial location economies and substantial 
scale economies. The company might then want to export the finished product to 
marketing subsidiaries based in various countries. Typically, these subsidiaries 
would be wholly owned and have the responsibility for overseeing distribution in a 
particular country. Setting up wholly owned marketing subsidiaries is preferable to a 
joint-venture arrangement or using a foreign marketing agent because it gives the 
company the tight control over marketing that might be required to coordinate a 
globally dispersed value chain. In addition, tight control over a local operation enables 
the company to use the profits generated in one market to improve its competitive 
position in another market. Hence, companies pursuing global or transnational 
strategies prefer to establish wholly owned subsidiaries. 


Global Strategic Alliances 


Global strategic alliances are cooperative agreements between companies from dif- 
ferent countries that are actual or potential competitors. Strategic alliances run the 
gamut from formal joint ventures, in which two or more companies have an equity 
stake, to short-term contractual agreements, in which two companies may agree to 
cooperate on a particular problem (such as developing a new product). 


e Advantages of Companies enter into strategic alliances with competitors to achieve a number of 
Strategic Alliances _ strategic objectives.*” First, strategic alliances may facilitate entry into a foreign mar- 
ket. For example, many firms feel that if they are to successfully enter the Chinese 
market, they need a local partner who understands business conditions and who has 
good connections (or guanxi—see Chapter 3). Thus, in 2004, Warner Brothers en- 
tered into a joint venture with two Chinese partners to produce and distribute films 
in China. As a foreign film company, Warner found that if it wanted to produce films 
on its own for the Chinese market, it had to go through a complex approval process 
for every film, and it had to farm out distribution to a local company, both of which 
made doing business in China very difficult. Due to the participation of Chinese 
firms, however, the joint-venture films will go through a streamlined approval 
process, and the venture will be able to distribute any films it produces. Moreover, the 
joint venture will be able to produce films for Chinese television, something that for- 
eign firms are not allowed to do.*® 

Second, strategic alliances allow firms to share the fixed costs (and associated 
risks) of developing new products or processes. An alliance between Boeing and a 
number of Japanese companies to build Boeing’s latest commercial jetliner, the 787, 
was motivated by Boeing’s desire to share the estimated $8 billion investment re- 
quired to develop the aircraft. For another example of cost sharing, see Strategy in 
Action 8.3, which discusses the strategic alliances between Cisco and Fujitsu. 

Third, an alliance is a way to bring together complementary skills and assets that 
neither company could easily develop on its own.*? In 2003, for example, Microsoft 
and Toshiba established an alliance aimed at developing embedded microprocessors 
(essentially tiny computers) that can perform a variety of entertainment functions in 
an automobile (e.g., run a back-seat DVD player or a wireless Internet connection). 
The processors will run a version of Microsoft’s Windows CE operating system. 
Microsoft brings its software engineering skills to the alliance and Toshiba brings its 
skills in developing microprocessors.*° The alliance between Cisco and Fujitsu was 
also formed to share know-how (see Strategy in Action 8.3). 
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Cisco and Fujitsu 


In late 2004, Cisco Systems, the world’s largest manufac- 
turer of Internet routers, entered into an alliance with the 
Japanese computer, electronics, and telecommunications 
equipment firm, Fujitsu. The stated purpose of the al- 
liance was to jointly develop next-generation high-end 
routers for sale in Japan. Routers are the digital switches 
that sit at the heart of the Internet and direct traffic— 
they are, in effect, the traffic cops of the Internet. Al- 
though Cisco has long held the leading share in the mar- 
ket for routers (indeed, it pioneered the original router 
technology), it faces increasing competition from other 
firms such as Juniper Technologies and China’s fast grow- 
ing Huawei Technologies. At the same time, demand in 
the market is shifting as more and more telecommunica- 
tions companies adopt Internet-based telecommunica- 
tions services. While Cisco has long had a strong global 
presence, management also felt that the company needed 
to have a better presence in Japan, which is shifting rap- 
idly to second-generation high-speed Internet-based 
telecommunications networks. 

By entering into an alliance with Fujitsu, Cisco feels it 
can achieve a number of goals. First, both firms can pool 
their R&D efforts, which will enable them to share com- 
plementary technology and develop products quicker, 
thereby gaining an advantage over competitors. Second, 


by combining Cisco’s proprietary leading-edge router 
technology with Fujitsu’s production expertise, the com- 
panies believe that they can produce products that are 
more reliable than those currently offered. Third, Fujitsu 
will give Cisco a stronger sales presence in Japan. Fujitsu 
has good links with Japan’s telecommunications compa- 
nies and a well-earned reputation for reliability. It will 
leverage these assets to sell the routers produced by the al- 
liance, which will be co-branded as Fujitsu-Cisco prod- 
ucts. Fourth, sales may be further enhanced by bundling 
the co-branded routers together with other telecommu- 
nications equipment that Fujitsu sells and marketing an 
entire solution to customers. Fujitsu sells many telecom- 
munications products, but it lacks a strong presence in 
routers. Cisco is strong in routers but lacks strong offer- 
ings elsewhere. The combination of the two company’s 
products will enable Fujitsu to offer Japan’s telecommu- 
nications companies end-to-end communications solu- 
tions. Since many companies prefer to purchase their 
equipment from a single provider, this should drive sales. 

The alliance introduced its first products in May 
2006. If it is successful, both firms should benefit. Devel- 
opment costs will be lower than if they did not cooperate. 
Cisco will grow its sales in Japan, and Fujitsu can use the 
co-branded routers to fill out its product line and sell 
more bundles of products to Japan’s telecommunications 
companies.4 
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Fourth, it can make sense to form an alliance that will help the firm establish 
technological standards for the industry that will benefit the firm. For example, in 
1999, Palm Computer, the leading maker of personal digital assistants (PDAs), en- 
tered into an alliance with Sony under which Sony agreed to license and use Palm’s 
operating system in Sony PDAs. The motivation for the alliance was in part to help 
establish Palm’s operating system as the industry standard for PDAs, as opposed to a 
rival Windows-based operating system from Microsoft.*! 


The advantages we have discussed can be very significant. Despite this, some com- 
mentators have criticized strategic alliances on the grounds that they give competi- 
tors a low-cost route to new technology and markets.” For example, a few years ago, 
some commentators argued that many strategic alliances between U.S. and Japanese 
firms were part of an implicit Japanese strategy to keep high-paying, high-value-added 
jobs in Japan while gaining the project engineering and production process skills that 
underlie the competitive success of many U.S. companies.** They argued that Japanese 
success in the machine tool and semiconductor industries was built on U.S. technology 


e Disadvantages of 
Strategic Alliances 
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acquired through strategic alliances. And they argued that U.S. managers were aiding 
the Japanese by entering alliances that channel new inventions to Japan and provide a 
U.S. sales and distribution network for the resulting products. Although such deals 
may generate short-term profits, so the argument goes, in the long run, the result is 
to “hollow out” U.S. firms, leaving them with no competitive advantage in the global 
marketplace. 

These critics have a point; alliances have risks. Unless a firm is careful, it can give 
away more than it receives. But there are so many examples of apparently successful 
alliances between firms—including alliances between U.S. and Japanese firms—that 
their position seems extreme. It is difficult to see how the Microsoft—Toshiba alliance, 
the Boeing—Mitsubishi alliance for the 787, or the Fuji—Xerox alliance fit the critics’ 
thesis. In these cases, both partners seem to have gained from the alliance. Why do 
some alliances benefit both firms while others benefit one firm and hurt the other? 
The next section provides an answer to this question. 


e Making Strategic The failure rate for international strategic alliances is quite high. For example, one 
Alliances Work _ study of forty-nine international strategic alliances found that two-thirds run into 
serious managerial and financial troubles within two years of their formation, and al- 
though many of these problems are ultimately solved, 33% are ultimately rated as 
failures by the parties involved.‘* The success of an alliance seems to be a function of 
three main factors: partner selection, alliance structure, and the manner in which the 

alliance is managed. 


PARTNER SELECTION One of the keys to making a strategic alliance work is to select 
the right kind of partner. A good partner has three principal characteristics. First, a 
good partner helps the company achieve strategic goals such as gaining market ac- 
cess, sharing the costs and risks of new-product development, or gaining access to 
critical core competencies. In other words, the partner must have capabilities that the 
company lacks and that it values. 

Second, a good partner shares the firm’s vision for the purpose of the alliance. If 
two companies approach an alliance with radically different agendas, the chances are 
great that the relationship will not be harmonious and will end. 

Third, a good partner is unlikely to try to exploit the alliance opportunistically 
for its own ends—that is, to expropriate the company’s technological know-how 
while giving away little in return. In this respect, firms who have reputations for fair 
play—and want to maintain them—probably make the best partners. For example, 
IBM is involved in so many strategic alliances that it would not pay for the company 
to trample over individual alliance partners (in 2003, IBM reportedly had more than 
150 major strategic alliances).4° This would tarnish IBM’s reputation of being a good 
ally and would make it more difficult for IBM to attract alliance partners. Because 
IBM attaches great importance to its alliances, it is unlikely to engage in the kind of 
opportunistic behavior that critics highlight. Similarly, their reputations make it less 
likely (but by no means impossible) that Japanese firms such as Sony, Toshiba, and 
Fuji, which have histories of alliances with non-Japanese firms, would opportunisti- 
cally exploit an alliance partner. 

To select a partner with these three characteristics, a company needs to conduct 
some comprehensive research on potential alliance candidates. To increase the prob- 
ability of selecting a good partner, the company should collect as much pertinent, 
publicly available information about potential allies as possible; collect data from in- 
formed third parties, including companies that have had alliances with the potential 
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FIGURE 8.5 


Structuring Alliances to Reduce Opportunism 
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partners, investment bankers who have had dealings with them, and some of their for- 
mer employees; and get to know potential partners as well as possible before commit- 
ting to an alliance. This last step should include face-to-face meetings between senior 
managers (and perhaps middle-level managers) to ensure that the chemistry is right. 


ALLIANCE STRUCTURE Having selected a partner, the alliance should be structured so 
that the company’s risk of giving too much away to the partner is reduced to an ac- 
ceptable level. Figure 8.5 depicts the four safeguards against opportunism by alliance 
partners that we discuss here. (Opportunism, which is often defined as self-interest 
seeking with guile, includes the expropriation of technology or markets.) First, al- 
liances can be designed to make it difficult (if not impossible) to transfer technology 
not meant to be transferred. Specifically, the design, development, manufacture, and 
service of a product manufactured by an alliance can be structured to protect sensitive 
technologies to prevent their leakage to the other participant. In the alliance between 
General Electric and Snecma to build commercial aircraft engines, for example, GE 
reduced the risk of excess transfer by walling off certain sections of the production 
process. The modularization effectively cut off the transfer of what GE regarded as 
key competitive technology while permitting Snecma access to final assembly. Simi- 
larly, in the alliance between Boeing and the Japanese to build the 767, Boeing walled 
off research, design, and marketing functions considered central to its competitive 
position, while allowing the Japanese to share in production technology. Boeing also 
walled off new technologies not required for 767 production.*° 

Second, contractual safeguards can be written into an alliance agreement to 
guard against the risk of opportunism by a partner. For example, TRW has three 
strategic alliances with large Japanese auto component suppliers to produce seat 
belts, engine valves, and steering gears for sale to Japanese-owned auto assembly 
plants in the United States. TRW has clauses in each of its alliance contracts that bar 
the Japanese firms from competing with TRW to supply U.S.-owned auto companies 
with component parts. By doing this, TRW protects itself against the possibility that 
the Japanese companies are entering into the alliances merely as a way to gain access 
to the North American market to compete with TRW in its home market. 

Third, both parties to an alliance can agree in advance to swap skills and tech- 
nologies that the other covets, thereby ensuring a chance for equitable gain. Cross- 
licensing agreements are one way to achieve this goal. 
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Fourth, the risk of opportunism by an alliance partner can be reduced if the firm 
extracts a significant credible commitment from its partner in advance. The long- 
term alliance between Xerox and Fuji to build photocopiers for the Asian market per- 
haps best illustrates this. Rather than enter into an informal agreement or a licensing 
arrangement (which Fuji Photo initially wanted), Xerox insisted that Fuji invest in a 
50/50 joint venture to serve Japan and East Asia. This venture constituted such a signif- 
icant investment in people, equipment, and facilities that Fuji Photo was committed 
from the outset to making the alliance work in order to earn a return on its investment. 
By agreeing to the joint venture, Fuji essentially made a credible commitment to the 
alliance. Given this commitment, Xerox felt secure in transferring its photocopier 
technology to Fuji. 


MANAGING THE ALLIANCE Once a partner has been selected and an appropriate al- 
liance structure agreed on, the task facing the company is to maximize the benefits 
from the alliance. One important ingredient of success appears to be sensitivity to 
cultural differences. Many differences in management style are attributable to cul- 
tural differences, and managers need to make allowances for these differences in 
dealing with their partner. Beyond this, maximizing the benefits from an alliance 
seems to involve building trust between partners and learning from partners.*” 

Managing an alliance successfully requires building interpersonal relationships 
between the firms’ managers, or what is sometimes referred to as relational capital.*® 
This is one lesson that can be drawn from a successful strategic alliance between Ford 
and Mazda. Ford and Mazda set up a framework of meetings within which their 
managers not only discuss matters pertaining to the alliance but also have time to get 
to know each other better. The belief is that the resulting friendships help build trust 
and facilitate harmonious relations between the two firms. Personal relationships 
also foster an informal management network between the firms. This network can 
then be used to help solve problems arising in more formal contexts (such as in joint 
committee meetings between personnel from the two firms). 

Academics have argued that a major determinant of how much knowledge a 
company gains from an alliance is based on its ability to learn from its alliance part- 
ner.’ For example, in a five-year study of fifteen strategic alliances between major 
multinationals, Gary Hamel, Yves Doz, and C. K. Prahalad focused on a number of al- 
liances between Japanese companies and western (European or American) partners.°° 
In every case in which a Japanese company emerged from an alliance stronger than its 
western partner, the Japanese company had made a greater effort to learn. Few western 
companies in the study seemed to want to learn from their Japanese partners. They 
tended to regard the alliance purely as a cost-sharing or risk-sharing device rather 
than as an opportunity to learn how a potential competitor does business. 

For an example of an alliance in which there was a clear learning asymmetry, con- 
sider the agreement between General Motors and Toyota Motor Corp. to build the 
Chevrolet Nova. This alliance was structured as a formal joint venture, New United 
Motor Manufacturing, in which both parties had a 50% equity stake. The venture 
owned an auto plant in Fremont, California. According to one of the Japanese man- 
agers, Toyota achieved most of its objectives from the alliance: “We learned about 
U.S. supply and transportation. And we got the confidence to manage U.S. workers.” 
All that knowledge was then quickly transferred to Georgetown, Kentucky, where 
Toyota opened a plant of its own in 1988. By contrast, although General Motors got a 
new product, the Chevrolet Nova, some GM managers complained that their new 
knowledge was never put to good use inside GM. They say that they should have 
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their product offering, marketing strategy, and busi- 
ness strategy to national conditions. 


Saas | 
been kept together as a team to educate GM’s engineers and workers about the 
Japanese system. Instead, they were dispersed to different GM subsidiaries.°! 

When entering into an alliance, a company must take some measures to ensure 
that it learns from its alliance partner and then puts that knowledge to good use 
within its own organization. One suggested approach is to educate all operating em- 
ployees about the partner’s strengths and weaknesses and make clear to them how 
acquiring particular skills will bolster their company’s competitive position. For such 
learning to be of value, the knowledge acquired from an alliance has to be diffused 
throughout the organization—which did not happen at GM. To spread this knowl- 
edge, the managers involved in an alliance should be used as a resource in familiariz- 
ing others within the company about the skills of an alliance partner. 

Summary of Chapter 
For some companies, international expansion repre- 7. Companies pursuing a global standardization strategy 
sents a way of earning greater returns by transferring focus on reaping the cost reductions that come from 
the skills and product offerings derived from their scale economies and location economies. 
distinctive competencies to markets where indigenous 8. Many industries are now so competitive that compa- 
competitors lack those skills. As barriers to interna- nies must adopt a transnational strategy. This involves 
tional trade have fallen, industries have expanded be- a simultaneous focus on reducing costs, transferring 
yond national boundaries, and industry competition skills and products, and being locally responsive. Im- 
and opportunities have increased. plementing such a strategy may not be easy. 
Because of national differences, it pays a company to 9. The most attractive foreign markets tend to be found 
base each value creation activity it performs at the loca- in politically stable developed and developing nations 
tion where factor conditions are most conducive to the that have free market systems. 
performance of that activity. This strategy is known as 10. Several advantages are associated with entering a na- 
focusing on the attainment of location economies. tional market early, before other international busi- 
By building sales volume more rapidly, international nesses have established themselves. These advantages 
expansion can help a company gain a cost advantage must be balanced against the pioneering costs that 
through the realization of scale economies and learn- early entrants often have to bear, including the greater 
ing effects. risk of business failure. 
The best strategy for a company to pursue may de- 11. Large-scale entry into a national market constitutes a 
pend on the kind of pressures it must cope with: pres- major strategic commitment that is likely to change 
sures for cost reductions or for local responsiveness. the nature of competition in that market and limit the 
Pressures for cost reductions are greatest in industries entrant’s future strategic flexibility. The firm needs to 
producing commodity-type products, where price is think through the implications of such commitments 
the main competitive weapon. Pressures for local re- before embarking on a large-scale entry. Although 
sponsiveness arise from differences in consumer tastes making major strategic commitments can yield many 
and preferences, as well as from national infrastruc- benefits, there are also risks associated with such a 
ture and traditional practices, distribution channels, strategy. 
and host government demands. 12. There are five different ways of entering a foreign mar- 
Companies pursuing an international strategy trans- ket: exporting, licensing, franchising, entering into a 
fer the skills and products derived from distinctive joint venture, and setting up a wholly owned subsidiary. 
competencies to foreign markets while undertaking The optimal choice of entry mode depends on the com- 
some limited local customization. pany’s strategy. 
Companies pursuing a localization strategy customize 13. Strategic alliances are cooperative agreements between 


actual or potential competitors. The advantages of al- 
liances are that they facilitate entry into foreign markets, 


enable partners to share the fixed costs and risks asso- 
ciated with new products and processes, facilitate the 
transfer of complementary skills between companies, 
and help companies establish technical standards. 


14. The drawbacks of a strategic alliance are that the com- 


D 


pany risks giving away technological know-how and 
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market access to its alliance partner while getting very 
little in return. 

15. The disadvantages associated with alliances can be re- 
duced if the company selects partners carefully, pay- 
ing close attention to reputation, and structures the 
alliance to avoid unintended transfers of know-how. 


1. Plot the position of the following companies on 3. Discuss how the need for control over foreign opera- 
Figure 8.3: Microsoft, Google, Coca-Cola, Dow tions varies with the strategy and distinctive compe- 
Chemicals, Pfizer, and McDonald’s. In each case, jus- tencies of a company. What are the implications of 
tify your answer. this relationship for the choice of entry mode? 

2. Identify whether the following are global standardiza- 4. Licensing proprietary technology to foreign competi- 
tion industries, or industries where localization is tors is the best way to give up a company’s competitive 
more important: bulk chemicals, pharmaceuticals, advantage. Discuss this statement. 
branded food products, moviemaking, television 5. What kind of companies stand to gain the most from 
manufacture, personal computers, airline travel, and entering into strategic alliances with potential com- 
fashion retailing. petitors? Why? 
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I 
SMALL-GROUP EXERCISE ARTICLE FILE 8 
Developing a Global Strategy Find an example of a multinational company that in re- 
Break into groups of three to five, appoint one group cent years has switched from a localization, international, : 
member to be the spokesperson who will communicate or global standardization strategy to a transnational 4 
your findings to the class, and discuss the following sce- strategy. Identify why the company made the switch and I 
nario. You work for a company in the soft drink industry any problems that the company may be encountering : 
that has developed a line of carbonated, fruit-based while it tries to change its strategic orientation. 
drinks. You have already established a significant pres- I 
ence in your home market, and now you are planning the STRATEGIC MANAGEMENT PROJECT i 
global strategy development of the company in the soft Module 8 I 
drink industry. You need to decide the following: This module requires you to identify how your company : 
1. The overall strategy to pursue: a global standardiza- might profit from global expansion, the global strategy 
tion strategy, a localization strategy, an international that your company should pursue, and the entry mode I 
strategy, or a transnational strategy. that it might favor. With the information you have at : 
2. Which markets to enter first. your disposal, answer the questions regarding the follow- I 
3. The entry strategy to pursue, for example, franchis- ing two situations: ; 
ing, joint venture, wholly owned subsidiary. Your company is already doing business in other : 
4, What information do you need to make these deci- countries. I 
sions? On the basis of what you do know, what strat- 1. Is your company creating value or lowering the ; 
egy would you recommend? costs of value creation by realizing location ; 
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7 N 
: : autores : \ 
: economies, transferring distinctive competencies ETHICS EXERCISE 1 
Fe . | 
soreee oe realizing oy ce oe Bob was nearing retirement. Although he had enjoyed his ! 
i economies of scale? If it is not creating value or : ; 1 
: : 2 job, he was growing bored and restless. In charge of so 1 
I lowering the costs of value creation, does it have the k ee 
8 1 
I : many people and projects, he was beginning to care less 
I potential to do so? : ; ! 
: > #H oat diff and less each day, and he knew that it was time to get out. 1 
I Dip lee el soem ae eee sts cg eras Just the other day, he had accidentally allowed one of his i 
I among nations? Does it vary its product and mar- ; 
: : ; managers to fire one of the company’s best workers for 1 
, keting message from country to country? Should it? : 1 
reasons more personal than professional. Once done, the I 
I 3. What are the cost pressures and pressures for local : ‘ H 
I ; ‘ : 5 ; action could not be reversed. Now Bob was afraid of 
I responsiveness in the industry in which your com- : : ! 
: ep making more mistakes. 1 
I 4 sean a 2 ' For years now, Bob had been in charge of his com- : 
; , ee ae age heen es ae pany’s China office. He liked living in China and working ! 
, globally? In your opinion, is this the correct strategy, ; 4 ae I 
‘ with the Chinese people. In fact, he was thinking of stay- I 
I given cost pressures and pressures for local respon- 5 : : ; 
I i fe ing on after retirement, although he was looking forward : 
: See ‘ to moving out of the hustle and bustle of Beijing. “Only 1 
! 5. What major foreign market does your company » « , 1 
I ; i one more month to go,” he thought, “and I’ll be free! Can i 
I serve, and what mode has it used to enter this mar- Takes : 5 
I ; ass eep it together until then? I 
ket? Why is your company active in these markets 1 
! ; Suddenly, a day later, Bob had a desperate phone call I 
I and not others? What are the advantages and disad- f : ; i 
I : : ‘ rom company headquarters in the United States. It had 
I vantages of using this mode? Might another mode . : ; ! 
just been discovered that one of Bob’s managers had been 1 
: be preferable? ; ‘ : 1 
I embezzling funds from the company. Bob’s superiors ; 
: Your company is not yet doing business in were asking him to put off his retirement and to stay for I 
: other countries. at least six extra months to help clean up the problem : 
I 1. What potential does your company have to add caused by this manager. : 
; value to its products or lower the costs of value cre- Bob felt conflicted. On the one hand, he felt that he 1 
I ation by expanding internationally? could no longer perform his job well, nor did he want to : 
: 2. On the international level, what are the cost pressures anymore. On the other hand, he owed his company a 1 
' and pressures for local responsiveness in the industry great deal. Should he focus on himself and leave his com- ; 
I in which your company is based? What implications pany in the lurch? Or should he pull it together and help i 
: do these pressures have for the strategy that your the company that had given him so much? 1 
I company might pursue if it chose to expand globally? 1. Identify the ethical dilemma at stake in this case. ' 
: 3. What foreign market might your company enter, 2. What would you do if you were in Bob’s position? ! 
and what entry mode should it use to enter this 3. Do you think Bob should keep his position in his ' 
I market? Justify your answer. current state? ! 
: ! 
N oe 


The Evolution of Strategy at Procter & Gamble 


Founded in 1837, Cincinnati-based Procter & Gamble 
has long been one of the world’s most international 
companies. Today, P&G is a global colossus in the con- 
sumer products business, with annual sales in excess of 


$68 billion, some 56% of which are generated outside the 
United States. P&G sells more than 300 brands—including 
Ivory soap, Tide, Pampers, IAMS pet food, Crisco, 
Gillette, and Folgers—to consumers in 180 countries. It 


has production operations in eighty countries and em- 
ploys close to 138,000 people globally. 

P&G established its first foreign factory in 1915 when 
it opened a plant in Canada to produce Ivory soap and 
Crisco. This was followed in 1930 by the establishment of 
the company’s first foreign subsidiary in Britain. The pace 
of international expansion quickened in the 1950s and 
1960s as P&G expanded rapidly in western Europe, and 
then again in the 1970s when the company entered Japan 
and other Asian nations. Sometimes P&G entered a na- 
tion by acquiring an established competitor and its 
brands, as occurred in the case of Great Britain and 
Japan, but more typically the company set up operations 
from the ground floor. 

By the late 1970s, the strategy at P&G was well es- 
tablished. The company developed new products in 
Cincinnati and then relied on semiautonomous foreign 
subsidiaries to manufacture, market, and distribute 
those products in different nations. In many cases, for- 
eign subsidiaries had their own production facilities and 
tailored the packaging, brand name, and marketing mes- 
sage to local tastes and preferences. For years, this strategy 
delivered a steady stream of new products and reliable 
growth in sales and profits. By the 1990s, however, profit 
growth at P&G was slowing. 

The essence of the problem was simple; P&G’s costs 
were too high because of extensive duplication of manu- 
facturing, marketing, and administrative facilities in differ- 
ent national subsidiaries. The duplication of assets made 
sense in the world of the 1960s, when national markets 
were segmented from each other by barriers to cross-bor- 
der trade. Products produced in Great Britain, for example, 
could not be sold economically in Germany due to high 
tariff duties levied on imports into Germany. By the 
1980s, however, barriers to cross-border trade were 
falling rapidly worldwide and fragmented national mar- 
kets were merging into larger regional or global markets. 
Also, the retailers through which P&G distributed its 
products, such as Wal-Mart, Tesco in the United King- 
dom, and Carrefour in France, were growing larger and 
more global. These emerging global retailers were de- 
manding price discounts from P&G. 

In 1993, P&G embarked on a major reorganization in 
an attempt to control its cost structure and recognize the 
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new reality of emerging global markets. The company shut 
down some thirty manufacturing plants around the globe, 
laid off 13,000 employees, and concentrated production in 
fewer plants that could better realize economies of scale 
and serve regional markets. These actions cut some $600 
million a year out of P&G’s cost structure. It wasn’t 
enough! Profit growth remained sluggish. 

In 1998, P&G launched its second reorganization of 
the decade. Named Organization 2005, its goal was to 
transform P&G into a truly global company. The com- 
pany tore up its old organization, which was based on 
countries and regions, and replaced it with one based on 
seven self-contained global business units, ranging from 
baby care to food products. Each business unit was given 
complete responsibility for generating profits from its 
products, and for manufacturing, marketing, and product 
development. Each business unit was told to rationalize 
production, concentrating it in fewer, larger facilities; to 
build global brands wherever possible, thereby eliminat- 
ing marketing differences among countries; and to accel- 
erate the development and launch of new products. In 
1999, P&G announced that, as a result of this initiative, it 
would close another ten factories and lay off 15,000 em- 
ployees, mostly in Europe where there was still extensive 
duplication of assets. The annual cost savings were esti- 
mated to be about $800 million. P&G planned to use the 
savings to cut prices and increase marketing spending in 
an effort to gain market share and thus further lower 
costs through the attainment of scale economies. This 
time, the strategy seemed to be working. Between 2003 
and 2006, P&G reported strong growth in both sales and 
profits. Significantly, P&G’s global competitors, such as 
Unilever, Kimberly-Clark, and Colgate-Palmolive, were 
struggling in 2003 to 2006. 


Case Discussion Questions 
1. What strategy was Procter & Gamble pursuing until 
the late 1990s? 


. Why did this strategy succeed for so many years? Why 
was it no longer working by the 1990s? 


. What strategy did P&G adopt in the late 1990s and 
early 2000s? Does this strategy make more sense? 
Why? 


muart’®  Corporate-Level Strategy: Horizontal 


Integration, Vertical Integration, and 
Strategic Outsourcing 


OPENING CASE 


Oracle Strives to Become the Biggest and the Best 


Oracle Corp., based in Redwood City, California, is the world’s largest maker of database soft- 
ware and the third largest global software company in terms of sales after Microsoft and IBM. 
This commanding position is not enough for Oracle, however, which has set its sights on be- 
coming the global leader in the corporate applications software market. Here, Germany’s SAP, 
which has 45% of the market, is the acknowledged leader and Oracle, with only 19%, is a distant 
second.! Corporate applications is a fast growing and highly profitable market, however, and 
Oracle has been snapping up leading companies in this segment at a fast pace. Its goal is to 
quickly build the distinctive competencies it needs to expand the range of products that it can 
offer to its existing customers and to attract new customers to compete with SAP. Beginning in 
2005, Oracle’s CEO Larry Ellison spent $19 billion to acquire fourteen leading suppliers of cor- 
porate software, including two of the top five companies: PeopleSoft, a leading human resources 
management (HRM) software supplier it bought for $10 billion, and Siebel Systems, a leader in 
customer relationship management (CRM) software, which cost Oracle $5.8 billion. 

Oracle expects several competitive advantages to result from its use of acquisitions to pursue 
the corporate strategy of horizontal integration. First, it is now able to meld or bundle the best 
software applications of these acquired companies—with Oracle’s own first-class set of corporate 
and database software programs—to create a new integrated suite of software that will allow cor- 
porations to manage all their functional activities such as accounting, marketing, sales, HRM, 
CRM, and supply-chain management. Second, through these acquisitions, Oracle obtained access 
to thousands of new customers—all the companies that currently use the software of the compa- 
nies it acquired. All these companies now become potential new customers for all of Oracle’s 
other database and corporate software offerings. Third, beyond increasing the range of its prod- 
ucts and the number of its customers, Oracle’s acquisitions have consolidated the corporate 
software industry. By taking over some of its largest rivals, Oracle has become the second largest 
supplier of corporate software, and so it is better positioned to compete with the leader SAP. 

Achieving the advantages of its new strategy may not be easy, however. The person in 
charge of assembling Oracle’s new unified software package and selling it to customers is John 
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Wookey, Oracle’s senior vice president in charge of ap- 
plications, who jokingly says that his “head is the one on 
the chopping block if this doesn’t work.” CEO Ellison has 
been quick to fire executives who haven't performed well 
in the past, and he expects a lot from his top executives. 
To grow Oracle’s market share and profits, Wookey must 
draw on the best of the technology Oracle obtained from 
each of the companies it acquired to build its new suite 
of state-of-the-art corporate software applications. He 
also has to persuade customers not to switch software 
vendors—for example, not to jump ship to SAP—while 
Oracle builds its package and then to gradually adopt 
more and more of Oracle’s software offerings to run 
their functional activities. 

Wookey is well placed to implement Oracle’s new 
strategy, however: he is known as a consensus builder and 
product champion both inside and outside the company, 
and when interacting with Oracle’s customers. He spends 
his working day sharing information with the top man- 
agers of Oracle’s various businesses, and meeting with his 
team of fourteen senior staff members, to work out how 
the whole package should be put together and what it 
should include. He also regularly visits major customers, 
especially those that came with its acquisitions, to gain 
their input into how and what kind of software package 
Oracle should build. Wookey even formed an advisory 
council of leading customers to help make sure the final 
package meets their needs. One of Wookey’s notable 
achievements was retaining the top-rate software engi- 
neers who Oracle obtained from its acquired rivals. 
These employees could have easily found high-paying 


jobs elsewhere, but most of the top engineers Oracle 
wanted stayed to help it achieve its new goals. 

Nevertheless, by the end of 2006, there were signs that 
all was not going well with Oracle’s new strategy. SAP is a 
powerful competitor; its popular software is fast becom- 
ing the industry standard, so unseating SAP in the $23.4 
billion corporate software market will not be easy. SAP is 
still the leader in more advanced functional applications 
incorporating the latest technologies, and its proprietary 
technology is all homegrown, so it doesn’t face the huge 
implementation issue of bringing together the applica- 
tions from many different acquisitions. Preventing cus- 
tomers from switching to SAP may not be easy now that 
their loyalty to their old software supplier has been bro- 
ken if it was acquired by Oracle. 

Analysts also say that Oracle runs the risk of stretch- 
ing itself too thin if it continues to purchase too many 
companies too quickly, because high-tech acquisitions are 
the most difficult to pull off in terms of management and 
execution. So, in December 2006, while Oracle an- 
nounced that its second-quarter profit rose 21%, and 
sales rose to $4.16 billion from $3.29 billion in the previ- 
ous year, it also announced that sales of corporate appli- 
cations software slowed to 28% from 80%.’ Larry Ellison 
is still under pressure to accelerate sales growth and surpass 
investors’ expectations, and only if Oracle can put out 
corporate application software sales numbers that beat 
expectations will analysts regard its strategy as a success. 
Still, Oracle’s stock gained 47% in 2006 compared to 
SAP’s 15%, so investors clearly believe he and Wookey 
have a sporting chance. 


Over the last few years, Oracle has acquired many companies in order to create a software 
empire. The overriding goal of Larry Ellison and his top managers is to maximize the value 
of the company for its shareholders, and Ellison embarked on his quest because he believes 
that by combining all these different businesses into one entity, Oracle, he will be able to 
increase its profitability. Clearly, the scale of Ellison’s mission and vision for Oracle takes 
the issue of strategy formulation to a new level of complexity. 

The Oracle story illustrates the use of corporate-level strategy to identify (1) 
which businesses and industries a company should compete in, (2) which value cre- 
ation activities it should perform in those businesses, and (3) how it should enter or 
leave businesses or industries to maximize its long-run profitability. In formulating 
corporate-level strategy, managers must adopt a long-term perspective and consider 
how changes taking place in an industry and in its products, technology, customers, 
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and competitors will affect their company’s current business model and its future 
strategies. They then decide how to implement specific corporate-level strategies to 
redefine their company’s business model so that it can achieve a competitive position 
in the changing industry environment by taking advantage of the opportunities and 
countering the threats. Thus, the principal goal of corporate-level strategy is to en- 
able a company to sustain or promote its competitive advantage and profitability in 
its present business and in any new businesses or industries that it enters. 

This chapter is the first of two that deals with the role of corporate-level strategy 
in repositioning and redefining a company’s business model. We discuss three corpo- 
rate-level strategies—horizontal integration, vertical integration, and strategic out- 
sourcing—that are primarily directed toward improving a company’s competitive 
advantage and profitability in its present business or product market. Diversification, 
which entails entry into new kinds of markets or industries, is examined in the next 
chapter, along with guidelines for choosing the most profitable way to enter new 
markets or industries or to exit others. By the end of this and the next chapter, you will 
understand how the different levels of strategy contribute to the creation of a successful 
and profitable business or multibusiness model. You will also be able to differentiate 
among the types of corporate strategies managers use to maximize long-term com- 
pany profitability. 


Corporate-Level Strategy and the Multibusiness Model 


The formulation of corporate-level strategies is the final part of the strategy formula- 
tion process. These strategies drive a company’s business model over time and deter- 
mine the kinds of business- and functional-level strategies that will maximize long-run 
profitability. The relationship between business-level strategy and functional-level 
strategy was discussed in Chapter 5. Strategic managers develop a business model 
and strategies that use their company’s distinctive competencies to strive for a cost- 
leadership position and/or to differentiate its products. Chapter 8 described how 
global strategy is also an extension of these basic principles. Throughout this chapter 
and the next, we repeatedly stress that to increase profitability, a corporate-level strat- 
egy should enable a company or one or more of its business divisions or units to per- 
form value-chain functional activities (1) at a lower cost and/or (2) in a way that allows 
for differentiation. A company can then choose the pricing option (lowest, average, or 
premium) that allows it to maximize revenues and profitability. In addition, corporate- 
level strategy will boost profitability if it helps a company reduce industry rivalry and 
lowers the threat of damaging price competition. Thus, a company’s corporate-level 
strategies should be chosen to promote the success of a company’s business model 
and to allow it to achieve a sustainable competitive advantage at the business level. 
Competitive advantage leads to higher profitability. 

At the corporate level, some companies like Oracle choose to compete only in one 
industry (the software industry in Oracle’s case), but then they develop strategies to 
increase the profitability of their business model by entering new market segments 
and providing a wider range of goods and services. Oracle, for example, expanded its 
activities into the corporate applications software market segment to better satisfy 
the needs of existing customers and attract new customers. 

Other companies, however, often choose to expand their business activities be- 
yond one market or industry and enter others. When a company decides to expand 
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into new industries, it must construct its business model at two levels. First, it must 
develop a business model and strategies for each business unit or division in every in- 
dustry in which it competes. Second, it must also develop a higher-level multibusiness 
model that justifies its entry into different businesses and industries. This model 
should explain how and why entering the new industry will allow the company to use 
its existing functional competencies and business strategies to increase its return on 
investment. A multibusiness model should also explain any other ways in which a 
company’s involvement in more than one business or industry can increase its prof- 
itability. Dell, for example, might argue that its entry into computer consulting and 
into the computer printer market will enable it to offer its customers a complete line 
of computer products and services, which will allow it to better compete with HP or 
IBM. This chapter first focuses on the advantages of staying in one industry by pur- 
suing horizontal integration. It then looks at why companies use vertical integration 
and expand into new industries. In the next chapter, we will examine another impor- 
tant corporate strategy that companies employ to enter new industries to increase 
their profitability: diversification. 


Horizontal Integration: Single-Industry Strategy 


Managers use corporate-level strategy to identify which industries their company 
should compete in to maximize its long-run profitability. For many companies, prof- 
itable growth and expansion often entail finding ways to compete successfully within 
a single market or industry over time. In other words, a company confines its value 
creation activities to just one business or industry. Examples of such single-business 
companies include McDonald’s, with its focus on the global fast-food restaurant 
business, and Wal-Mart, with its focus on global discount retailing. 

Staying in one industry allows a company to focus its total managerial, financial, 
technological, and functional resources and capabilities on competing successfully in 
one area. This is important in fast-growing and changing industries, where demands on 
a company’s resources and capabilities are likely to be substantial, but where the long- 
term profits from establishing a competitive advantage are also likely to be significant. 

A second advantage of staying in a single industry is that a company “sticks to the 
knitting,” meaning that it stays focused on what it knows and does best. It does not 
make the mistake of entering new industries where its existing resources and capabili- 
ties create little value and/or where a whole new set of competitive industry forces— 
new competitors, suppliers, and customers—present unanticipated threats. Both 
Coca-Cola and Sears, like many other companies, have committed this strategic error. 
Coca-Cola once decided to expand into the movie business and acquired Columbia 
Pictures, and it also acquired a large wine-producing business. Sears, the clothing 
seller, once decided to become a one-stop shopping place and bought Allstate Insur- 
ance, Coldwell Banker (a real estate company), and Dean Witter (a financial services 
enterprise). Both companies found that they not only lacked the competencies to 
compete successfully in their new industries, but also that they had not foreseen the 
different kinds of competitive forces that existed in these industries. They concluded 
that entry into these new industries dissipated rather than created value and lowered 
their profitability, and they ultimately sold off their new businesses at a loss. 

Even when a company stays in one industry, sustaining a successful business 
model and strategies over time can be difficult because of changing conditions in the 
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environment, such as advances in technology that allow new competitors into the 
market and blur the boundaries between different products or markets. A decade 
ago, the strategic issue facing telecommunications companies was how to shape 
their line of wired phone service products to best meet customer needs in the local 
and long-distance phone service market. However, a new kind of product, wireless 
phone service, was emerging. At first, it was so expensive that only business cus- 
tomers who really needed it could afford it. Within five years, however, wireless 
phone companies had developed a business model to lower the cost and price of 
wireless phone service and many customers switched to the new product, a trend that 
has accelerated. 

At the same time, more and more people began to surf the Internet. At first, the 
Internet was not regarded as a substitute for wired or wireless phone service, but 
today millions of people are using VOIP technology to make phone calls over the 
Internet. And companies that want to attract customers must now include services 
like digital messaging and wireless email in their product line. Many of the leading 
phone companies did not predict how these changes in technology would affect in- 
dustry competition and were late in changing their business models to add these 
new products and services. As a result, many have been swallowed up and acquired 
by companies like AT&T, WorldCom, and Verizon, which did predict the emerging 
threats. 

Thus, even in one industry, it is all too easy for strategic managers to fail to see the 
“forest” (changing nature of the industry that results in new product/market oppor- 
tunities) for the “trees” (focus on positioning current products). A focus on corporate- 
level strategy can help managers forecast future trends and position their company so 
it can compete successfully in a changing environment. Strategic managers must 
avoid becoming so immersed in positioning their company’s existing product lines 
that they fail to consider new opportunities and threats. The task for corporate-level 
managers is to analyze how new emerging technologies might affect their business 
models, how and why these might change customer needs and customer groups in 
the future, and what kinds of new distinctive competencies will be needed to respond 
to these changes. 

One corporate-level strategy that has been widely used to help managers better 
position their companies is horizontal integration. Horizontal integration is the 
process of acquiring or merging with industry competitors in an effort to achieve the 
competitive advantages that come with large scale and scope. An acquisition occurs 
when one company uses its capital resources, such as stock, debt, or cash, to purchase 
another company, and a merger is an agreement between equals to pool their opera- 
tions and create a new entity. The Opening Case discusses how Larry Ellison made a 
series of major corporate software acquisitions so that Oracle could build up its com- 
petencies in all segments of the software industry, attract thousands of new cus- 
tomers, and compete better against SAP. 

Mergers and acquisitions have occurred in many industries. In the car industry, 
Chrysler merged with Daimler-Benz to create DaimlerChrysler; in the aerospace in- 
dustry, Boeing merged with McDonnell Douglas to create the world’s largest aero- 
space company; in the pharmaceutical industry, Pfizer acquired Warner-Lambert to 
become the largest pharmaceutical firm; and in the computer hardware industry, 
Compaq acquired Digital Equipment Corporation and then itself was acquired by 
HP. In the 2000s, the rate of mergers and acquisitions has been increasing as compa- 
nies jockey for global competitive advantage. Many of the largest mergers and acquisi- 
tions have been cross-border affairs as companies race to acquire overseas companies 
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in the same industry. In 2000, companies from all nations spent around $1.1 trillion 
on 7,900 cross-border mergers and acquisitions, over 70% of them horizontal merg- 
ers and acquisitions; the rate has been accelerating ever since.° 

The net result of this wave of mergers and acquisitions has been to increase the 
level of concentration in a wide range of industries. Consolidated oligopolies have 
been replacing more fragmented industry structures.* For example, twenty years ago, 
cable television was dominated by a patchwork of thousands of small, family-owned 
businesses, but by 2005, three companies controlled over two-thirds of the market. In 
1990, the three big publishers of college textbooks accounted for 35% of the market; 
by 2005, they accounted for over 65%. In the manufacture of basic DRAM semicon- 
ductor chips, the four largest firms accounted for 85% of the global market by 2005 
because of mergers and acquisitions, up from 45% in 1995. Why is this happening? 
An answer can be found by looking at the way horizontal integration can improve 
the competitive advantage and profitability of companies who choose to stay in one 
industry. 


e Benefits of In pursuing horizontal integration, managers have decided to invest their company’s 
Horizontal capital to purchase the assets of industry competitors as a way to increase the prof- 
Integration  itability of its single-business model. Profits and profitability increase when hori- 
zontal integration (1) lowers the cost structure, (2) increases product differentiation, 
(3) replicates the business model, (4) reduces rivalry within the industry, and (5) in- 

creases bargaining power over suppliers and buyers. 


LoweER Cost StRucTURE Horizontal integration can lower a company’s cost struc- 
ture because it creates increasing economies of scale. Suppose there are five major 
competitors, each operating a manufacturing plant in some region of the United 
States, and none of these plants is operating at full capacity. If one competitor buys 
up another and shuts down that plant, it can operate its own plant at full capacity 
and so reduce its manufacturing costs. Achieving economies of scale is very impor- 
tant in industries that have a high fixed-cost structure. In such industries, large-scale 
production allows companies to spread their fixed costs over a large volume and in 
this way drive down average unit costs. In the telecommunications industry, for ex- 
ample, the fixed costs of building a fiber-optic or wireless network are very high, and 
to make such an investment pay off, a company needs a large volume of customers. 
Thus, companies like AT&T and Verizon acquired other telecommunications compa- 
nies to gain access to their customers. These new customers increased its utilization 
rate and thus reduced the costs of serving each customer. Similar considerations were 
involved in Oracle’s acquisitions and in the pharmaceutical industry, where mergers 
have resulted from the need to realize scale economies in sales and marketing. The 
fixed costs of building a nationwide pharmaceutical sales force are very high, and 
pharmaceutical companies need a good portfolio of products to effectively use that 
sales force. Pfizer acquired Warner-Lambert because its salespeople would then have 
more products to sell when they visited physicians and their productivity would 
therefore increase. 

A company can also lower its cost structure when horizontal integration allows it 
to reduce the duplication of resources between two companies, such as by eliminating 
the need for two sets of corporate head offices, two separate sales forces, and so on. 
Thus, one way HP justified its strategy to acquire rival computer maker Compaq was 
that the acquisition would save the combined company $2.5 billion in annual ex- 
penses by eliminating redundant functions, as discussed in the Running Case. 
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KUN NOUNGG CASE 


Beating Dell: Why HP Acquired Compag 


In 2001, Hewlett-Packard (now HP) shocked the business 
world when its former CEO, Carly Fiorina, announced 
that rival computer maker Compaq had agreed to be ac- 
quired by HP. The announcement came at the end of a 
year in which slumping demand and strong competition 
from Dell had buffeted both companies. The merged com- 
pany would have annual revenues of about $87.4 billion, 
putting it in the same league as IBM, and would be able to 
provide customers with a full range of computer prod- 
ucts and services. With the exception of printers, where 
HP is the market leader, there was significant product 
overlap between HP and Compaq. 

To justify the acquisition, Fiorina claimed that it 
would yield a number of benefits. First, there would be 
significant cost savings. Some $2.5 billion a year would be 
taken out of annual expenses by eliminating redundant 
administrative functions and cutting 15,000 employees. In 
addition, combining the PC businesses of HP and Compaq 
would enable HP to capture significant scale economies 
and compete more efficiently with Dell. The same would 
be true in the computer server and storage businesses, 
areas where Dell was gaining share. Critics, however, were 
quick to point out that Dell’s competitive advantage was 
based on its cost-leadership business model, which was 
based on the efficient management of its supply chain— 
an area where both HP and Compaq lagged behind Dell. 
Although achieving economies of scale is desirable, 
would the merger allow the new HP to reduce its cost 
structure, such as by increasing its supply-chain effi- 
ciency? If the new HP could not change its PC business 
model to match Dell’s low costs, then the merger would 
not provide any real benefit. 

In addition to the cost advantages of the merger, Fio- 
rina argued that the acquisition would give HP a critical 
mass in the computer service and consultancy business, 
where it lagged behind leader IBM significantly. By being 
able to offer customers a total solution to their informa- 
tion technology needs, both hardware and services, Fior- 
ina argued that HP could gain new market share among 
corporate customers, who would now buy its PCs as part 
of the total “computer package”; moreover, HP would be 
entering the higher-margin service business. Here, too, 
however, critics were quick to perceive flaws. They argued 


that HP would still be a minnow in the service and con- 
sultancy area, with under 3% of market share. 

In 2004, HP announced that it had achieved its cost 
savings target and that it was continuing to find ways to 
reduce the duplication of resources in the merged com- 
pany. However, it also announced that Dell’s entry into 
the printer business had hurt its profit margins and that 
the profit margins on the sales of its PCs were still well 
below those obtained by Dell. HP’s stock price plunged, 
and its board of directors reacted by firing Fiorina and 
bringing in a new CEO, Mark Hurd, a person with proven 
skills in managing a company’s cost structure. Hurd initi- 
ated another round of cost reductions by pruning HP’s 
product line and work force. In the spring of 2006, the 
company astounded analysts when it announced much 
higher profit margins on its sales of PCs and higher prof- 
its across the company. Many of Fiorina’s strategies had 
begun to pay off. HP’s PCs were much more attractive to 
customers, and Dell’s foray into printers had not proved 
highly successful against market leader HP. Neither had 
Dell’s entry into other electronics industries, such as MP3 
players, televisions, and so on. 

The result was that competitive advantage in the PC 
industry seemed to be moving away from Dell toward HP. 
As we discussed in the Running Case in the last chapter, in 
response, Dell has been forced to find ways to increase its 
level of differentiation to increase the attractiveness of its 
machines and so defend its position against HP and 
Apple. Dell engaged in horizontal differentiation when it 
bought the upscale PC maker Alienware in one move to 
increase product differentiation: it also entered into physi- 
cal retailing when it began to open Dell PC stores in major 
shopping malls in 2006, imitating Apple’s strategy. To find 
even more cost savings, Dell also began to use AMD’s 
cheaper chips and broke its long-term exclusive tie to Intel. 
Analysts worry that its move to increase product differenti- 
ation may hurt Dell’s cost leadership position; despite its 
attempt to lower costs, they worry Dell might become 
stuck in the middle. However, Dell is still a strong com- 
petitor, and only time will tell how the battle for market 
share in the PC industry will play out as Dell, HP, and 
Apple work to find new ways to lower costs and differenti- 
ate their products to grow their sales, profits, and ROIC.* 
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Another example of using horizontal integration to reduce operating costs oc- 
curred in 2004 when Kmart and Sears announced that they were merging their com- 
panies to better position themselves to compete against Wal-Mart. One goal was to 
share common purchasing and distribution facilities and combine their HRM func- 
tions to reduce costs. Another goal was to increase differentiation, and by 2006, some 
Kmart stores began to carry some of Sears’s well-known product lines, such as its ap- 
pliances and Craftsman tools, while Sears’s stores may soon begin to stock some of 
Kmart’s designer lines, such as Martha Stewart. 


INCREASED PRODUCT DIFFERENTIATION As the Sears/Kmart merger suggests, horizon- 
tal integration may also increase profitability when it increases product differentiation, 
for example, by allowing a company to combine the product lines of merged companies 
so that it can offer customers a wider range of products that can be bundled together. 
Product bundling involves offering customers the opportunity to buy a complete range 
of products at a single combined price. This increases the value of a company’s product 
line because customers often obtain a price discount from buying a set of products and 
also become used to dealing with just one company and its representatives. A company 
may obtain a competitive advantage from increased product differentiation. A famous 
example of the value of product bundling is Microsoft Office, which is a bundle of differ- 
ent software programs, including a word processor, spreadsheet, and presentation pro- 
gram. In the early 1990s, Microsoft was number 2 or 3 in each of these product categories, 
behind companies such as WordPerfect (which led in the word-processing category), 
Lotus (which had the best-selling spreadsheet), and Harvard Graphics (which had the 
best-selling presentation software). By offering all three programs in a single-price 
package, Microsoft presented consumers with a superior value proposition, and its 
product bundle quickly gained market share, ultimately accounting for more than 90% 
of all sales of word processors, spreadsheets, and presentation software. 

Another way to increase product differentiation is through cross-selling, which in- 
volves a company taking advantage of, or leveraging, its established relationship with 
customers by acquiring additional product lines or categories that it can sell to them. In 
this way, a company increases differentiation because it can provide a total solution and 
satisfy all customers’ specific needs. Cross-selling and becoming a total-solution 
provider is an important rationale for horizontal integration in the computer sector, 
where information technology (IT) companies have tried to increase the value of their 
offerings by providing all of the hardware and service needs of corporate customers. 
Providing a total solution saves customers time and money because they do not have 
to deal with several suppliers, and a single sales team can ensure that all the different 
components of a customer’s IT work seamlessly together. When horizontal integration 
increases the differentiated appeal and value of the company’s products, the total- 
solution provider gains market share. This was the business model IBM pursued when 
it acquired many IT companies and is one of the main reasons for its current success in 
the computer sector. 


REPLICATING THE BUSINESS MODEL Given the many ways in which horizontal inte- 
gration can lead to both product differentiation and low-cost advantages, it can be 
very profitable to use this strategy to replicate a company’s successful business 
model in new market segments within its industry. In the retail industry, for example, 
Wal-Mart took its low-cost/low-price discount retail business model to enter into the 
even lower-priced warehouse segment. It has also expanded the range of products it 
offers customers by entering the supermarket business and establishing a nationwide 
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chain of Wal-Mart superstores that sell groceries and produce. It has replicated this 
business model globally by acquiring supermarket chains in several countries, such 
as the United Kingdom, Mexico, and most recently Japan, where it can use its effi- 
cient global materials-management processes to pursue its cost-leadership strategy. 
In the United States, it is currently experimenting with new small-size supermarkets 
it calls neighborhood markets to expand its presence in the supermarket segment. 


REDUCED INDUSTRY RIVALRY Horizontal integration can help to reduce industry ri- 
valry in two ways. First, acquiring or merging with a competitor helps to eliminate 
excess capacity in an industry, which often triggers price wars, as we discussed in 
Chapter 6. By taking excess capacity out of an industry, horizontal integration creates 
a more benign environment in which prices might stabilize or even increase. 

Second, by reducing the number of competitors in an industry, horizontal inte- 
gration often makes it easier to implement tacit price coordination among rivals, that 
is, coordination reached without communication (explicit communication to fix 
prices is illegal). In general, the larger the number of competitors in an industry, the 
more difficult it is to establish informal pricing agreements, such as price leadership 
by the dominant company, which reduces the possibility that a price war will erupt. 
By increasing industry concentration and creating an oligopoly, horizontal integra- 
tion can make it easier to establish tacit coordination among rivals. 

Both of these motives also seem to have been behind HP’s acquisition of Compaq. 
The PC industry was suffering from significant excess capacity and a serious price war, 
triggered by Dell’s desire to gain market share. By acquiring Compaq, HP hoped to be 
able to remove excess capacity in the industry and eventually impose some pricing 
discipline that would lead to higher prices. In fact, by 2004, the average price of PCs 
started to increase, and the major competitors began to look for ways to differentiate 
their products to compete better and to avoid new price wars breaking out. 


INCREASED BARGAINING POWER Finally, some companies use horizontal integration 
because it allows them to obtain bargaining power over suppliers or buyers and so in- 
crease their profitability at the expense of suppliers or buyers. By consolidating the 
industry through horizontal integration, a company becomes a much larger buyer of 
suppliers’ products and uses this as leverage to bargain down the price it pays for its in- 
puts, thereby lowering its cost structure. Similarly, by acquiring its competitors, a com- 
pany gains control over a greater percentage of an industry’s product or output. Other 
things being equal, it then has more power to raise prices and profits because customers 
have less choice of supplier and are more dependent on the company for their products. 

When a company has greater ability to raise prices to buyers or bargain down the 
prices paid for inputs, it has increased market power. For an example of how the 
process of consolidation through horizontal integration can play out, see Strategy in 
Action 9.1, which looks at the way in which health care providers in eastern Massa- 
chusetts have pursued horizontal integration to gain bargaining power, and hence 
market power, over insurance providers. 


Although horizontal integration can clearly strengthen a company’s business model in 
several ways, problems, limitations, and dangers are associated with this strategy. We 
discuss many of these dangers in detail in Chapter 10, but the important point to note 
here is that a wealth of data suggests that the majority of mergers and acquisitions do 
not create value and many actually reduce value.° For example, a well-known study by 
KPMG, a large accounting and management consulting company, looked at 700 large 
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Horizontal Integration in Health Care 


In the United States, health maintenance organizations 
(HMOs) have become a powerful force in the health care 
sector. HMOs are health insurance companies that pro- 
vide people with health care coverage, and often compa- 
nies contract with HMOs on behalf of their employees 
for health insurance coverage. The HMOs then “supply” 
patients to health care providers. Thus, HMOs can be 
viewed as the suppliers of the critical input—patients— 
to health care providers. In turn, the revenues of health 
care providers are dependent on the number of patients 
who pass through their system. Clearly, it is in the inter- 
ests of HMOs to bargain down the price they must pay 
health care providers for coverage, and to gain bargaining 
power, HMOs have used horizontal integration to merge 
with each other until, today, they control a large volume 
of patients. To fight back, however, health care providers 
have also resorted to horizontal integration, and the bat- 
tle is raging. 

As an example of how this process plays out, consider 
how the relationship between HMOs and _ hospitals 
evolved in eastern Massachusetts. In the early 1990s, three 
big HMOs controlled 75% of the market for health insur- 
ance in eastern Massachusetts. In contrast, there were 
thirty-four separate hospital networks in the region. 
Thus, the insurance providers were consolidated, while 
the health care providers were fragmented, giving the in- 
surance providers considerable bargaining power. The 
HMOs used their bargaining power to demand deep dis- 
counts from health care providers. If a hospital wouldn't 
offer discounts to an HMO, the HMO would threaten to 
remove it from its list of providers. Because losing all of 


those potential patients would severely damage the rev- 
enues that a hospital could earn, the hospitals had little 
choice but to comply with the request. 

This situation changed when two of the most presti- 
gious hospitals in the region, Massachusetts General and 
Brigham & Women’s Hospital, merged with each other to 
form Partners HealthCare System. Since then, Partners 
has continued to pursue the strategy of acquiring other 
hospitals to gain power over HMOs. By 2002, it had seven 
hospitals and some 5,000 doctors in its system. Other re- 
gional hospitals pursued a similar strategy, and the num- 
ber of independent hospital networks in the region fell 
from thirty-four in 1994 to twelve by 2002. 

In the 2000s, Partners has increasingly exercised its 
strengthened bargaining power by demanding that HMOs 
accept a fee increase for services offered by Partners hospi- 
tals. One of the biggest HMOs, Tufts, refused to accept the 
increase and informed nearly 200,000 of its 900,000 sub- 
scribers that they would no longer be able to use Partners 
hospitals or physicians affiliated with Partners. There was 
an enormous uproar from subscribers. Many employers 
threatened to pull out of the HMO and switch to another 
if the policy was not changed. Tufts quickly realized it had 
little choice but to accept the fee increase. Tufts went back 
to Partners and agreed to a 30% fee increase over three 
years. Thus, bargaining power in the system had shifted 
from the HMOs toward the hospital networks. However, 
the Massachusetts attorney general received so many 
complaints from employers about rising health care pre- 
miums that an investigation into market power and anti- 
competitive behavior among health care providers in 
eastern Massachusetts was started. Clearly, the battle is 
not over yet. 
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acquisitions and found that while 30% of these did increase the profitability of the 
acquiring company, 31% reduced profitability, and the remainder had little impact 
on it.° The implication is that implementing a horizontal integration strategy is not 


an easy task for managers. 


As we discuss in Chapter 10, mergers and acquisitions often fail to produce the 
anticipated gains for a number of reasons: problems associated with merging very 
different company cultures, high management turnover in the acquired company 
when the acquisition was a hostile one, and a tendency of managers to overestimate 
the benefits to be gained from a merger or acquisition and to underestimate the 
problems involved in merging their operation. 
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Another problem with horizontal integration is that, when a company uses it to 
become a dominant industry competitor, an attempt to keep using the strategy to 
grow even larger brings a company into conflict with the Federal Trade Commission, 
the government agency responsible for enforcing antitrust law. Antitrust authorities 
are concerned about the potential for abuse of market power; they believe that more 
competition is generally better for consumers than is less competition. They worry 
that large companies that dominate their industry may be in a position to abuse their 
market power and raise prices to consumers above the level that would exist in more 
competitive situations. They also believe that dominant companies can use their 
market power to crush potential competitors by, for example, cutting prices when- 
ever new competitors enter a market and so force them out of business, and then 
raising prices again once the threat has been eliminated. Because of these concerns, 
any merger or acquisition that is perceived by the antitrust authorities as creating too 
much consolidation and the potential for future abuse of market power may be 
blocked. The proposed merger between AT&T and Bell South was held up for one 
year, until December 2006, because of concerns this problem would arise. 


Vertical Integration: Entering New Industries to 
Strengthen the Core Business Model 


Many companies that use horizontal integration to strengthen their business model 
and improve their competitive position also use the corporate-level strategy of verti- 
cal integration for the same purpose. In pursuing vertical integration, however, a 
company is entering new industries to support the business model of its core indus- 
try, the one that is the primary source of its competitive advantage and profitability. 
At this point, therefore, a company has to formulate a multibusiness model that ex- 
plains how entry into a new industry will enhance its long-term profitability. The 
multibusiness model justifying vertical integration is based on a company entering 
industries that add value to its core products because this increases product differen- 
tiation and/or lowers its cost structure. 

A company pursuing a strategy of vertical integration expands its operations ei- 
ther backward into an industry that produces inputs for the company’s products 
(backward vertical integration) or forward into an industry that uses, distributes, or 
sells the company’s products (forward vertical integration). To enter an industry, it 
may establish its own operations and build the value chain needed to compete effec- 
tively in that industry, or it may acquire or merge with a company that is already in 
the industry. A steel company that supplies its iron ore needs from company-owned 
iron ore mines exemplifies backward integration. A PC maker that sells its PCs 
through company-owned retail outlets illustrates forward integration. For example, 
in 2001, Apple Computer entered the retail industry when it decided to set up a chain 
of Apple Stores to sell its computers and iPods, something Dell has now imitated. 
IBM is a highly vertically integrated company; for example, it integrated backward 
into the chip and disk drive industry to produce the chips and drives that go into its 
computers, and it integrated forward into the computer software and consulting 
services industries. 

Figure 9.1 illustrates four main stages in a typical raw-materials-to-customer value- 
added chain. For a company based in the final assembly stage, backward integration 
means moving into component parts manufacturing and raw materials production. 
Forward integration means moving into distribution and sales (retail). At each stage 
in the chain, value is added to the product, meaning that a company at that stage 
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FIGURE 9.1 


Stages in the Raw-Materials-to-Customer Value-Added Chain 
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takes the product produced in the previous stage and transforms it in some way so 
that it is worth more to a company at the next stage in the chain and, ultimately, to 
the customer. It is important to note that each stage of the value-added chain is a sep- 
arate industry or industries in which many different companies may be competing. 
Moreover, within each industry, every company has a value chain composed of the 
value creation activities we discussed in Chapter 3: research and development 
(R&D), production, marketing, customer service, and so on. In other words, we can 
think of a value chain that runs across industries, and embedded within that are the 
value chains of companies within each industry. 

As an example of the value-added concept, consider how companies in each in- 
dustry involved in the production of a PC contribute to the final product (Figure 9.2). 
At the first stage in the chain are the raw materials companies that make specialty 
ceramics, chemicals, and metal, such as Kyocera of Japan, which manufactures the 
ceramic substrate for semiconductors. These companies sell their products to the 
makers of PC component products, such as Intel and Micron Technology, which 
transform the ceramics, chemicals, and metals they purchase into PC components 
such as microprocessors, disk drives, and memory chips. In the process, they add 
value to the raw materials they purchase. At the third stage, these components are 
then sold to companies that assemble PCs, such as Gateway, Apple, Dell, and HP, and 
that take these components and transform them into PCs—that is, add value to the 
components they purchase. At the fourth stage, the finished PCs are then either sold 
directly to the final customer over the Internet or sold to retailers such as Best Buy 
and OfficeMax, which distribute and sell them to the final customer. Companies that 
distribute and sell PCs also add value to the product because they make it accessible 
to customers and provide customer service and support. 


FIGURE 9.2 


The Raw-Materials-to-Customer Value-Added Chain in the Personal Computer Industry 
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Thus, companies in different industries add value at each stage in the raw-materials- 
to-customer chain. Viewed in this way, vertical integration presents companies with a 
choice about which industries in the raw-materials-to-customer chain to operate and 
compete in. This choice is determined by how much establishing operations at a stage in 
the value chain will increase product differentiation or lower costs, as we discuss below. 

Finally, it is also important to distinguish between full integration and taper inte- 
gration (see Figure 9.3).” A company achieves full integration when it produces all of 
a particular input needed for its processes or disposes of all of its completed products 
through its own operations. In taper integration, a company buys from independent 
suppliers in addition to company-owned suppliers or disposes of its completed prod- 
ucts through independent outlets in addition to company-owned outlets. The advan- 
tages of taper integration over full integration are discussed later in the chapter. 


As noted earlier, a company pursues vertical integration to strengthen the business 
model of its original or core business and to improve its competitive position.® Verti- 
cal integration increases product differentiation, lowers costs, or reduces industry 
competition when it (1) facilitates investments in efficiency-enhancing specialized 
assets, (2) protects product quality, and (3) results in improved scheduling. 


FACILITATING INVESTMENTS IN SPECIALIZED ASSETS A specialized asset is one that is 
designed to perform a specific task and whose value is significantly reduced in its 
next-best use.” The asset may be a piece of equipment that has a firm-specific use or 
the know-how or skills that a company or employees have acquired through training 
and experience. Companies invest in specialized assets because these assets allow them 
to lower their cost structure or to better differentiate their products, which facilitates 
premium pricing. A company might invest in specialized equipment to lower its 
manufacturing costs, for example, or it might invest in a highly specialized technol- 
ogy that allows it to develop better-quality products than its rivals can. Thus, special- 
ized assets can help a company achieve a competitive advantage at the business level. 

Just as a company invests in specialized assets in its own industry to build com- 
petitive advantage, it is often necessary that suppliers invest in specialized assets to 
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produce the inputs that a specific company needs. By investing in these assets, a sup- 
plier can make higher-quality inputs that give its customer a differentiation advan- 
tage, or it can now make inputs at a lower cost so it can charge its customer a lower 
price to keep its business. However, it is often difficult to persuade companies in 
adjacent stages of the raw-materials-to-customer value-added chain to undertake 
investments in specialized assets. Often, to realize the benefits associated with such 
investments, a company has to vertically integrate and enter into adjacent industries 
and make the investments itself. Why does this happen? 

Imagine that Ford has developed a unique high-performance fuel-injection sys- 
tem that will dramatically increase fuel efficiency and differentiate Ford’s cars from 
those of its rivals, giving it a major competitive advantage. Ford has to decide 
whether to make the system in-house (vertical integration) or contract with an inde- 
pendent supplier to make the system. Manufacturing these new systems requires a 
substantial investment in specialized equipment that can be used only for this pur- 
pose. In other words, because of its unique design, the equipment cannot be used to 
manufacture any other type of fuel-injection system for Ford or any other au- 
tomaker. Thus, it is an investment in specialized assets. 

Consider this situation from the perspective of an independent supplier deciding 
whether to make this investment. The supplier might reason that once it has made 
the investment, it will become dependent on Ford for business because Ford is the 
only possible customer for the fuel-injection system made by this specialized equipment. 
The supplier realizes that this puts Ford in a strong bargaining position and that Ford 
might use its power to demand lower prices for the fuel-injection systems. Given the 
risks involved, the supplier declines to make the investment in specialized equipment. 

Now consider Ford’s position. Ford might reason that if it contracts production 
of these systems to an independent supplier, it might become too dependent on that 
supplier for a vital input. Because specialized equipment is required to produce the 
fuel-injection systems, Ford cannot switch its order to other suppliers. Ford realizes 
that this increases the bargaining power of the independent supplier and that the 
supplier might use its power to demand higher prices. 

The situation of mutual dependence that would be created by the investment in 
specialized assets makes Ford hesitant to allow efficient suppliers to make the prod- 
uct, and makes suppliers hesitant to undertake such a risky investment. The problem 
is a lack of trust—neither Ford nor the supplier can trust the other to play fair in this 
situation. The lack of trust arises from the risk of holdup, that is, being taken advan- 
tage of by a trading partner after the investment in specialized assets has been 
made.!° Because of this risk, Ford reasons that the only safe way to get the new fuel- 
injection systems is to manufacture them itself. 

To generalize from this example, if achieving a competitive advantage requires 
one company to make investments in specialized assets so it can trade with another, 
the risk of holdup may serve as a deterrent and the investment may not take place. 
Consequently, the potential for higher profitability from specialization will be lost. 
To prevent such loss, companies vertically integrate into adjacent stages in the value 
chain. Historically, the problems surrounding specific assets have driven automobile 
companies to vertically integrate backward into the production of component parts, 
steel companies to vertically integrate backward into the production of iron, com- 
puter companies to vertically integrate backward into chip production, and alu- 
minum companies to vertically integrate backward into bauxite mining. The way 
specific asset issues have led to vertical integration in the aluminum industry is dis- 
cussed in Strategy in Action 9.2. 
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Specialized Assets and Vertical 
Integration in the Aluminum Industry 


The metal content and chemical composition of bauxite 
ore, used to produce aluminum, vary from deposit to de- 
posit, so each type of ore requires a specialized refinery— 
that is, the refinery must be designed for a particular type 
of ore. Running one type of bauxite through a refinery 
designed for another type reportedly increases produc- 
tion costs by 20% to 100%. Thus, the value of an invest- 
ment in a specialized aluminum refinery and the cost of 
the output produced by that refinery depend on receiving 
the right kind of bauxite ore. 

Imagine that an aluminum company has to decide 
whether to invest in an aluminum refinery designed to re- 
fine a certain type of ore. Also assume that this ore is ex- 
tracted by a company that owns a single bauxite mine. 
Using a different type of ore would raise production costs 
by 50%. Therefore, the value of the aluminum company’s 
investment is dependent on the price it must pay the 
bauxite company for this bauxite. Recognizing this, once 
the aluminum company has made the investment in a new 


refinery, what is to stop the bauxite company from raising 
bauxite prices? Nothing. Once it has made the investment, 
the aluminum company is locked into its relationship with 
its bauxite supplier. The bauxite supplier can increase prices 
because it knows that as long as the increase in the total pro- 
duction costs of the aluminum company is less than 50%, 
the aluminum company will continue to buy its ore. Thus, 
once the aluminum company has made the investment, the 
bauxite supplier can hold up the aluminum company. 

How can the aluminum company reduce the risk of 
holdup? The answer is by purchasing the bauxite sup- 
plier. If the aluminum company can purchase the bauxite 
supplier’s mine, it need no longer fear that bauxite prices 
will be increased after the investment in an aluminum re- 
finery has been made. In other words, vertical integration, 
by eliminating the risk of holdup, makes the specialized 
investment worthwhile. In practice, it has been argued 
that these kinds of considerations have driven aluminum 
companies to pursue vertical integration to such a degree 
that, according to one study, 91% of the total volume of 
bauxite is transferred within vertically integrated alu- 
minum companies.° 
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ENHANCING PRobucT QUALITY By entering industries at other stages of the value-added 
chain, a company can often enhance the quality of the products in its core business and 
so strengthen its differentiation advantage. For example, the ability to control the relia- 
bility and performance of components such as fuel-injection systems may increase a 
company’s competitive advantage in the luxury sedan market and enable it to charge a 
premium price. Conditions in the banana industry also illustrate the importance of ver- 
tical integration in maintaining product quality. Historically, a problem facing food 
companies that import bananas has been the variable quality of delivered bananas, 
which often arrive on the shelves of U.S. supermarkets too ripe or not ripe enough. To 
correct this problem, major U.S. food companies such as General Foods have integrated 
backward and now own banana plantations so they have control over the supply of ba- 
nanas. As a result, they can now distribute and sell bananas of a standard quality at the 
optimal time to better satisfy customers. Knowing that they can rely on the quality of 
these brands, customers are willing to pay more for them. Thus, by vertically integrating 
backward into plantation ownership, banana companies have built customer confi- 
dence, which in turn has enabled them to charge a premium price for their product. 
The same considerations can promote forward vertical integration. Ownership of 
retail outlets may be necessary if the required standards of after-sales service for 
complex products are to be maintained. For example, in the 1920s, Kodak owned 
retail outlets for distributing photographic equipment. The company felt that few es- 
tablished retail outlets had the skills necessary to sell and service its photographic 
equipment. By the 1930s, Kodak decided that it no longer needed to own its retail 
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outlets because other retailers had begun to provide satisfactory distribution and 
service for Kodak products. It then withdrew from retailing. 


IMPROVED SCHEDULING Sometimes important strategic advantages can be obtained 
when vertical integration makes it quicker, easier, and more cost effective to plan, co- 
ordinate, and schedule the transfer of a product, such as raw materials or component 
parts, between adjacent stages of the value-added chain.!! Such advantages can be cru- 
cial when a company wants to realize the benefits of just-in-time inventory systems. 
For example, in the 1920s, Ford profited from the tight coordination and scheduling 
that are possible with backward vertical integration. Ford integrated backward into 
steel foundries, iron ore shipping, and iron ore mining. Deliveries at Ford were coordi- 
nated to such an extent that iron ore unloaded at Ford’s steel foundries on the Great 
Lakes was turned into engine blocks within twenty-four hours, which helped to lower 
Ford’s cost structure. 

Very often, the improved scheduling that vertical integration makes possible also 
enables a company to respond better to sudden changes in demand. For example, if 
demand drops, a company can quickly cut production of components, or when de- 
mand increases, a company can quickly increase production capacity to get its prod- 
ucts into the marketplace faster. !” 


e Problems with — Vertical integration can often be used to strengthen a company’s business model and 
Vertical Integration increase profitability. However, the opposite can occur when vertical integration re- 
sults in (1) an increasing cost structure, (2) disadvantages that arise when technology 
is changing fast, and (3) disadvantages that arise when demand is unpredictable. 
Sometimes these disadvantages are so great that vertical integration may reduce prof- 
itability rather than increase it—in which case, companies vertically disintegrate and 
exit industries adjacent to the industry value chain. For example, Ford, which was 
highly vertically integrated, sold all its companies involved in mining iron ore and 
making steel when more efficient and specialized steel producers emerged that were 
able to supply lower-priced steel. 


INCREASING CosT STRucTURE Although vertical integration is often undertaken to 
lower a company’s cost structure, it can raise costs if, over time, a company makes mis- 
takes, such as continuing to purchase inputs from company-owned suppliers when 
low-cost independent suppliers can supply the same inputs. During the early 1990s, for 
example, General Motors’s company-owned suppliers made 68% of the component 
parts for its vehicles; this figure was higher than for any other major carmaker and 
made General Motors (GM) the highest-cost global carmaker. In 1992, it was paying 
$34.60 an hour in United Auto Workers wages and benefits to its employees at com- 
pany-owned suppliers for work that rivals could get from independent nonunionized 
suppliers at half that rate.!> Thus, vertical integration can be a disadvantage when com- 
pany-owned suppliers develop a higher cost structure than those of independent sup- 
pliers. Why would a company-owned supplier develop such a high cost structure? 

One explanation is that company-owned or in-house suppliers know that they 
can always sell their components to the carmaking divisions of their company—they 
have a captive customer. When company-owned suppliers do not have to compete 
with independent suppliers for orders, they have much less incentive to look for new 
ways to reduce operating costs or increase quality. Indeed, in-house suppliers may sim- 
ply pass on any cost increases to the carmaking divisions in the form of higher transfer 
prices, the prices one division of a company charges other divisions for its products. 
Unlike independent suppliers, which constantly have to increase their efficiency to 
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protect their competitive advantage, in-house suppliers face no such competition, 
and the resulting rising cost structure reduces a company’s profitability. 

The term bureaucratic costs refers to the costs of solving the transaction difficul- 
ties that arise from managerial inefficiencies and the need to manage the handoffs or 
exchanges between business units to promote increased differentiation or to lower a 
company’s cost structure. Bureaucratic costs become a significant component of a 
company’s cost structure because considerable managerial time and effort must be 
spent to reduce or eliminate managerial inefficiencies—such as those that result when 
company-owned suppliers lose their incentive to increase efficiency or innovation. 

This problem can be partially solved when a company pursues taper, rather than full, 
integration because now in-house suppliers do have to compete with independent sup- 
pliers. In essence, independent suppliers provide a benchmark against which a company 
can measure the relative efficiency of its in-house suppliers, providing an incentive for 
company-owned suppliers (or functions) to find ways to lower their cost structure. 


TECHNOLOGICAL CHANGE When technology is changing fast, vertical integration may 
lock a company into an old, inefficient technology and prevent it from changing to a 
new one that would strengthen its business model.'4 Consider a radio manufacturer 
that, in the 1950s, integrated backward and acquired a manufacturer of vacuum tubes 
to reduce costs. When transistors replaced vacuum tubes as a major component in ra- 
dios in the 1960s, this company found itself locked into a technologically outdated busi- 
ness. However, if it had switched to transistors, the company would have had to write 
off its investment in vacuum tubes, and so managers were reluctant to adopt the new 
technology. Instead, they continued to use vacuum tubes in their radios, while competi- 
tors that were not in the vacuum tube industry rapidly switched to the new technology. 
As a result, the company lost its competitive advantage, and its failing business model 
led to a rapid loss in market share. Thus, vertical integration can pose a serious disad- 
vantage when it prevents a company from adopting new technology or changing its 
suppliers or distribution systems to match the requirements of changing technology. 


DEMAND UNPREDICTABILITY Suppose the demand for a company’s core product, such 
as cars or washing machines, is predictable and a company knows how many units it 
needs to make each month or year. Under these conditions, vertical integration, by 
allowing the company to schedule and coordinate the flow of products along the 
value-added chain, may result in major cost savings. However, suppose the demand 
for cars or washing machines fluctuates wildly and is unpredictable. Now, if demand 
for cars suddenly plummets, the carmaker may find itself burdened with warehouses 
full of component parts it no longer needs, and this is a major drain on profitability. 
Thus, vertical integration can be risky when demand is unpredictable because it is 
hard to manage the volume or flow of products along the value-added chain. 

For example, an auto manufacturer might vertically integrate backward to acquire a 
supplier of fuel-injection systems that can make exactly the number of systems the 
carmaker needs each month. However, if demand for cars falls because gas prices soar, 
the carmaker finds itself locked into a business that is now inefficient because it is not 
producing at full capacity. Its cost structure then starts to rise. When demand is unpre- 
dictable, taper integration might be less risky than full integration because a company 
can keep its in-house suppliers running at full capacity and increase or reduce its orders 
from independent suppliers to match changing demand conditions. 


Although vertical integration can strengthen a company’s business model in many 
ways, it may weaken it when (1) bureaucratic costs increase because company-owned 
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suppliers lack the incentive to reduce operating costs and (2) changing technology or 
uncertain demand reduces a company’s ability to change its business model to protect 
its competitive advantage. It is clear that strategic managers have to carefully assess the 
advantages and disadvantages of expanding the boundaries of their company by en- 
tering adjacent industries, either backward (upstream) or forward (downstream), in 
the value-added chain. While the decision to enter a new industry to make crucial 
component parts might have been profitable in the past, it might make no economic 
sense today, when many low-cost global component parts suppliers can compete for a 
company’s business. The risks and returns on investing in vertical integration have to 
be continually evaluated, and companies should be as willing to vertically disintegrate 
as vertically integrate to strengthen their core business model. Finally, it is worth not- 
ing that taper vertical integration rather than full vertical integration may decrease 
bureaucratic costs because it creates an incentive for in-house suppliers to reduce op- 
erating costs. There are other ways of achieving this, however, as we discuss next. 


Alternatives to Vertical Integration: Cooperative Relationships 


Is it possible to obtain the differentiation and cost-savings advantages associated with 
vertical integration without having to bear the problems and costs associated with 
this strategy? In other words, is there another corporate-level strategy that managers 
can use to obtain the advantages of vertical integration while allowing other compa- 
nies to perform upstream and downstream activities? Today, many companies have 
found that they can realize many of the benefits associated with vertical integration 
by entering into long-term cooperative relationships with companies in industries 
along the value-added chain. Strategic alliances, discussed in Chapter 8, are long- 
term agreements between two or more companies to jointly develop new products 
that benefit all companies concerned. The advantages of strategic alliances can be 
clarified by contrasting them with the benefits obtained if a company decides to 
enter into short-term contracts with other companies. 


e Short-Term Many companies use short-term contracts, which last for a year or less, to establish 
Contracts and _ the prices and conditions under which they will purchase raw materials or compo- 
Competitive Bidding nents from suppliers or sell their final products to distributors. A classic example is 
the carmaker that uses a competitive bidding strategy in which independent compo- 
nent suppliers compete to be the company that will be chosen to supply a particular 
part, made to agreed-upon specifications, at the lowest price. For example, GM typi- 
cally solicits bids from global suppliers to produce a particular component and 
awards a one-year contract to the supplier submitting the lowest bid. At the end of 
the year, the contract is put out for competitive bid again. There is no guarantee that 

the company that wins the contract one year will hold on to it the next. 

The advantage of this strategy for GM is that it forces suppliers to compete over 
price, which drives the cost of its inputs down. However, GM has no long-term com- 
mitment to individual suppliers, and it drives a hard bargain. For this reason, prospec- 
tive suppliers will likely be unwilling to make the expensive investment in specialized 
assets that are needed to produce higher-quality or better-designed component parts. 
In addition, they will be reluctant to agree to tight scheduling because that would allow 
GM to obtain the benefits from a just-in-time inventory system but would increase the 
suppliers’ operating costs and so reduce their profitability. With no guarantee it will re- 
tain GM’s business, the supplier may refuse to invest in specialized assets; thus, to real- 
ize differentiation and cost gains, GM will have to vertically integrate backward. 
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In other words, the strategy of short-term contracting and competitive bidding, 
because it signals a company’s lack of long-term commitment to its suppliers, will make 
it difficult or impossible for that company to realize the gains associated with vertical 
integration. Of course, this is not a problem when there is minimal need for close co- 
operation and no need to invest in specialized assets to improve scheduling or prod- 
uct quality. In such cases, competitive bidding may be optimal. However, when this 
need is significant, a competitive bidding strategy can be a serious drawback. 

In the past, GM did place itself at a competitive disadvantage when it used a com- 
petitive bidding approach to negotiate with its suppliers. In 1992, the company in- 
structed its parts suppliers to cut their prices by 10%, regardless of prior pricing 
agreements. In effect, GM tore up existing contracts and threatened to stop doing 
business with suppliers that did not agree to the price reduction. Although its action 
gave it a short-term benefit from lower costs, in the longer term, the loss of trust and 
the hostility created between the company and its suppliers resulted in problems for 
GM. According to press reports, several suppliers claimed that they reduced the R&D 
spending necessary to design GM parts in the future, a form of specialized invest- 
ment. They also indicated that they would first impart their new design knowledge to 
Chrysler (now DaimlerChrysler) and Ford, which both focused on forging coopera- 
tive long-term relationships with their suppliers.!° 


As opposed to short-term contracts, strategic alliances are long-term cooperative 
relationships between two or more companies who agree to commit resources to de- 
velop new products. Typically, one company agrees to supply the other, and the other 
company agrees to continue purchasing from that supplier; both make a commitment 
to jointly seek ways to lower costs or increase input quality. A strategic alliance, by cre- 
ating a stable long-term relationship, becomes a substitute for vertical integration; it 
allows both companies to share in the same kinds of benefits that result from vertical 
integration but avoids the problems linked with having to manage a company lo- 
cated in an adjacent industry in the value-added chain, such as lack of incentives or 
changing technology. 

Consider the cooperative relationships, which often go back decades, that many 
Japanese carmakers have with their components suppliers (the keiretsu system), which 
exemplifies successful long-term contracting. Together, carmakers and suppliers work 
out ways to increase the value added—for example, by implementing just-in-time in- 
ventory systems or cooperating on component-parts designs to improve quality and 
lower assembly costs. As part of this process, the suppliers make substantial investments 
in specialized assets to better serve the needs of a particular carmaker. Any cost savings 
that result are shared by carmakers and suppliers. Thus, Japanese carmakers have been 
able to capture many of the benefits of vertical integration without having to enter and 
own companies in new industries. Similarly, the component suppliers also benefit be- 
cause their business and profitability grow as the companies they supply grow.!© 

In contrast to their Japanese counterparts, U.S. carmakers have historically pursued 
vertical integration.'” According to several studies, the result is that the ever increasing 
cost of managing scores or even hundreds of companies in different industries has put 
GM and Ford at a significant cost disadvantage relative to their Japanese competitors.!® 
Moreover, even when U.S. auto companies decided not to integrate vertically, they 
tended to use their powerful position to pursue an aggressive competitive bidding 
strategy, playing off component suppliers against each other.!? This mindset now seems 
to be changing. For details on how DaimlerChrysler has attempted to build long-term 
cooperative relationships with suppliers, see Strategy in Action 9.3. 
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DaimlerChrysler's U.S. Keiretsu 


For most of its history, Chrysler (now DaimlerChrysler) 
managed suppliers through a competitive bidding process: 
suppliers were selected on the basis of their ability to sup- 
ply components at the lowest possible cost to Chrysler. A 
supplier’s track record on performance and quality was 
relatively unimportant in this process. Contracts were 
renegotiated every two years, with little or no commit- 
ment from Chrysler to continuing to do business with a 
particular supplier. As a result, the typical relationship 
between Chrysler and its suppliers was characterized by 
mutual distrust, suspicion, and reluctance on the part of 
suppliers to invest too much in their relationship with 
Chrysler. 

Since the early 1990s, Chrysler has systematically re- 
organized its dealings with suppliers in an attempt to 
build stable long-term relationships. The aim of this new 
approach has been to try to get suppliers to help Chrysler 
develop new products and improve its production 
processes. To encourage suppliers to cooperate and make 
investments specific to Chrysler’s needs, the company has 
moved away from its old adversarial approach. The aver- 
age contract with suppliers has been lengthened from two 
years to over four and a half years. Furthermore, Chrysler 
has given 90% of its suppliers commitments that business 
will be extended for at least the life of a model, if not be- 
yond. The company has also committed itself to sharing 
with suppliers the benefits of any process improvements 
they might suggest. The basic thinking behind offering 
suppliers such credible commitments is to align incen- 
tives between Chrysler and its suppliers to create a sense 
of shared destiny and to encourage mutual cooperation 
to increase the size of the financial pie that they will share 
in the future. 

By 1996, the fruits of this new approach were begin- 
ning to appear. By involving suppliers early in product 
development and giving them greater responsibility for 
design and manufacturing, DaimlerChrysler was able to 
compress its product development cycle and substan- 
tially reduce the costs of the product development ef- 
fort. DaimlerChrysler’s U.S. division reduced the time it 
took to develop a new vehicle from 234 weeks during 
the mid-1980s to about 160 weeks by 1996. The total 


cost of developing a new vehicle also dropped by 20 to 
40%, depending on the model. With development costs 
in the automobile industry running at between $1 and 
$2 billion, that translates into a huge financial savings. 
Many of these savings were the direct result of engineer- 
ing improvements suggested by suppliers or improved 
coordination between the company and suppliers in the 
design process. To facilitate this process, the number of 
resident engineers from suppliers who work side by side 
with DaimlerChrysler engineers in cross-company design 
teams increased from thirty in 1989 to more than 300 by 
1996. 

In 1990, Chrysler began implementing a program 
known internally as the supplier cost reduction effort 
(SCORE), which focuses on cooperation between Daimler- 
Chrysler and suppliers to identify opportunities for 
process improvements. In its first two years of operation, 
SCORE generated 875 ideas from suppliers that were 
worth $170.8 million in annual savings to suppliers. In 
1994, suppliers submitted 3,786 ideas that produced $504 
million in annual savings. By December 1995, Chrysler had 
implemented 5,300 ideas that have generated more than 
$1.7 billion in annual savings. One supplier alone, Magna 
International, submitted 214 proposals; Chrysler adopted 
129 of them for a total cost savings of $75.5 million. Many 
of the ideas themselves have a relatively small financial 
impact; for example, a Magna suggestion to change the 
type of decorative wood grain used on minivans saved 
$0.5 million per year. But the cumulative impact of thou- 
sands of such ideas has had a significant impact on Daimler- 
Chrysler’s bottom line. 

DaimlerChrysler has continued to pursue this ap- 
proach aggressively, so much so that in 2004, it an- 
nounced that its long-term goal was for its suppliers to 
take over a much higher percentage of actual car produc- 
tion—which includes making the car body and assem- 
bling most of its major components. Chrysler believes 
that this will give suppliers greater motivation than its 
own car divisions to control quality and reduce costs. 
Thus, it has a radical long-term business model: it wants 
to be a car designer and not a carmaker. The cars that 
come off the assembly line may have Chrysler’s name on 
them, but it will have only designed them, not built 
them.4 
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The interesting question raised by the preceding discussion is: How does a company 
create a stable long-term strategic alliance with another company given the fear of 
holdup and the possibility of being cheated, which arise when one company makes 
an investment in specialized assets to trade with another? How have companies like 
Toyota managed to develop such enduring relationships with their suppliers? 

Companies can take several steps to ensure the success of a long-term cooperative 
relationship and to lessen the chance that one company will renege on its agreement 
and try to cheat the other. One of those steps is for the company that makes the invest- 
ment in specialized assets to demand a hostage from its partner. Another is to establish 
a credible commitment on both sides to build a trusting long-term relationship.”° 


HOSTAGE TAKING Hostage taking is essentially a means of guaranteeing that a partner 
will keep its side of the bargain. The cooperative relationship between Boeing and 
Northrop illustrates this type of situation. Northrop is a major subcontractor for 
Boeing’s commercial airline division, providing many components for the 747 and 
767 aircraft. To serve Boeing’s special needs, Northrop has had to make substantial 
investments in specialized assets. In theory, because of the sunk costs associated with 
such investments, Northrop is dependent on Boeing, and Boeing is in a position to 
renege on previous agreements and use the threat to switch orders to other suppliers 
as a way of driving down prices. In practice, however, Boeing is highly unlikely to do 
this because it is a major supplier to Northrop’s defense division and provides many 
parts for the Stealth bomber. Boeing also has had to make substantial investments in 
specialized assets to serve Northrop’s needs. Thus, the companies are mutually de- 
pendent. Boeing is unlikely to renege on any pricing agreements with Northrop be- 
cause it knows that Northrop could respond in kind. Each company holds a 
hostage—the specialized investment the other has made—as insurance against any 
attempt by the other company to renege on its prior pricing agreements. 


CREDIBLE COMMITMENTS A credible commitment is a believable promise or pledge 
to support the development of a long-term relationship between companies. To un- 
derstand the concept of credibility in this context, consider the following relationship 
between General Electric and IBM. GE is one of the major suppliers of advanced 
semiconductor chips to IBM, and many of the chips are customized to IBM’s require- 
ments. To meet IBM’s specific needs, GE has had to make substantial investments in 
specialized assets that have little other value. As a consequence, GE is dependent on 
IBM and faces a risk that IBM will take advantage of this dependence to demand 
lower prices. In theory, IBM could back up its demand by threatening to switch its 
business to another supplier. However, GE reduced this risk by having IBM enter into 
a contractual agreement that committed IBM to purchase chips from GE for a ten- 
year period. In addition, IBM agreed to share the costs of the specialized assets 
needed to develop the customized chips, thereby reducing GE’s investment. Thus, by 
publicly committing itself to a long-term contract and putting some money into the 
chip development process, IBM essentially made a credible commitment to continue 
purchasing those chips from GE. 


MAINTAINING MARKET DISCIPLINE Just as a company pursuing vertical integration 
faces the problem that its in-house suppliers might become lazy and inefficient, so a 
company that forms a strategic alliance with another to make its components runs 
the risk that the other company’s costs will rise as it becomes progressively more lax 
or inefficient over time. This happens because the supplier knows it does not have to 


CHAPTER9 Corporate-Level Strategy: Horizontal Integration, Vertical Integration, and Strategic Outsourcing 


compete with other suppliers for the company’s business. Consequently, a company 
seeking to form a long-term strategic alliance needs to possess some kind of power 
that it can use to discipline its partner should the need arise. 

The company holds two strong cards over its supplier. First, even long-term con- 
tracts are periodically renegotiated, generally every four to five years, so the supplier 
knows that if it fails to live up to its commitments, the company may refuse to renew 
the contract. Second, some companies engaged in long-term relationships with sup- 
pliers use a parallel sourcing policy—that is, they enter into a long-term contract 
with two suppliers for the same part (as is the practice at Toyota, for example).?! This 
arrangement gives the company a hedge against an uncooperative supplier because it 
knows that if it fails to comply with the agreement, the company can switch all its 
business to the other supplier. This threat rarely needs to be actualized because the 
mere fact that the company and its suppliers know that parallel sourcing is being 
used and that a supplier can be replaced at short notice injects an element of market 
discipline into their relationship. 

The growing importance of just-in-time inventory systems as a way to reduce 
costs and enhance quality—and thus differentiation—is increasing the pressure on 
companies to form strategic alliances in a wide range of industries. The number of 
strategic alliances, especially global strategic alliances, formed each year is increasing, 
and the popularity of vertical integration may be falling because so many low-cost 
global suppliers now exist in countries like Malaysia, Korea, and China. 


Strategic Outsourcing 


Vertical integration and strategic alliances are alternative ways of managing the value 
chain across industries to strengthen a company’s core business model. However, just 
as low-cost suppliers of component parts exist, so today many specialized companies 
exist that can perform one of a company’s own value-chain activities in a way that 
contributes to a company’s differentiation advantage or that lowers its cost structure. 

Strategic outsourcing is the decision to allow one or more of a company’s value- 
chain activities or functions to be performed by independent specialist companies 
that focus all their skills and knowledge on just one kind of activity. The activity to be 
outsourced may encompass an entire function, such as the manufacturing function, 
or it may be just one kind of activity that a function performs. For example, many 
companies outsource the management of their pension systems while keeping other 
HRM activities within the company. When a company chooses to outsource a value- 
chain activity, it is choosing to focus on fewer value creation activities to strengthen 
its business model. 

Many companies have started to outsource activities that managers regard as 
noncore or nonstrategic, meaning they are not a source of a company’s distinctive 
competencies and competitive advantage.*” One survey found that some 54% of the 
companies polled had outsourced manufacturing processes or services in the past 
three years.*? Another survey estimates that some 56% of all global product manu- 
facturing is outsourced to manufacturing specialists.*4 Companies that outsource in- 
clude Nike, which does not make its athletic shoes, and The Gap, which does not 
make its jeans and clothing; these products are made under contract at low-cost 
global locations. Similarly, many high-technology companies outsource much of 
their manufacturing activity to contract manufacturers that specialize in low-cost as- 
sembly. Cisco, the leader in the Internet router and switch business, does not actually 
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manufacture routers and switches; rather, they are made by contract manufacturers 
such as Flextronics and Jabil Circuit. 

While manufacturing is probably the most popular form of strategic outsourc- 
ing, as we noted earlier, many other kinds of noncore activities are also outsourced. 
Microsoft has long outsourced its entire customer technical support operation to an 
independent company, as does Dell. Both companies have extensive customer sup- 
port operations in India that are staffed by skilled operatives who are paid a fraction 
of what their U.S. counterparts earn. BP Amoco outsourced almost all of its human 
resources function to Exult, a San Antonio company, in a five-year deal worth $600 
million, and a few years later, Exult won a ten-year $1.1 billion contract to handle 
HRM activities for all Bank of America’s 150,000 employees. Similarly, American Ex- 
press outsourced its entire IT function to IBM in a seven-year deal worth $4 billion 
in 2002. The IT outsourcing market in North America was worth over $200 billion by 
2006.° In 2006, IBM announced that it was outsourcing its purchasing function to 
an Indian company to save $2 billion a year.”° 

Companies engage in strategic outsourcing to strengthen their business models 
and increase their profitability. The process of strategic outsourcing typically begins 
with strategic managers identifying the value-chain activities that form the basis of a 
company’s competitive advantage; these are obviously kept within the company to 
protect them from competitors. Managers then systematically review the noncore 
functions to assess whether they can be performed more effectively and efficiently by 
independent companies that specialize in those activities. Because these companies 
specialize in a particular activity, they can perform it in ways that lower costs or im- 
prove differentiation. If managers decide there are differentiation or cost advantages, 
these activities are outsourced to those specialists. 

One possible outcome of this process is illustrated in Figure 9.4, which shows the 
primary value-chain activities and boundaries of a company before and after it has 
pursued strategic outsourcing. In this example, the company decided to outsource its 
production and customer service functions to specialist companies, leaving just R&D 
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and marketing and sales within the company. Once outsourcing has been executed, 
the relationships between the company and its specialists are then often structured as 
long-term contractual relationships, with rich information sharing between the 
company and the specialist organization to which it has contracted the activity. The 
term virtual corporation has been coined to describe companies that have pursued 
extensive strategic outsourcing.”” 


e Benefits of Strategic outsourcing has several advantages. It can help a company to (1) lower its 
Outsourcing cost structure, (2) increase product differentiation,”® and (3) focus on the distinctive 
competencies that are vital to its long-term competitive advantage and profitability. 


LoweER CosT STRUCTURE Outsourcing reduces costs when the price that must be 
paid to a specialist company to perform a particular value-chain activity is less 
than what it would cost the company to perform that activity itself, that is, inter- 
nally. Specialists are often able to perform an activity at a lower cost than the com- 
pany can because they are able to realize scale economies or other efficiencies not 
available to the company. For example, performing HRM activities, such as manag- 
ing a pay and benefits system, requires a significant investment in sophisticated 
HRM IT, and purchasing this IT represents a considerable fixed cost for one com- 
pany. But by aggregating the HRM IT needs of many individual companies, a com- 
pany that specializes in HRM, such as Exult or Paycheck, can obtain huge 
economies of scale in IT that any single company could not hope to achieve. Some 
of these cost savings are then passed on to client companies in the form of lower 
prices, which reduces their cost structure. A similar dynamic is at work in the con- 
tract manufacturing business. Once again, manufacturing specialists like Solectron, 
Flextronics, and Jabil Circuit make large capital investments to build efficient-scale 
manufacturing facilities, but then they are able to spread those capital costs over a 
huge volume of output and drive down unit costs so that they can make a specific 
product—an Apple iPod or Motorola Krazr, for example, at a lower cost than the 
company can. 

Specialists are also likely to obtain the cost savings associated with learning effects 
much more rapidly than a company that performs an activity just for itself (see 
Chapter 4 for a review of learning effects). For example, because a company like Flex- 
tronics is manufacturing similar products for several different companies, it is able to 
build up cumulative volume more rapidly, and it learns how to manage and operate 
the manufacturing process more efficiently than any of its clients could. This drives 
down the specialists’ cost structure and also allows them to charge client companies a 
lower price for a product than if the client companies made it in-house. 

Specialists are also often able to perform an activity at a lower cost than a specific 
company because they are based in low-cost global locations. Nike, for example, out- 
sources the manufacture of its running shoes to companies based in China because 
of the much lower wage rates in China. The Chinese-based specialist can now assem- 
ble shoes, which is a very labor-intensive activity, at a much lower cost than if Nike 
assembled its shoes in the United States. Although Nike could establish its own oper- 
ations in China to manufacture running shoes, this would require a major capital in- 
vestment and limit its ability to switch production to an even lower-cost location 
later, say, Vietnam. So for Nike and most other consumer goods companies, out- 
sourcing manufacturing activity to both lower costs and obtain the flexibility to 
switch to a more favorable location should labor costs change is the most efficient 
way to handle production. 
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ENHANCED DIFFERENTIATION A company may also be able to differentiate its final 
products better by outsourcing certain noncore activities to specialists. For this to 
occur, the quality of the activity performed by specialists must be greater than if that 
same activity were performed by the company. On the reliability dimension of qual- 
ity, for example, a specialist may be able to achieve a lower error rate in performing 
an activity precisely because it focuses solely on that activity and has developed a 
strong distinctive competency in it. Again, this is one advantage claimed for contract 
manufacturers. Companies like Flextronics have adopted Six Sigma methodologies 
(see Chapter 4) and driven down the defect rate associated with manufacturing a 
product. Thus, they can provide more reliable products to their clients, which can 
now differentiate their products on the basis of their superior quality. 

A company can also improve product differentiation by outsourcing to specialists 
when they stand out on the excellence dimension of quality. For example, the excel- 
lence of Dell’s U.S. customer service is a differentiating factor, and Dell outsources its 
PC repair and maintenance function to specialist companies. A customer who has a 
problem with a product purchased from Dell can get excellent help over the phone, 
and if it turns out that there is a defective part in the computer, a maintenance per- 
son will be dispatched to replace the part within a few days. The excellence of this 
service differentiates Dell and helps to guarantee repeat purchases, which is why HP 
has worked hard to match Dell’s level of service quality. In a similar way, carmakers 
often outsource specific kinds of vehicle component design activities, such as mi- 
crochips or headlights, to specialists that have earned a reputation for design excel- 
lence in this particular activity. 


Focus ON THE CoRE Business A final advantage of strategic outsourcing is that it al- 
lows managers to focus their energies and their company’s resources on performing 
those core activities that have the most potential to create value and competitive ad- 
vantage. In other words, companies can enhance their core competencies and thus 
are able to push out the value creation frontier and create more value for their cus- 
tomers. For example, Cisco remains the dominant competitor in the Internet router 
industry because it has focused on building its competencies in product design, mar- 
keting and sales, and supply-chain management. Companies that focus on the core 
activities essential for competitive advantage in their industry are better able to drive 
down the costs of performing those activities and thus better differentiate their final 
products. 


Although outsourcing noncore activities has many benefits, there are also risks asso- 
ciated with it, risks such as holdup and the possible loss of important information. 
Managers must assess these risks before they decide to outsource a particular activity. 
As we discuss below, however, these risks can be reduced when the appropriate steps 
are taken. 


Hotpup In the context of outsourcing, holdup refers to the risk that a company will 
become too dependent on the specialist provider of an outsourced activity and that 
the specialist will use this fact to raise prices beyond some previously agreed-on rate. 
As with strategic alliances, the risk of holdup can be reduced by outsourcing to sev- 
eral suppliers and pursuing a parallel sourcing policy, as DaimlerChrysler and Cisco 
do. Moreover, when an activity can be performed well by any one of several different 
providers, the threat that a contract will not be renewed in the future is normally suffi- 
cient to keep the chosen provider from exercising bargaining power over the company. 
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For example, although IBM enters into long-term contracts to provide IT services to 
a wide range of companies, it would be highly unlikely to try to raise prices after the 
contract has been signed because it knows full well that such an action would reduce 
its chance of getting the contract renewed in the future. Moreover, the fact that IBM 
has many strong competitors in the IT services business, such as EDS, Accenture, and 
HP, gives it a very strong incentive to deliver significant value to its client and not to 
practice holdup. 


Loss OF INFORMATION A company that is not careful can lose important competitive 
information when it outsources an activity. For example, many computer hardware 
and software companies have outsourced their customer technical support function 
to specialists. Although this makes good sense from a cost and differentiation per- 
spective, it may also mean that a critical point of contact with the customer, and a 
source of important feedback, is lost. Customer complaints can be useful pieces of 
information and valuable input into future product design, but if those complaints 
are not clearly communicated to the company by the specialists performing the tech- 
nical support activity, the company can lose that information. Again, this is not an 
argument against outsourcing. Rather, it is an argument for making sure that there is 
good communication flow between the outsourcing specialist and the company. At 
Dell, for example, a great deal of attention is paid to making sure that the specialist 
responsible for providing technical support and onsite maintenance collects and 
communicates all relevant data regarding product failures and other problems to 
Dell, so that Dell can design better products. 


Summary of Chapter 


1. A corporate strategy should enable a company, or one 5. The disadvantages of vertical integration include in- 


or more of its business units, to perform one or more of 
the value creation functions at a lower cost or in a way 
that allows for differentiation and a premium price. 
Horizontal integration can be understood as a way of 
trying to increase the profitability of a company by (a) 
reducing costs, (b) increasing the value of the com- 
pany’s products through differentiation, (c) replicating 
the business model, (d) managing rivalry within the 
industry to reduce the risk of price warfare, and (e) in- 
creasing bargaining power over suppliers and buyers. 
There are two drawbacks associated with horizontal 
integration: the numerous pitfalls associated with 
mergers and acquisitions, and the fact that the strat- 
egy can bring a company into direct conflict with an- 
titrust authorities. 

. Vertical integration can enable a company to achieve a 
competitive advantage by helping build barriers to 
entry, facilitating investments in specialized assets, 
protecting product quality, and helping to improve 
scheduling between adjacent stages in the value chain. 


creasing bureaucratic costs if a company’s internal or 
in-house supplier becomes inefficient, and a lack of 
flexibility when technology is changing fast or de- 
mand is uncertain. 

Entering into a long-term contract can enable a com- 
pany to realize many of the benefits associated with 
vertical integration without having to bear the same 
level of bureaucratic costs. However, to avoid the risks 
associated with becoming too dependent on its part- 
ner, it needs to seek a credible commitment from its 
partner or establish a mutual hostage-taking situation. 
The strategic outsourcing of noncore value creation 
activities may allow a company to lower its costs, bet- 
ter differentiate its products, and make better use of 
scarce resources, while also enabling it to respond rap- 
idly to changing market conditions. However, strate- 
gic outsourcing may have a detrimental effect if the 
company outsources important value creation activi- 
ties or becomes too dependent on the key suppliers of 
those activities. 
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Ss 
Discussion Questions 


1. Why was it profitable for GM and Ford to integrate 


backward into component-parts manufacturing in 
the past, and why are both companies now trying to 
buy more of their parts from outside suppliers? 


. Under what conditions might horizontal integration be 


inconsistent with the goal of maximizing profitability? 


SMALL-GROUP EXERCISE 

Comparing Vertical Integration Strategies 
Break up into small groups of three to five people, ap- 
point one group member as a spokesperson who will 
communicate your findings to the class, then read the fol- 
lowing description of the activities of Seagate Technologies 
and Quantum Corporation, both of which manufacture 
computer disk drives. On the basis of this description, out- 
line the pros and cons of a vertical integration strategy. 
Which strategy do you think makes most sense in the 
context of the computer disk drive industry? 

Quantum Corporation and Seagate Technologies are 
major producers of disk drives for personal computers 
and workstations. The disk drive industry is character- 
ized by sharp fluctuations in the level of demand, intense 
price competition, rapid technological change, and prod- 
uct life cycles of no more than twelve to eighteen months. 
In recent years, Quantum and Seagate have pursued very 
different vertical integration strategies. 

Seagate is a vertically integrated manufacturer of disk 
drives, both designing and manufacturing the bulk of its 
own disk drives. Quantum specializes in design and out- 
sources most of its manufacturing to a number of inde- 
pendent suppliers, including, most important, Matsushita 
Kotobuki Electronics (MKE) of Japan. Quantum makes 
only its newest and most expensive products in-house. 
Once a new drive is perfected and ready for large-scale 
manufacturing, Quantum turns over manufacturing to 
MKE. MKE and Quantum have cemented their partner- 
ship over eight years. At each stage in designing a new 
product, Quantum’s engineers send the newest drawings 
to a production team at MKE. MKE examines the draw- 
ings and is constantly proposing changes that make new 


. What value creation activities should a company out- 


source to independent suppliers? What are the risks 
involved in outsourcing these activities? 


. What steps would you recommend that a company 


take to build long-term cooperative relationships with 
its suppliers that are mutually beneficial? 


disk drives easier to manufacture. When the product is 
ready for manufacture, eight to ten Quantum engineers 
travel to MKE’s plant in Japan to spend at least a month 
to work on production ramp-up. 


ARTICLE FILE 9 


Find an example of a company whose horizontal or verti- 
cal integration strategy appears to have dissipated rather 
than created value. Identify why this has been the case 
and what the company should do to rectify the situation. 


STRATEGIC MANAGEMENT PROJECT 
Module 9 


This module requires you to assess the horizontal and 
vertical integration strategies pursued by your company. 
With the information you have at your disposal, answer 
the questions and perform the tasks listed: 

1. Has your company ever pursued a horizontal inte- 
gration strategy? What was the strategic reason for 
pursuing this strategy? 

2. How vertically integrated is your company? If your 
company does have vertically integrated operations, 
is it pursuing a strategy of taper or full vertical inte- 
gration? 

3. Assess the potential for your company to create 
value through vertical integration. In reaching your 
assessment, also consider the bureaucratic costs of 
managing vertical integration. 

4. On the basis of your assessment in question 3, do 
you think your company should (a) outsource some 
operations that are currently performed in-house or 
(b) bring some operations in-house that are cur- 
rently outsourced? Justify your recommendations. 
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5. Is your company involved in any long-term coopera- 
tive relationships with suppliers or buyers? If so, how 
are these relationships structured? Do you think that 
these relationships add value to the company? Why? 

6. Is there any potential for your company to enter into 
(additional) long-term cooperative relationships 
with suppliers or buyers? If so, how might these rela- 
tionships be structured? 


ETHICS EXERCISE 


Kelli had been out of college for five months and was des- 
perately in need of a well paying job. She had always ab- 
horred sales, but her mother’s friend owned an insurance 
company and offered to train her as a medical insurance 
salesperson. Kelli knew the earning potential for a job 
like this one was good, and she needed the cash. After 
talking with friends and family, she decided to accept the 
job. 

During her first week of training, Kelli began to see 
things that disturbed her. On Tuesday, she shadowed 
Bob, a salesperson with the company for ten years, as he 
reviewed and sold a policy to a young couple. During the 
discussion with the couple, Bob assured them that the 


Read All About It News Corp. 


Way before television and the Internet, “Read all about it” 
was the cry of street vendors eager to persuade news- 
hungry customers to buy the most recent version of their 
newspaper. Now, TV channels like CNN and Web portals 
like Yahoo! and Google provide almost instantaneous 
news from around the world. “Read the latest” might also 
describe the growth of News Corporation Limited, or 
News Corp., the company headed by controversial CEO 
Rupert Murdoch, who every year for the last several 
decades has engineered some kind of acquisition or di- 
vestiture that has created one of the four largest and most 
powerful entertainment media companies in the world. 
What is the news about News Corp.? What kinds of 
strategies did Murdoch use to create his media empire? 


policy covered severe injuries, various cancers, and other 
serious illnesses. Reading over the policy later, Kelli no- 
ticed that the policy did not cover many common ill- 
nesses—something Bob had neglected to mention to the 
couple. On Wednesday, Kelli shadowed another seasoned 
salesperson, Greta. In this case, Greta sold a policy to an 
elderly man without mentioning that it was not compati- 
ble with Medicare. 

By Friday, Kelli was worried. She asked John, another 
salesperson almost as new as she was, about Bob and 
Greta’s behavior and was told that this was simply how 
things were done. “You'll learn it soon enough, Kelli. The 
name of the game here is sell, sell, sell.” 

Kelli didn’t know what to do. Was her mom’s friend, 
who had been kind enough to give her a job despite inex- 
perience, supportive of these business methods? If not, 
how could she tell her what was going on behind her 
back? If so, how could Kelli quit without making every- 
one angry? 

1. Define the ethical issues presented in this case. 

2. What do you think Kelli should do? 

3. Do you think what Bob and Greta did was unethi- 
cal? Why or why not? 


Rupert Murdoch was born into a newspaper family; 
his father owned and ran the Adelaide News, an Aus- 
tralian regional newspaper, and when his father died in 
1952, Murdoch gained control of the paper. He quickly 
enlarged his customer base by acquiring more Australian 
newspapers. One of these had connections to a major 
British pulp newspaper, the Mirror, a paper similar to the 
National Enquirer, and Murdoch recognized that he had 
an opportunity to copy the Mirror's business model but 
make his paper even more sensational. His business 
model worked, and Murdoch established the Sun as a 
leading British tabloid. 

Murdoch’s growing reputation as an entrepreneur 
showed that he could create a much higher return from 


meee eee eee eee 


PART 3 Strategies 


the assets he controlled (ROIC) than his competitors and 
enabled him to borrow increasing amounts of money 
from investors. With this money, he bought well-known 
newspapers such as the British Sunday Telegraph and then 
his first U.S. newspaper, the San Antonio Express. Pursuing 
his sensational business model further, he launched the 
National Star. His growing profits and reputation allowed 
him to continue to borrow money, and in 1977, he 
bought the New York Post. Four years later, in 1981, he en- 
gineered a new coup when he bought the Times and Sun- 
day Times, Britain’s leading conservative publications—a 
far cry from the Sun tabloid. 

Murdoch’s strategy of horizontal integration through 
merger allowed him to create one of the world’s biggest 
newspaper empires. However, he also realized that indus- 
tries in the entertainment and media sector can be divided 
into those that provide media content, or “software” 
(books, movies, and television programs), and those that 
provide the media channels, or “hardware,” necessary to 
bring software to customers (movie theaters, television 
channels, television cable, and satellite broadcasting). 
Murdoch decided that he could create the most profit 
by becoming involved in both the media software and 
hardware industries—that is, the entire value chain of the 
entertainment and media sector. This strategy of vertical 
integration gave him control over all the different indus- 
tries, joined together like links in a chain that converted 
inputs such as stories into finished products like newspa- 
pers or books. 

In the 1980s, Murdoch began purchasing global 
media companies in both the software and hardware 
stages of the entertainment sector. He also launched new 
ventures of his own. For example, sensing the potential of 
satellite broadcasting, he launched Sky in 1983, the first 
satellite television channel in the United Kingdom. He also 
began a new strategy of horizontal integration by purchas- 
ing companies that owned television stations. He paid 
$1.5 billion for Metromedia, which owned seven stations 
that reached over 20% of U.S. households. He scored an- 
other major coup in 1985 when he bought Twentieth 
Century Fox Movie Studios, a premium content provider. 
Now he had Fox’s huge film library and its creative talents 
to make new films and television programming. 


In 1986, Murdoch decided to create the FOX Broad- 
casting Company and buy or create his own U.S. network 
of FOX affiliates that would show programming devel- 
oped by his own FOX movie studios. After a slow start, 
the FOX network gained popularity with sensational 
shows like The Simpsons, which became FOX’s first block- 
buster program. Then in 1994, FOX purchased the sole 
rights to broadcast all NFL games for over $1 billion, 
thereby shutting out NBC and becoming the fourth net- 
work. The FOX network has never looked back and, with 
Murdoch’s sensational business model, was one of the 
first to create the reality programming that has proved so 
popular in the 2000s. 

Realizing that he could create even more value by 
transmitting his growing media content over new chan- 
nels, Murdoch also began to increase his company’s pres- 
ence in satellite broadcasting. In 1990, Murdoch merged his 
Sky satellite channel with British Satellite Broadcasting to 
form BSkyB, which has since become the leading satellite 
provider in the United Kingdom. Then, in 2003, News 
Corp. announced it would buy DIRECTV, one of the two 
largest satellite TV providers, for $6.6 billion. At the same 
time, News Corp. was also acquiring many other compa- 
nies in both stages of the entertainment value chain to 
strengthen its competitive position in those industries. 

By 2004, Murdoch’s business model, based on strate- 
gies of horizontal and vertical integration, had created a 
global media empire. The company’s profitability has 
ebbed and flowed because of the massive debt needed to 
fund Murdoch’s acquisitions, debt that has frequently 
brought his company near financial ruin. However, banks 
that understand the value of his assets, such as Citibank, 
have provided the money needed to service those debts. 
Meanwhile, News Corp.’s ROIC has been steadily increas- 
ing through the 2000s and it has become the leading 
global media empire.. 


Case Discussion Questions 


1. What kind of corporate-level strategies did News 
Corp. pursue to build its multibusiness model? 


2. What are the advantages and disadvantages associated 
with these strategies? 


Corporate-Level Strategy: 
Formulating and Implementing 
Related and Unrelated 
Diversification 


Tyco's Rough Ride 


Tyco International has experienced success and failure under different CEOs. Its multibusiness 
model was implemented differently by its former CEO Dennis Kozlowski, who took over in 
1992. Tyco’s sales expanded from $3.1 billion in 1992 to $38 billion in 2001, when it earned over 
$5 billion in profit. Much of this growth was driven by acquisitions that Kozlowski orchestrated 
to take Tyco into a diverse range of businesses, including medical supplies, security equipment, 
electronic components, plastics, financial services, and telecommunications. 

Kozlowski’s early success has been attributed to the way he applied a business model based 
on several consistent strategies. First, through its acquisitions, Tyco seeks to attain a critical mass 
in the industries in which it competes. Despite the fact that the company is diversified, Tyco be- 
came one of the largest providers of security systems, basic medical supplies, and electronic 
components in the United States. Indeed, Kozlowski used acquisitions to consolidate frag- 
mented industries and attain economies of scale that give Tyco a cost-based advantage over 
smaller rivals.! 

Second, Tyco sought out companies making basic products that have a strong market share, 
but the companies have been underperforming compared to their competitors—which indi- 
cates there is substantial room for improvement. Once Tyco identified a potential target, Ko- 
zlowski approached the company’s managers to see if they supported the idea of being acquired. 
After its auditors had carefully examined the target’s books and decided the company had po- 
tential, Tyco made a formal bid. When the acquisition had been completed, Tyco worked to find 
ways to improve the performance of the acquired unit. Corporate overhead and the company’s 
work force were slashed, and the old top management team was removed. Unprofitable product 
lines were sold off or closed down, and factories and sales forces were merged with Tyco’s exist- 
ing operations to reduce costs and obtain scale economies. For example, within months of ac- 
quiring AMP (the world’s largest manufacturer of electronic components) for $12 billion in 
1999, Tyco had identified close to $1 billion in cost savings that could be implemented by clos- 
ing unprofitable plants and reducing its work force by 8,000. Once costs were slashed, the new 
management team was then set tough goals and given strong incentives to boost profitability. 
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Throughout most of the 1990s, this business model 
worked well and Tyco’s stock soared, but then in the late 
1990s, things changed. Tyco’s most recent acquisitions 
did not seem to be contributing much to profitability; the 
company was growing, but somehow its performance 
seemed to be flagging. Then, beginning in 1999, analysts 
began to criticize the company’s top managers for using 
inappropriate accounting methods to disguise the fact 
that Tyco’s business model was failing. Critics argued that 
Kozlowski and Tyco’s chief financial officer Mark Swartz 
had started to systematically find ways to inflate the prof- 
itability of its operating units and new acquisitions to 
make Tyco’s performance look better than it actually was. 
They were forced to resign in 2003, and in 2005, these ac- 
cusations were borne out when both men were sentenced 
to prison for grand larceny, securities fraud, falsifying 
business records, and conspiring to defraud Tyco of 
hundreds of millions of dollars to fund lavish lifestyles. 

Tyco was a ship adrift in the early 2000s; it seemed that 
there was no longer a rationale for keeping its empire to- 
gether, its business model was a failure, and its stock price 
plummeted. The company’s stock traded with a so-called 


diversification discount because investors found it impos- 
sible to evaluate the profitability of its individual business 
units. So, its new CEO, Edward Breen, decided that the best 
way to increase value to shareholders was to reverse the 
business model that been developed by Kozlowski.’ 

In 2006, Breen announced that he had decided to pur- 
sue a new, nondiversified business model. The company’s 
four business units would be split into three separate com- 
panies, each of which would be headed by its own inde- 
pendent top management team. Tyco’s electronics and 
health care units would be spun off in tax-free transactions, 
and Breen would continue to run its remaining operations, 
including its well-known ADT home alarm systems and 
security equipment, fire protection, and pump-and-valve 
businesses. Breen believes that the managers of each inde- 
pendent company will be better positioned to develop the 
most successful business model for their industry, and that 
the returns they will eventually generate will exceed those 
provided by Tyco’s old multibusiness model, which by the 
end of Kozlowski’s reign had simply resulted in growth 
without increased profitability. The spinoff is expected to 
take place in 2007. 


Tyco’s current CEO Edward Breen has decided that the different businesses Tyco owns 
will be able to create more value if they are split into three separate companies, each of 


which will be managed by its own top management team. Breen believes that each of 
the new companies will then be better positioned in their respective industries to 
maintain and grow market share and improve their profit margins. Breen has developed 
a multibusiness model that will allow each company to pursue its own, industry-specific 
business model and thus allow it to gain a better position vis-a-vis industry competitors. 
As we discuss later, Breen has decided to abandon Tyco’s corporate-level strategy of unre- 
lated diversification and “de-diversify” to increase the profitability of each company and 
thus increase returns to shareholders. 

In this chapter, we continue our discussion of how companies can utilize their dis- 
tinctive competencies, and the business models that are based on them, by formulat- 
ing and implementing new corporate-level strategies to grow their profits and free 
cash flow. Companies cannot stand still; they must continually search for ways to use 
their capital more efficiently and effectively. In a competitive environment, resources 
such as capital move to their most highly valued use, which means investors place 
their capital in the companies that are expected to be the most profitable in the future. 
If a company’s managers do not strive continuously to build its distinctive competen- 
cies and competitive advantage, they will ultimately lose out to those companies that 
have found new ways to pursue their business models successfully over time. 


CHAPTER 10 Corporate-Level Strategy: Formulating and Implementing Related and Unrelated Diversification 


This chapter discusses the corporate-level strategy of diversification, which is a 
company’s decision to enter one or more new industries to take advantage of its exist- 
ing distinctive competencies and business model. We discuss two different types of 
diversification, related diversification and unrelated diversification, and we examine the 
different kinds of distinctive competencies and multibusiness models on which they 
are based. Then we look at three different methods or strategies that companies can use 
to implement a diversification strategy: internal new ventures, acquisitions, and joint 
ventures. By the end of this chapter, you will understand the pros and cons associated 
with the decision to diversify and enter new markets and industries and the different 
methods companies can choose from to implement a diversification strategy. 


Expanding Beyond a Single Industry 


The role of managers in corporate-level strategy is to identify which markets or indus- 
tries a company should compete in to maximize its long-run profitability. As we dis- 
cussed in Chapter 9, for many companies, profitable growth and expansion often entail 
concentrating on a single market or industry. For example, McDonald’s focuses on 
the global fast-food restaurant business and Wal-Mart focuses on global discount 
retailing. Companies that stay in one industry pursue horizontal integration and 
strategic outsourcing to strengthen their business models, expand their business, and 
increase their profitability. Even though vertical integration leads a company to enter 
industries at adjacent stages of the value chain, the intent is still to strengthen its core 
business model. 

As a result of these strategies, a company’s fortunes are tied closely to the prof- 
itability of its original industry—and this can be dangerous if that industry goes into 
decline. Moreover, as an industry matures, the opportunities to grow profits often 
fall. So companies that concentrate on just one industry may miss opportunities to 
increase their profitability by leveraging their distinctive competencies to make and 
sell products in new industries. There is compelling evidence to suggest that compa- 
nies that rest on their laurels, do not engage in constant learning, and do not force 
themselves to stretch can lose out to agile new competitors that come along with su- 
perior business models.* For these reasons, many argue that companies must lever- 
age, that is, find new ways to take advantage of their distinctive competencies and 
core business model in new markets and industries. 


eACompanyas Gary Hamel and C. K. Prahalad have developed a model that can help managers as- 
a Portfolio of | sess how and when they should expand beyond their current market or industry. 
Distinctive According to these authors, a fruitful approach to identifying new product market 
Competencies opportunities is to think of a company not as a portfolio of products but as a portfo- 
lio of distinctive competencies, and then consider how those competencies might be 

leveraged, that is, used to create more value and profit in new industries.° 
Recall from Chapter 3 that a distinctive competency is a company-specific resource 
or capability that gives a company a competitive advantage. Hamel and Prahalad argue 
that when managers want to identify a profitable opportunity for diversification, they 
must first define and classify the company’s current set of distinctive competencies. 
Then they can use a matrix like the one illustrated in Figure 10.1 to establish an 
agenda for entering new markets or industries. This matrix distinguishes between 
existing competencies and new ones that would have to be developed to allow a com- 
pany to compete in a new industry. It also distinguishes between the existing industries 
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FIGURE 10.1 


Matrix for Establishing 
a Competency Agenda 


Source: Reprinted by permission 
of Harvard Business School 
Publishing. From Competing for 
the Future: Breakthrough 
Strategies for Seizing Control of 
Your Industry and Creating the 
Markets of Tomorrow by Gary 
Hamel and C. K. Prahalad, 
Boston, MA. Copyright (c) 1994 
by Gary Hamel and C. K. Prahalad. 
All rights reserved. 
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in which a company operates and the new industries in which it might operate in the 
future. Each quadrant in the matrix has different strategic implications. 


FILL IN THE BLANKS The lower left quadrant of Figure 10.1 represents the company’s ex- 
isting portfolio of competencies and products. The term fill in the blanks refers to the 
opportunity to improve a company’s competitive position in its existing industries by 
sharing its current competencies between divisions. In the 1980s, for example, Canon 
had distinctive competencies in precision mechanics and fine optics and used them to 
produce mechanical cameras. Then, it used its competencies in precision mechanics and 
fine optics, plus an additional competency it had developed in microelectronics, to enter 
the photocopier industry, so it now competed in two industries: cameras and photo- 
copiers. In the 1990s, Canon realized it could also strengthen its camera business by 
giving it the microelectronics skills it had developed in its copier business. Thus, Cannon 
was able to make advanced cameras with electronic features such as autofocusing. 


PREMIER Plus 10 The upper left quadrant in Figure 10.1 is referred to as premier plus 
10. The term is used to suggest another important question: What new distinctive 
competencies must be developed now to ensure that a company remains a premier 
provider of its existing products in ten years’ time? To strengthen the business model of 
its copier business, Canon decided that it needed to build a new competency in digital 
electronic imaging (the ability to capture and store images in a digital format as op- 
posed to the more traditional chemical-based photographic processes). By developing 
this new competency, Canon was able to protect its competitive advantage and make 
advanced products like laser copiers, color copiers, and digital cameras. 


WnuiTE Spaces The lower right quadrant of Figure 10.1 is referred to as white spaces 
because the issue that managers must address is how the company can fill “white 
spaces,” that is, opportunities to creatively redeploy or recombine its current distinc- 
tive competencies to produce new products in new industries. Canon was able to re- 
combine its established competencies in precision mechanics and fine optics and its 
recently acquired competency in digital imaging to produce fax machines and laser 
printers, thereby entering the fax and printer industries. In other words, it leveraged 
its distinctive competencies to take advantage of opportunities in other industries 
and create valuable new products. 
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MEGA-OPPORTUNITIES Opportunities represented by the upper right quadrant of 
Figure 10.1 do not overlap with the company’s current industries or its current com- 
petencies. Rather, they imply entry into new industries where the company currently 
has none of the competencies required to succeed. Nevertheless, a company may 
choose to pursue such opportunities if they are particularly attractive, significant, or 
relevant to its existing product market activities. For example, in 1979, Monsanto was 
primarily a manufacturer of chemicals, including fertilizers. However, the company 
saw enormous opportunities in the emerging biotechnology industry, and the com- 
pany embarked on a massive investment program to build a world-class competence 
in biotechnology. This investment, funded by cash flows generated from Monsanto’s 
operations in the chemical industry, paid off in the 1990s, when Monsanto intro- 
duced a series of genetically engineered crop seeds that were resistant to many com- 
mon pests. Roundup®, a Monsanto herbicide that can be used to kill weeds but that 
will not kill its genetically engineered plants, became the industry leader.° 

A focus on using or recombining existing competencies or building new compe- 
tencies to enter new industries helps managers think strategically about how industry 
boundaries might change over time and how this will affect their current business 
models. By helping managers think about how to transfer and leverage competencies 
across industries, Prahalad and Hamel’s model can help managers avoid the strategic 
mistake of entering new markets where their business model will fail to give them a 
competitive advantage, which has happened to many companies, such as Coca-Cola 
and Sears, discussed in the last chapter. 


Increasing Profitability Through Diversification 


Diversification is the process of entering new industries, distinct from a company’s 
core or original industry, to make new kinds of products that can be sold profitably 
to customers in these new markets. A multibusiness model based on diversification 
focuses on finding ways to use the company’s distinctive competencies to make prod- 
ucts that are highly valued by customers in the new industries it has entered. A diver- 
sified company is one that makes and sells products in two or more industries. In 
each industry a company enters, it establishes an operating division or business unit, 
which is essentially a self-contained company that makes and sells products for its 
particular market. As with the other corporate strategies, to increase profitability, a 
diversification strategy should enable the company or its individual business units to 
perform one or more of the value chain functions (1) at a lower cost, (2) in a way that 
allows for differentiation and gives the company pricing options, or (3) in a way that 
helps the company to manage industry rivalry better. 

The managers of most companies first consider diversification when they are gen- 
erating free cash flow, that is, cash in excess of that required to fund investments in the 
company’s existing industry and to meet any debt commitments.’ In other words, free 
cash flow is cash in excess of that which can be profitably reinvested in an existing busi- 
ness (cash is simply capital by another name). When a company is generating free cash 
flow, managers must decide whether to return that capital to shareholders in the form 
of higher dividend payouts or invest it in diversification. Technically, any free cash flow 
belongs to the company’s owners—its shareholders. For diversification to make sense, 
the return on investing free cash flow to pursue diversification opportunities, that is, 
the return on invested capital (ROIC), must exceed the return that stockholders can get 
by investing that capital in a diversified portfolio of stocks and bonds. If this were not 
the case, it would be in the best interests of shareholders for the company to return any 
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Competencies at 
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excess cash to them through higher dividends rather than pursue a diversification strat- 
egy. Thus, a diversification strategy is not consistent with maximizing returns to share- 
holders unless the multibusiness model that managers use to justify entry into a new 
industry will significantly increase the value that a company can create. 

Six main justifications for pursuing a multibusiness model based on diversification 
can be identified. Diversification can increase company profitability when managers 
(1) transfer competencies between business units in different industries, (2) leverage 
competencies to create business units in new industries, (3) share resources between 
business units to realize economies of scope, (4) use product bundling, (5) use diversi- 
fication to reduce rivalry in one or more industries, and (6) utilize general organiza- 
tional competencies that increase the performance of all the company’s business units. 


Transferring competencies involves taking a distinctive competency developed by a 
business unit in one industry and implanting it in a business unit operating in an- 
other industry. The second business unit is often one the company has acquired. 
Companies that base their diversification strategy on transferring competencies be- 
lieve that they can use one or more of their distinctive competencies in a value chain 
activity—for example, manufacturing, marketing, materials management, and re- 
search and development (R&D)—to significantly strengthen the business model of 
the acquired business unit or company. For example, over time, Philip Morris devel- 
oped distinctive competencies in product development, consumer marketing, and 
brand positioning that had made it a leader in the tobacco industry. Sensing a prof- 
itable opportunity, it acquired Miller Brewing, which at the time was a relatively 
small player in the brewing industry. Then, to create valuable new products in Miller, 
Philip Morris transferred some of its best marketing experts to Miller, where they ap- 
plied the skills acquired at Philip Morris to turn around Miller’s lackluster brewing 
business (see Figure 10.2). The result was the creation of Miller Light, the first light 
beer, and a marketing campaign that helped to push Miller from the number 6 to the 
number 2 company in the brewing industry in terms of market share. 

Companies that base their diversification strategy on transferring competencies 
tend to acquire new businesses related to their existing business activities because of 
commonalities between one or more of their value chain functions. A commonality is 
some kind of attribute that, when it is shared or used by two or more business units, 
will allow them to operate more effectively and efficiently and create more value. 
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For example, Miller Brewing was related to Philip Morris’s tobacco business because 
it was possible to create important marketing commonalities; both beer and tobacco are 
mass-market consumer goods where brand positioning, advertising, and product devel- 
opment skills are crucial to a new product’s success. In general, such competency trans- 
fers can increase profitability when they either (1) lower the cost structure of one or more 
of a diversified company’s business units or (2) enable one or more of its business units 
to better differentiate their products. Both also give that business unit pricing options. 

For such a strategy to work, the competencies being transferred must involve 
value chain activities that will become the source of a specific business unit’s compet- 
itive advantage in the future. In other words, the distinctive competency being trans- 
ferred must have real strategic value. All too often, however, companies assume that 
any commonality between their value chains is sufficient for creating value. When 
they attempt to transfer competencies, they find that the anticipated benefits are not 
forthcoming because the different business units did not share some important at- 
tribute in common. General Motors’ acquisition of Hughes Aircraft, made simply be- 
cause cars and carmaking were “going electronic” and Hughes was an electronics 
company, demonstrates the folly of overestimating the commonalities among busi- 
nesses. The acquisition failed to realize any of the anticipated gains for GM, whose 
competitive position did not improve, and GM subsequently sold Hughes Aircraft. 


e Leveraging Leveraging competencies involves taking a distinctive competency developed by a 
Competencies _ business unit in one industry and using it to create a new business unit in a different 
industry. Once again, the multibusiness model is based on the premise that the set of 
distinctive competencies that are the source of competitive advantage in one industry 
might be applied to create a differentiation- or cost-based competitive advantage for 
a new business unit in a different industry. For example, Canon used its distinctive 
competencies in precision mechanics, fine optics, and electronic imaging to produce 
laser printers, which was a new business in a new industry for Canon. Its competitive 
advantage in laser printers came from the fact that its competencies enabled it to pro- 
duce high-quality (differentiated) printers that could be manufactured at a low cost. 

The difference between leveraging competencies and transferring competencies is 
that, in the case of leveraging competencies, an entirely new business unit is being 
created, whereas transferring competencies involves a transfer between existing busi- 
ness units. This difference is important because each is based on a different multi- 
business model. Companies that leverage competencies to establish new businesses 
tend to be technology-based companies that use their R&D competencies to create 
new business opportunities and units in diverse industries. In contrast, companies 
that transfer competencies are often industry leaders that enter new industries by ac- 
quiring established businesses. They then transfer their strong set of competencies to 
the acquired businesses to increase their competitive advantage and profitability, as 
Philip Morris did with Miller Brewing. 

A number of companies have based their diversification strategy on leveraging 
competencies and using them to create new business units in different industries. 
Microsoft leveraged its skills in software development and marketing to create two 
business units in new industries: its online network MSN and its Xbox videogame 
units. Microsoft’s managers believed this diversification strategy was in the best in- 
terests of shareholders because the company’s competencies would enable it to attain 
a competitive advantage in the online and videogame industries. In fact, the results of 
this strategy have been mixed. In 2003, when Microsoft first broke its profits down by 
business unit, it turned out that the software business was generating almost all the 
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profit and most other business units were generating a loss. However, things have im- 
proved somewhat because its new Xbox 360 has captured more market share from 
Sony and its MSN network is breaking even. Nevertheless, realizing that entry into 
new industries is not a way it can easily increase returns to shareholders, Microsoft 
decided to give back over $30 billion, or half its $60 billion cash hoard, to sharehold- 
ers in the form of a dividend in 2004 and has declared more dividends since. 

A company that is famous for its ability to leverage competencies to create new 
businesses in diverse industries is 3M; it leveraged its skills in adhesives to create 
many new products in new industries (see Strategy in Action 10.1). From a humble 


Strategy in Action 


Diversification at 3M: Leveraging 
Technology 


3M is a 100-year-old industrial colossus that in 2005, 
generated over $21 billion in revenues and $3 billion in 
net income from a portfolio of more than 50,000 individ- 
ual products, ranging from sandpaper and sticky tape to 
medical devices, office supplies, and electronic compo- 
nents. The company has consistently created new busi- 
nesses by leveraging its scientific knowledge to find new 
applications for its proprietary technology. Today, the 
company is composed of fifty-six different business units 
grouped into six major sectors: Consumer and Office; 
Display and Graphics; Electro and Communications; 
Health Care; Industrial and Transportation; and Safety, 
Security and Protection Services. The company has con- 
sistently generated 30% of sales from products intro- 
duced within the prior five years and currently operates 
with the goal to produce 40% of revenues from products 
introduced within the previous four years. 

The process of leveraging technology to create new 
businesses at 3M can be illustrated by the following quo- 
tation from William Coyne, head of R&D at 3M: “It 
began with sandpaper: mineral and glue on a sub- 
strate. After years as an abrasives company, it cre- 
ated a tape business. A researcher left off the min- 
eral, and adapted the glue and substrate to create 
the first sticky tape. After creating many varieties of 
sticky tape—consumer, electrical, _medical— 
researchers created the world’s first audio and 
videotapes. In their search to create better tape 
backings, other researchers happened on multilayer 
films that, surprise, have remarkable light manage- 
ment qualities. This multiplayer film technology is 
being used in brightness enhancement films, which 


are incorporated in the displays of virtually all lap- 
tops and palm computers.” 

How does 3M do it? First, the company is a science- 
based enterprise with a strong tradition of innovation 
and risk taking. Risk taking is encouraged, and failure is 
not punished but seen as a natural part of the process of 
creating new products and business. Second, 3M’s man- 
agement is relentlessly focused on the company’s cus- 
tomers and the problems they face. Many of 3M’s prod- 
ucts have come from helping customers solve difficult 
problems. Third, managers set stretch goals that require 
the company to create new products and businesses at a 
rapid pace (such as the current goal that 40% of sales 
should come from products introduced within the last 
four years). Fourth, employees are given considerable au- 
tonomy to pursue their own ideas. An employee can 
spend 15% of his or her time working on a project of his 
or her own choosing without management approval. 
Many products have resulted from this autonomy, in- 
cluding the ubiquitous Post-it Notes. Fifth, while prod- 
ucts belong to business units and the business units are 
responsible for generating profits, the technologies be- 
long to every unit within the company. Anyone at 3M is 
free to try to develop new applications for a technology 
developed by its business units. Sixth, 3M has imple- 
mented information technology (IT) that promotes the 
sharing of technological knowledge between business 
units so that new opportunities can be identified. Also, it 
hosts many in-house conferences where researchers from 
different business units are brought together to share the 
results of their work. Finally, 3M uses numerous mecha- 
nisms to recognize and reward those who develop new 
technologies, products, and businesses, including peer- 
nominated award programs; a corporate hall of fame; 
and, of course, monetary rewards.* 
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beginning as a manufacturer of sandpaper, 3M has become one of the most diversi- 
fied U.S. companies. 


e Sharing Resources: When two or more business units in different industries share resources and capa- 
Economies of Scope _ bilities, they may also be able to realize economies of scope. Economies of scope 
arise when one or more of a diversified company’s business units are able to realize 
cost-saving or differentiation advantages because they can more effectively pool, 
share, and utilize expensive resources or capabilities, such as skilled people, equip- 
ment, manufacturing facilities, distribution channels, advertising campaigns, and 
R&D laboratories. If business units in different industries can share a common re- 
source or function, they can collectively lower their cost structure.” For example, the 
costs of GE’s consumer products advertising, sales, and service activities are spread 
over a wide range of products, such as small and large appliances, air conditioning, 
and furnaces, thus reducing unit costs. There are two major sources of these cost 
reductions. 

First, companies that can share resources across business units have to invest pro- 
portionately less in the shared resource than companies that cannot share. For ex- 
ample, Procter & Gamble (P&G) makes both disposable diapers and paper towels, 
paper-based products valued for their ability to absorb liquid without disintegrat- 
ing. Because both products need the same attribute—absorbency—P&G can share 
the R&D costs associated with producing an absorbent paper-based product across 
the two businesses. Similarly, because both products are sold to the same customer 
group (supermarkets), P&G can use the same sales force to sell both products (see 
Figure 10.3). In contrast, competitors that make just paper towels or just disposable 
diapers cannot achieve the same economies and have to invest proportionately more 
in R&D and in maintaining a sales force. The net result is that, other things being 
equal, P&G will have lower expenses and can earn a higher ROIC than companies 
that lack the ability to share resources. 

Diversification to attain economies of scope is possible only when there are sig- 
nificant commonalities between one or more of the value chain functions of a 
company’s existing and new business units. Moreover, managers need to be aware 
that the costs of coordination necessary to achieve economies of scope within a 
company often outweigh the value that can be created by such a strategy.!° Con- 
sequently, the strategy should be pursued only when sharing is likely to create a 
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e Using Product 
Bundling 


e Managing Rivalry: 
Multipoint 
Competition 


significant competitive advantage in one or more of a company’s new or existing 
business units. 


In their search for new ways to differentiate their products, more and more companies 
are entering into related industries to expand and widen their product lines to be able 
to satisfy customers’ needs for a complete package of related products. This is currently 
happening in telecommunications, where customers are increasingly seeking a package 
price for wired phone service, wireless phone service, high-speed access to the Internet, 
VOIP phone service, television programming, online gaming, video on demand, or any 
combination of these services. To meet this need, large phone companies have been ac- 
quiring other companies that provide one or more of these services, while cable companies 
such as Comcast Corporation have acquired or formed strategic alliances with companies 
that allow them to offer their customers phone service, and so on. In 2004, Microsoft an- 
nounced an alliance with SBC whereby SBC would use its new software to allow it to 
provide television service and video on demand over DSL phone connections, as well as 
its other services. Similarly, EchoStar, the satellite broadcaster, formed an alliance with 
Verizon to offer its television service with Verizon’s phone service. 

Just as manufacturing companies strive to reduce the number of their compo- 
nent suppliers to reduce costs and increase quality, so the final customer wants to ob- 
tain the convenience and reduced price of bundled products. Another example of 
product bundling comes from the medical equipment industry, where the companies 
that used to produce different kinds of products, such as operating room equipment, 
ultrasound devices, magnetic imaging, and x-ray equipment, have been merging to 
be able to offer hospitals a complete range of medical equipment. This development 
has been driven by hospitals because they want the convenience of dealing with a sin- 
gle supplier. In addition, because of the increased value of their orders, they also have 
increased bargaining power with the supplier. 


Sometimes a company benefits by diversifying into an industry in order to hold a com- 
petitor in check that has either entered its industry or has the potential to do so. For ex- 
ample, if an aggressive company based in another industry enters a company’s market 
and tries to gain market share by cutting prices, the company could respond in kind 
and diversify into the aggressor’s home industry and also cut prices. In this way, the 
company sends a signal: “If you attack me, I'll respond in kind and make things tough 
for you.” (This is an example of the strategy of tit-for-tat discussed in Chapter 6.) The 
hope is that such a move will cause the aggressor to pull back from its attack, thus re- 
ducing rivalry in the company’s home industry and permitting higher prices and prof- 
its. Of course, for the tit-for-tat strategy to have its desired effect, the company would 
then need to pull back from its competitive attack in the aggressor’s home market. 

An example of diversification to keep a potential competitor in check occurred in 
the late 1990s, when Microsoft awoke to the fact that Sony might emerge as a rival. 
Although Sony was in a different industry (consumer electronics as opposed to soft- 
ware), Microsoft realized that the Sony Playstation was in essence nothing more than 
a specialized computer and, moreover, one that did not use a Microsoft operating 
system. Microsoft’s fear was that Sony might use the Playstation 2, which came 
equipped with web-browsing potential, as a Trojan horse to gain control of Web 
browsing and computing from the living room, ultimately taking customers away 
from PCs with Microsoft operating systems. The desire to keep Sony’s ambitions in 
check was another part of the rationale for Microsoft’s diversification into the 
videogame industry with the launch of the Xbox. 
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Many diversified companies compete against each other in several different in- 
dustries. Canon and Kodak compete against each other in photocopiers and digital 
cameras, for example. Similarly, Unilever and P&G compete against each other in laun- 
dry detergents, personal care products, and packaged foods. When companies compete 
against each other in different industries, we refer to it as multipoint competition. 
Companies that are engaged in multipoint competition might be better able to manage 
rivalry by signaling that competitive attacks in one industry will be met by retaliatory 
attacks in another industry. If successful, such signaling might lead to mutual forbear- 
ance and thus less intense rivalry and higher profit in each industry in which a com- 
pany competes. It follows that the desire to manage rivalry better through multipoint 
competition might be a motive for diversification that increases profitability. 


e Utilizing General General organizational competencies transcend individual functions or business 
Organizational units and are found at the top or corporate level of the multibusiness company. Typ- 
Competencies _ ically, these general competencies are the skills of a company’s top managers and 
functional experts, such as those of Tyco’s top management team. When these gen- 
eral competencies are present—and many times they are not—they help each busi- 
ness unit within a company perform at a higher level than it could if it operated as an 
independent company, thus increasing the profitability of the whole corporation.!! 
We discuss three kinds of general organizational competencies that can result in su- 
perior performance: (1) entrepreneurial capabilities, (2) organizational design capa- 
bilities, and (3) strategic capabilities. These managerial skills are often not present 
because they are rare and difficult to develop and put into action. 


ENTREPRENEURIAL CAPABILITIES The example of 3M, profiled in Strategy in Action 
10.1, provides many clues as to why entrepreneurial capabilities are important if the 
process of diversification is to increase profitability. A company may generate consid- 
erable excess cash flow, but to take advantage of it, managers must identify new op- 
portunities and act on them to create a stream of new and improved products in 
both existing and new industries. It appears that some companies are better able to 
stimulate their managers to act entrepreneurially than are others; examples are 3M, 
HP, IBM, Toyota, Canon, and Matsushita. 

These companies are able to promote entrepreneurship because they have an or- 
ganizational culture that stimulates managers to act entrepreneurially. Thus, these 
companies are able to create profitable new business units at a much higher rate than 
most other companies, which helps promote their diversification. We will highlight 
some of the systems required to generate profitable new businesses later in this 
chapter when we discuss internal new ventures. For now, note that the management 
systems of an entrepreneurial company must (1) encourage managers to take risks, 
(2) give them the time and resources to pursue novel ideas, (3) not punish managers 
when a new idea fails, but also (4) make sure the company does not waste resources 
pursuing too many risky ventures that have a low probability of generating a decent 
return on investment. Obviously, a difficult organizational balancing act is required 
here because the company has to simultaneously encourage risk taking while limiting 
the amount of risk being undertaken. 

Companies with entrepreneurial capabilities are able to achieve this balancing 
act. 3M’s corporate goal of generating 40% of revenues from products introduced 
within the past four years focuses the organization on developing new products and 
businesses. The company’s famous 15% rule, which has been copied by many compa- 
nies, gives employees the time to pursue novel ideas. Its long-standing commitment 
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to helping customers solve problems helps ensure that ideas for new businesses are 
customer-focused. The company’s celebration of employees who have created suc- 
cessful new businesses helps to reinforce the norm of entrepreneurship and risk tak- 
ing. Similarly, there is a norm that failure should not be punished but should be 
viewed as a learning experience. 


CAPABILITIES IN ORGANIZATIONAL DESIGN One of the main sources of entrepreneur- 
ial capabilities, as well as an important determinant of whether a company can ob- 
tain competencies at the functional level, is organizational design: a company’s abil- 
ity to create a structure, culture, and control systems that motivate and coordinate 
employees. The degree of autonomy that the structure of an organization provides its 
managers, the kinds of norms and values present in the organization’s culture, and 
even the design of the buildings of its headquarters to encourage the free flow of ideas 
are important determinants of a diversified company’s ability to reap the gains from 
its multibusiness model. Effective organizational structure and controls create incen- 
tives that encourage business unit (divisional) managers to maximize the efficiency 
and effectiveness of their units. Moreover, a good organizational design helps prevent 
the inertia that afflicts so many organizations, when employees become so absorbed 
in protecting their company’s competitive position in existing markets that they lose 
sight of new or improved ways to do business or changing industry boundaries. 

The last three chapters of this book take an in-depth look at these issues. To suc- 
ceed in diversification, a company must have the structure and culture that enable it 
to rapidly change the way it motivates and coordinates its resources and capabilities. 
Companies that seem to be successful at managing their structures and cultures to 
further the diversification process share a number of features.) First, their different 
business units tend to be placed into self-contained divisions. Second, these business 
units tend to be managed by senior executives in a decentralized fashion. Rather than 
get involved in day-to-day operations, they set challenging financial goals for each 
unit, probe the managers of each unit about their strategies for attaining these goals, 
monitor their performance, and hold them accountable for that performance. Third, 
these internal monitoring and control mechanisms are linked with incentive pay sys- 
tems that reward business unit managers who attain or surpass performance goals. 
Achieving these three goals, and aligning a company’s structure with its strategy, is a 
complex, never-ending task and only top managers with superior organizational de- 
sign skills can do it. 


SUPERIOR STRATEGIC CAPABILITIES For diversification to increase profitability, a 
company’s top or corporate managers must have superior strategic capabilities. 
Specifically, they must have certain intangible governance skills to manage different 
business units in a way that enables those units to perform better than they would if 
they were independent companies.'* Simply put, the business of corporate managers 
in the diversified company is to manage the managers of its business units or divi- 
sions. This is not an easy thing to do well; governance skills are a rare and valuable 
capability. However, certain senior executives seem to have developed a skill for man- 
aging businesses and pushing the heads of business units to achieve superior per- 
formance. Examples include Jeffery Immelt at GE, Steve Ballmer at Microsoft, Steve 
Jobs at Apple, and Larry Ellison at Oracle. 

A flair for entrepreneurship and recognizing new business opportunities is often 
found in top managers who have developed superior strategic capabilities or gover- 
nance skills. Just as important is a top manager’s ability to find ways to enhance the 
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performance of individual managers, functions, and whole business units. Jack Welch, 
for example, was a master at improving the skills of his managers across the board at 
GE. He created organizationwide management development programs focusing on 
change management and created procedures to make middle managers question top 
management actions. At the functional and business levels, he instituted many of the 
techniques discussed in Chapter 4 to promote superior efficiency and quality, such as 
the Six Sigma quality improvement methodology, and he pushed hard to make sure 
that business unit managers used these techniques to improve the efficiency of their 
operations. Jeffrey Immelt, GE’s current CEO, was one of Welch’s protégés. 

An especially important governance skill in the diversified company is the ability 
to diagnose the underlying source of the problems in a poorly performing business 
unit and understand how to take the appropriate steps to fix those problems, whether 
by recommending new strategies to the top managers of the unit or by replacing 
them with a new management team better able to fix the problems. Top managers 
who have such governance skills tend to be very good at probing business unit man- 
agers for information and helping them think through strategic problems. 

Related to this skill is the ability of the top managers of a diversified company to 
identify inefficient and poorly managed companies, and then acquire and restructure 
them to improve their performance—and thus the profitability of the total corpora- 
tion. The acquired company does not have to be in the same industry as the acquir- 
ing company for the strategy to work; thus, the strategy often leads to diversification. 
Improvements in the performance of the acquired company can come from a num- 
ber of sources. First, the acquiring company usually replaces the top managers of the 
acquired company with a more aggressive management team. Second, the new man- 
agers of the acquired business are encouraged to sell off any unproductive assets, 
such as executive jets and elaborate corporate headquarters, and to reduce staffing 
levels. Third, the new management team is encouraged to intervene in the operations 
of the acquired business to discover ways to improve the unit’s efficiency, quality, in- 
novation, and customer responsiveness. Fourth, to motivate the new management 
team and other employees of the acquired unit to undertake such actions, increases 
in their pay are typically linked to increases in the performance of the acquired unit. 
Fifth, the acquiring company often establishes performance goals for the acquired 
company that cannot be met without significant improvements in operating effi- 
ciency. It also makes the new top managers aware that failure to achieve performance 
improvements consistent with these goals within a given amount of time will proba- 
bly result in their being replaced. 

Thus, the system of rewards and sanctions established by the top managers of the 
acquiring company gives the new managers of the acquired unit strong incentives to 
look for ways to improve the performance of the unit under their charge. Tyco pur- 
sued the strategy of acquiring and restructuring underperforming companies with 
considerable success in the past; as we discussed earlier, however, its new CEO no 
longer believes this is the appropriate strategy for the company in the future. We dis- 
cuss why later in the chapter. 


Two Types of Diversification 
In the last section, we discussed six principal ways in which companies can use diver- 


sification to implant their business models and strategies in other industries to in- 
crease their long-run profitability. It is possible to differentiate between two types of 
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Diversification 


FIGURE 10.4 


diversification based on the ability to realize these benefits: related diversification and 
unrelated diversification.!> 


Related diversification is the strategy of establishing a business unit in a new indus- 
try that is related to a company’s existing business units by some form of linkage or 
commonality between the value chain functions of the new and existing business 
units. The goal of this strategy is to obtain the benefits from transferring and leverag- 
ing distinctive competencies, sharing resources, and bundling products. The multi- 
business model behind related diversification is based on taking advantage of strong 
technological, manufacturing, marketing, and sales commonalities between new and 
existing business units that can be successfully tweaked to increase the competitive 
advantage of one or more business units. Figure 10.4 provides some examples of the 
different kinds of linkages; the greater the number of linkages that can be formed, the 
greater the potential for increasing competitive advantage and profitability. 

One more potential advantage of related diversification is that it can allow a com- 
pany to apply any general organizational competencies it possesses to increase overall 
business unit performance, such as by creating a culture that encourages entrepre- 
neurship across units. 3M, for example, has a set of core technologies that are then 
shared among different kinds of business units. However, 3M also has a general orga- 
nizational competency in promoting cross-unit learning. Another example of related 
diversification is given in Strategy in Action 10.2, which looks at Intel’s recent diversi- 
fication into the communications chip business and the problems surrounding it. 


The multibusiness model underlying unrelated diversification aims to enhance 
profits by implanting general organizational competencies in new business units and 
perhaps to capture the benefits of multipoint competition. Companies pursuing a 
strategy of unrelated diversification have no intention of transferring or leveraging 
competencies between business units. Their focus is purely on using general manage- 
rial competencies to strengthen the business model of each individual business unit 
or division. Tyco, which was discussed in the Opening Case, provides a good example 
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Related Diversification at Intel 


Although Intel has had a small presence in the communi- 
cations chip business since the 1980s, the company focused 
most of its attention and resources on the booming busi- 
ness of making microprocessors for personal computers. 
According to managers at Intel, “feeding the processor 
monster” was a way to boost profitability, and the company 
invested all its substantial free cash flows into designing 
new generations of ever more powerful microprocessors 
and building the large-scale, and expensive, fabrication fa- 
cilities necessary to manufacture them efficiently. The deci- 
sion seemed logical: Intel had the dominant position in the 
microprocessor market, its primary customers (PC makers 
like Dell) were growing by leaps and bounds, and demand 
for its microprocessors was soaring. 

This strategy of staying in a single business changed at a 
contentious strategy meeting of Intel’s top executives in 
1996. Intel’s executives came away from that meeting with 
two important insights. First, the PC industry would ap- 
proach market saturation in the early 2000s, which meant 
that the growth in demand for Intel’s microprocessors 
would slow down. To maintain its profit growth, Intel 
needed to find a new “growth driver.’ Second, its executives 
decided that because of the growing use of the Internet, 
“communications was going to be the driver for everything 
in the future, that all computing was connected computing, 
and that connectivity had as important and strategic a role 
to play as the microprocessor did.” Moreover, it was clear 
that demand for products of the communications industry 
such as communications network gear, which needed ad- 
vanced communications chips, was accelerating rapidly. 

Intel’s executives decided that they could boost the 
company’s ROIC by diverting some cash flow from new 
PC chip development and using Intel’s competencies to 
build a new business model in the rapidly growing com- 
munications chip industry. This was a different industry: 
the production technology was different, the customers 
were different, and the competitors were different. Intel 
believed, however, that because the communications chip 
industry was related to the microprocessor industry, it 
could obtain a competitive advantage by transferring its 
leading-edge PC microprocessor technology, as well as its 
manufacturing and marketing capabilities, to the com- 
munications chip industry. 


Once the decision was made to enter the communi- 
cations chip industry on a significant scale, Intel had to 
decide how best to execute the strategy. The company’s 
managers decided that the only way they could get big 
enough fast enough to gain scale economies and establish 
a sustainable competitive advantage in this booming mar- 
ket was for the company to buy the required technology, 
fabrication facilities, and sales force. It could then improve 
the performance of the acquired businesses by transfer- 
ring its competencies to them. So Intel went on an acquisi- 
tions binge. Between January 1997 and June 2001, it made 
eighteen major acquisitions of companies in the commu- 
nications chip industry, for a combined total of $8 billion. 
As a result of these acquisitions, Intel became the fourth 
largest global company in the communications chip in- 
dustry by mid-2001, behind only Lucent, Motorola, and 
Texas Instruments. Unfortunately, Intel and all these other 
companies were hard hit by the slump in global demand 
for telecommunications equipment in the early 2000s. 

Then, to make matters worse, Intel’s push into com- 
munications chips had launched it on the road to design- 
ing chips that were faster and faster because speed was 
seen as the most vital ingredient in communication. By 
2003, however, it was clear that what customers wanted 
was chips that could support high bandwidth and could 
process vast amounts of information simultaneously. 
Both these capabilities are needed for high-quality music, 
movie viewing, and other multimedia applications such 
as videoconferencing. Intel lacked such a chip, but in the 
meantime Advanced Micro Devices (AMD), its major 
competitor, had perceived the need to develop it. Sud- 
denly Intel found itself at a competitive disadvantage. In 
2004, it announced plans to abandon its high-speed com- 
munications chips to focus on those that could support 
the bandwidth needed for sophisticated multimedia ap- 
plications. Intel had made the mistake of not focusing on 
what PC users and digital content providers needed in 
next-generation chips. It was so concerned with the need 
to increase speed that it entered a new industry assuming 
there was a commonality based on speed, but there was 
none. Intel should have focused on customer needs, not 
its own distinctive competencies. It has since refocused its 
strategy and in 2006, it introduced its new dual-core and 
quad-core chips that once again have given it the compet- 
itive edge. 
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of a company that pursued a strategy of unrelated diversification successfully in the 
past, which created a lot of value for its shareholders. 


Disadvantages and Limits of Diversification 


e Changing Industry- 
and Firm-Specific 
Conditions 


e Diversification for 
the Wrong Reasons 


As we have discussed, many companies, such as 3M, Intel, and GE, have reaped enor- 
mous advantages from pursuing a strategy of diversification and have consistently 
increased their profitability over time. Nevertheless, many companies that have pur- 
sued diversification have enjoyed far less success, and for some companies, diversifi- 
cation has actually dissipated or reduced their profitability. As a result, over the last 
few decades, many companies, such as Tyco, have de-diversified and split apart or 
sold off their individual business units; each business unit headed by its own top 
management team then pursues some kind of single-business strategy. Clearly, im- 
portant disadvantages may result from diversification that can make it an unprof- 
itable strategy to pursue over time. Three main conditions can make diversification 
disadvantageous: changing industry- and firm-specific conditions, diversification for 
the wrong reasons, and the increasing bureaucratic costs of extensive diversification. 


Diversification is a complex strategy to pursue, and top managers must have the entre- 
preneurial ability to sense profitable new opportunities and the ability to implement 
the strategies needed to make diversification pay off. Over time, however, a company’s 
top management team changes: sometimes its most able executives leave to join other 
companies and become their CEOs, and sometimes successful CEOs decide to retire 
or step down. When they leave, these managers often take their vision with them, and 
their successors may lack the skills or commitment needed to manage and implement 
diversification successfully over time. Thus, the multibusiness model loses its ability to 
create value, and as we discuss below, the cost structure of the diversified company 
often starts to increase, swallowing up the gains that the strategy produces. 

Over time, the environment can also change rapidly and in unpredictable ways. 
We discussed earlier how blurring industry boundaries can destroy the source of a 
company’s competitive advantage. If this happens in its core business, then clearly 
benefits from transferring or leveraging distinctive competencies will disappear and a 
company will now be saddled with a collection of businesses that have all become 
poor performers in their respective industries. When the computer industry changed, 
for example, and PCs and servers became the dominant product, IBM was left with 
unprofitable operations in the mainframe hardware and software industries that al- 
most led to its bankruptcy. Thus, one major problem with diversification is that the 
future success of this strategy is hard to predict; therefore, if a company is to profit 
from it over time, managers should be as willing to divest businesses as they are to ac- 
quire them. Unfortunately, research suggests that managers do not behave in this way. 


As we have discussed, if a company pursues diversification, its managers must have a 
clear vision of how their entry into new industries will allow them to create more value. 
Over time, however, as the profitability of their diversification strategy falls for reasons 
like those just noted, managers, rather than divesting their businesses, often use false or 
mistaken justifications for keeping their collection of businesses together—or even grow- 
ing those businesses. There are many famous historical examples of this faulty behavior. 

For example, one widely used justification for diversification used to be that di- 
versification could be used to obtain the benefits of risk pooling or risk reduction. 
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Many CEOs argued that diversification, particularly unrelated diversification into in- 
dustries that have different business cycles so that their revenues rise and fall in dif- 
ferent cycles, would allow them to create a more stable companywide income stream 
over time—one that avoids the sharp swings up and down that can make the value of 
a company’s stock volatile and unpredictable. An example of risk pooling might be 
the diversification by U.S. Steel into the oil and gas industry in an attempt to offset 
the adverse effects of cyclical downturns in the steel industry. According to advocates 
of risk pooling, a more stable income stream reduces the risk of bankruptcy and is in 
the best interests of the company’s stockholders. 

This simple argument ignores two facts. First, stockholders can easily eliminate 
the risks inherent in holding an individual stock by diversifying their own portfolios, 
and they can do so at a much lower cost than the company can. Thus, far from being 
in the best interests of stockholders, attempts to pool risks through diversification 
represent an unproductive use of resources; instead, profits should be returned to 
shareholders in the form of increased dividends. Second, research on this topic sug- 
gests that corporate diversification is not an effective way to pool risks because the 
business cycles of different industries are inherently difficult to predict, and a diversi- 
fied company might just find that a general economic downturn hits all its industries 
simultaneously. If this happens, the company’s profitability will plunge.'© 

When the core business is in trouble, another mistaken justification for diversifi- 
cation is that the new industries will rescue it. An example of a company that made 
this mistake is Kodak. In the 1980s, increased competition from low-cost Japanese 
competitors like Fuji, combined with the beginnings of the digital revolution, led 
Kodak’s revenues and profits first to plateau and then to fall. Its managers should 
have done all they could to reduce its cost structure; instead, they took its still huge 
free cash flow and spent tens of billions of dollars to enter new industries such as 
health care, biotechnology, and computer hardware in a desperate and mistaken at- 
tempt to find ways to increase profitability. 

This approach was a disaster because every industry Kodak entered was populated 
by strong companies such as 3M, Canon, and Xerox, and Kodak’s corporate managers 
lacked any general competencies to give their new business units a competitive advan- 
tage. And the more industries they entered, the greater the range of threats they en- 
countered and the more time they had to spend dealing with these threats. As a result, 
they could spend much less time improving the performance of their core film busi- 
ness, which continued to decline. In reality, Kodak’s diversification was just for growth 
itself, but growth does not create value; growth is simply the byproduct, not the objec- 
tive, of a diversification strategy. However, in desperation, companies diversify for rea- 
sons of growth alone rather than to gain any well-thought-out strategic advantage. 

A large number of academic studies suggest that extensive diversification tends to 
reduce rather than improve company profitability.!” For example, in a study that looked 
at the diversification of thirty-three major U.S. corporations over thirty-five years, 
Michael Porter observed that the track record of corporate diversification has been 
poor.'® Porter found that most of the companies had divested many more diversified 
acquisitions than they had kept. He and others have concluded that the corporate diver- 
sification strategies pursued by most companies can dissipate value instead of create it.!? 


e The Bureaucratic A company diversifies to boost its profitability from higher product differentiation or 
Costs of a lower cost structure, but to achieve this, it has to invest valuable resources. One rea- 
Diversification son that diversification often fails to boost profitability is that all too often, the bu- 
reaucratic costs of diversification exceed the value created by the strategy. As we 
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mentioned in the last chapter, bureaucratic costs are the costs associated with solv- 
ing the transaction difficulties that arise between a company’s business units, and be- 
tween business units and corporate headquarters, as the company attempts to obtain 
the benefits from transferring, sharing, and leveraging competencies. They also in- 
clude the costs of using general organizational competencies to solve managerial and 
functional inefficiencies. The level of bureaucratic costs in a diversified organization 
is a function of two factors: (1) the number of business units in a company’s portfo- 
lio and (2) the extent to which coordination is required among these different busi- 
ness units to realize the benefits of diversification. 


NUMBER OF BUSINESSES ‘The greater the number of business units in a company’s port- 
folio, the more difficult it is for corporate managers to remain informed about the com- 
plexities of each business. Managers simply do not have the time to assess the business 
model of each unit. This problem began to occur at GE in the 1970s when its growth-hun- 
gry CEO Reg Jones acquired many new businesses. As Jones commented, 


I tried to review each plan [of each business unit] in great detail. This effort took un- 
told hours and placed a tremendous burden on the corporate executive office. After a 
while I began to realize that no matter how hard we would work, we could not achieve 
the necessary in-depth understanding of the 40-odd business unit plans.7° 


The inability of top managers in extensively diversified companies to maintain a 
superior multibusiness model over time may lead them to base important resource 
allocation decisions on only the most superficial analysis of each business unit’s com- 
petitive position. For example, a promising business unit may be starved of invest- 
ment funds, while other business units receive far more cash than they can profitably 
reinvest in their operations. Furthermore, because they are distant from the day-to- 
day operations of the business units, corporate managers may find that business unit 
managers try to hide information on poor performance to save their own jobs. For 
example, business unit managers might blame poor performance on difficult com- 
petitive conditions, even when it is the result of their inability to craft a successful 
business model. But when inefficiencies such as the suboptimal allocation of capital 
within the company and a failure by corporate executives to successfully encourage 
and reward aggressive profit-seeking behavior by business unit managers become ex- 
tensive, the time and effort top managers must devote to solve such problems cancel 
the value created by diversification. 


COORDINATION AMONG BUSINESSES The coordination required to realize value from 
a diversification strategy based on transferring, sharing, or leveraging competencies 
is a major source of bureaucratic costs. The bureaucratic mechanisms needed to over- 
see and manage coordination and handoffs between units, such as cross-business-unit 
teams and management committees, are one source of these costs. A second source is 
the costs associated with accurately measuring the performance, and therefore the 
unique profit contribution, of a business unit that is transferring or sharing resources 
with another. Consider a company that has two business units, one making household 
products (such as liquid soap and laundry detergent) and another making packaged 
food products. The products of both units are sold through supermarkets. To lower 
the costs of value creation, the parent company decides to pool the marketing and 
sales functions of each business unit using an organizational structure similar to that 
illustrated in Figure 10.5. The company is organized into three divisions: a household 
products division, a food products division, and a marketing division. 
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FIGURE 10.5 
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Although such an arrangement may result in substantial cost savings, it can also 
give rise to substantial control problems and hence bureaucratic costs. For example, 
if the performance of the household products business begins to slip, identifying 
who is to be held accountable—managers in the household products division or 
managers in the marketing division—may prove difficult. Indeed, each may blame 
the other for poor performance. Although these kinds of problems can be resolved if 
corporate management performs an in-depth audit of both divisions, the bureau- 
cratic costs (managers’ time and effort) involved in doing so may once again cancel 
any value achieved from diversification. 

In sum, diversification is the most complex and difficult strategy that a company 
can pursue. Changing conditions both in the external environment and inside a com- 
pany can reduce the value creation advantages from pursuing this strategy either be- 
cause they rob business units of their competitive advantage or because they increase 
the bureaucratic costs associated with pursuing this strategy, which then also cancel its 
advantages. Thus, the existence of bureaucratic costs places a limit on the amount of 
diversification that can profitably be pursued. It makes sense for a company to diver- 
sify only as long as the value created by such a strategy exceeds the bureaucratic costs 
associated with expanding the boundaries of the organization to incorporate addi- 
tional business activities. 


Choosing a Strategy 


e Related Versus 
Unrelated 
Diversification 


Because related diversification involves more sharing of competencies, one might 
think it can boost profitability in more ways than unrelated diversification and so is 
the better diversification strategy. However, some companies can create as much or 
more value from pursuing unrelated diversification, so that approach must also have 
some substantial benefits. An unrelated company does not have to achieve coordina- 
tion among business units, and so it has to cope only with the bureaucratic costs that 
arise from the number of businesses in its portfolio. In contrast, a related company 
has to achieve coordination among business units if it is to realize the gains that come 
from utilizing its distinctive competencies. Consequently, it has to cope with the 
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e The Web of 
Corporate-Level 
Strategy 


FIGURE 10.6 
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bureaucratic costs that arise both from the number of business units in its portfolio 
and from coordination among business units. Although it is true that related diversi- 
fied companies can create value in more ways than unrelated companies, they also have 
to bear higher bureaucratic costs to do so. These higher costs may cancel the higher 
benefits, making the strategy no more profitable than one of unrelated diversification. 

How then does a company choose between these strategies? The choice depends 
on a comparison of the benefits of each strategy against the bureaucratic costs of 
pursuing it. It pays a company to pursue related diversification when (1) the com- 
pany’s competencies can be applied across a greater number of industries and (2) the 
company does have superior strategic capabilities that allow it to keep bureaucratic 
costs under close control—perhaps by encouraging entrepreneurship or by develop- 
ing a value-creating organizational culture. Using the same logic, it pays a company to 
pursue unrelated diversification when (1) each business unit’s functional competen- 
cies have few useful applications across industries, but the company’s top managers 
are skilled at raising the profitability of poorly run businesses, and (2) the company’s 
managers have good organizational design skills to build distinctive competencies 
and keep bureaucratic costs in control and even to reduce them. 


Finally, it is important to note that while some companies may choose to pursue a 
strategy of related or unrelated diversification, there is nothing that stops them from 
pursuing both strategies at the same time—as well as all the other corporate-level 
strategies we have discussed. The purpose of corporate-level strategy is to increase 
long-term profitability. A company should pursue any and all strategies as long as 
strategic managers have weighed the advantages and disadvantages of those strate- 
gies and arrived at a multibusiness model that justifies them. Figure 10.6 shows how 
Sony has entered into industries that have led it to pursue various strategies. 

First, Sony’s core business is its electronic consumer products business, which is 
well known for its generic distinctive competencies of innovation and marketing 
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(it has one of the best-known brand names in the world). To protect the quality of its 
electronic products, Sony manufactures a high percentage of the component parts 
for its televisions, DVD players, and so on, and in this sense, it has pursued a strategy 
of backward vertical integration. Sony also engages in forward vertical integration: 
after having acquired Columbia Pictures and MGM in 2004, it now operates in the 
movie industry and has opened a chain of Sony stores in exclusive shopping malls. 
Sony also shared and leveraged its distinctive competencies by developing its own 
business units that operate in the computer and smart phone industries, a strategy of 
related diversification. Finally, in deciding to enter the home videogame industry and 
developing its Playstation to compete with Nintendo, it is also pursuing a strategy of 
unrelated diversification. Today, this division contributes more to Sony’s total profits 
than its core electronics business. 

While Sony has had enormous success pursuing all these strategies in the past, its 
profitability has fallen in the 2000s. Analysts claim that its multibusiness model, 
which led it to diversify extensively and focus on innovating high-quality products, 
led it to neglect its cost structure. They also claim that its strategy of giving each busi- 
ness unit great autonomy has led each unit to pursue its own goals at the expense of 
the company’s multibusiness model. Sony’s escalating bureaucratic costs have been 
draining its profitability and slowing innovation, which has allowed competitors like 
Samsung to catch up and even overtake it in areas like cell phones and flat-screen 
LCDs. Sony has been responding to these problems: it has taken major steps to re- 
duce bureaucratic costs, speed innovation, and lower its cost structure, including ex- 
iting industries like PDAs and videocassette recorders. The next few years will show 
whether the company has been able to better implement its corporate strategies to 
improve its profitability. 


Entering New Industries: Internal New Ventures 


Having discussed all the corporate-level strategies that managers use to formulate the 
multibusiness model, we now examine the three main vehicles used to enter new in- 
dustries: internal new ventures, acquisitions, and joint ventures. In this section, we 
look at the pros and cons of using internal new ventures. In the following sections, 
we look at acquisitions and joint ventures. 


eTheAttractions Internal new venturing is typically used to implement corporate-level strategies 
of Internal New when a company possesses one or more generic distinctive competencies in its core 
Venturing business model that can be leveraged or recombined to enter a new industry. Inter- 
nal new venturing is the process of transferring resources to and creating a new busi- 
ness unit or division in a new industry. As a rule, companies whose business model is 
based on using their technology to innovate new kinds of products for related mar- 
kets or industries tend to favor internal new venturing as a way to enter a new market 
or industry. Thus, technology-based companies that pursue related diversification, 
like DuPont, which has created new markets with products such as cellophane, nylon, 
Freon, and Teflon, tend to use internal new venturing. 3M has a near-legendary knack 
for creating new or improved products from internally generated ideas and then es- 
tablishing a new business unit to create the business model that enables it to dominate 
a new market (see Strategy in Action 10.1). Similarly, HP moved into computers and 
peripherals through internal new venturing. 
A company may also use internal venturing to enter a newly emerging or embry- 
onic industry—one in which no company has yet developed the competencies or 
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business model that give it a dominant position in that industry. This was Monsanto’s 
situation in 1979 when it contemplated entering the biotechnology field to produce 
herbicides and pest-resistant crop seeds. The biotechnology field was young at that 
time, and there were no incumbent companies focused on applying biotechnology to 
agricultural products. Monsanto internally ventured a new division to develop the 
required competencies necessary to enter and establish a strong competitive position 
in this newly emerging industry. 


Despite the popularity of internal new venturing, there is a high risk of failure. Re- 
search suggests that somewhere between 33% and 60% of all new products that reach 
the marketplace do not generate an adequate economic return,*! and most of these 
products were the result of internal new ventures. Three reasons are often put for- 
ward to explain the relatively high failure rate of internal new ventures: (1) market 
entry on too small a scale, (2) poor commercialization of the new-venture product, 
and (3) poor corporate management of the new-venture division.” 


SCALE OF ENTRY Research suggests that large-scale entry into a new industry is often 
a critical precondition for the success of a new venture. This means that in the short 
run, large-scale entry requires a substantial capital investment to develop the prod- 
uct—and thus the prospect of substantial losses. But in the long run, which can be as 
long as five to twelve years depending on the industry, such a large investment results 
in far greater returns than if a company enters on a small scale and limits its invest- 
ment to reduce its potential losses.*? Large-scale entrants can more rapidly realize 
scale economies, build brand loyalty, and gain access to distribution channels, all of 
which increase the probability of a new venture’s success. In contrast, small-scale en- 
trants may find themselves handicapped by high costs due to a lack of scale economies 
and a lack of market presence that limits their ability to build brand loyalty and gain 
access to distribution channels. These scale effects are particularly significant when a 
company is entering an established industry where incumbent companies do possess 
scale economies, brand loyalty, and access to distribution channels. Now, the new en- 
trant has to make a major investment to succeed. 

Figure 10.7 plots the relationship between scale of entry and profitability over 
time for successful small-scale and large-scale ventures. The figure shows that suc- 
cessful small-scale entry is associated with lower initial losses but that, in the long 
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run, large-scale entry generates greater returns. However, because of the costs of 
large-scale entry and the huge potential losses if the venture fails, many companies 
make the mistake of choosing a small-scale entry strategy, which often means they 
fail to build the market share necessary for long-term success. 


COMMERCIALIZATION Many internal new ventures are driven by the use of new or 
high technology to make better products. But to be commercially successful, the 
products must be developed with customer requirements in mind. Many internal 
new ventures fail when a company ignores the needs of customers in a market and 
instead becomes blinded by the technological possibilities of a new product.*4 Thus, 
a new venture may fail because it is marketing a product based on a technology for 
which there is no demand or because the company fails to commercialize or position 
the product correctly in the market. 

For example, consider the desktop computer marketed by NeXT, the company 
started by the founder of Apple, Steven Jobs. The NeXT system failed to gain market 
share because the computer incorporated an array of expensive technologies that con- 
sumers simply did not want, such as optical disk drives and hi-fidelity sound. The opti- 
cal disk drives, in particular, turned off customers because they made it tough to switch 
work from a PC with a floppy drive to a NeXT machine with an optical drive. In other 
words, NeXT failed because its founder was so dazzled by leading-edge technology that 
he ignored customer needs. However, Jobs redeemed himself when he successfully 
commercialized Apple’s iPod, which dominates the MP3 player market today. 


POOR IMPLEMENTATION Managing the new-venture process and division raises diffi- 
cult organizational issues.?° For example, one common mistake some companies 
make is to try to increase their chance of making a successful product by establishing 
many different internal new-venture divisions at the same time. This shotgun ap- 
proach of spreading the risks among divisions places great demands on a company’s 
cash flow and can result in the best ventures being starved of the cash they need to 
succeed.”° Another common mistake is the failure of corporate managers to carefully 
develop upfront all the aspects of the business model that will be needed for the new 
venture to succeed—and to include scientists in the model-building process. Taking a 
team of research scientists and giving them the resources they need to do research in 
their favorite field may produce novel results, but these results may have little strate- 
gic or commercial value. Managers must clarify how and why the project will lead to 
a product that has a competitive advantage and establish strategic objectives and a 
timetable to manage the venture until the product reaches the market. Failure to an- 
ticipate the time and costs involved in the new-venture process constitutes a further 
mistake. Many companies have unrealistic expectations regarding the time frame, ex- 
pecting profits to flow in quickly. Research suggests that some companies operate 
with a philosophy of killing new businesses if they do not turn a profit by the end of 
the third year, which is clearly an unrealistic view given that it can take five to twelve 
years before a venture generates substantial profits. 


e Guidelines for ‘To avoid the pitfalls discussed above, a company should adopt a well-thought-out, 
Successful Internal structured approach to manage internal new venturing. New venturing begins with 
New Venturing R&D, exploratory research (the “R” in R&D) to advance basic science and technol- 

ogy and development research (the “D” in R&D) to find and refine the commercial 

applications for a technology. Companies with a strong track record of internal 

new venturing excel at both kinds of R&D: they help to advance basic science and 
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then they find commercial applications for it.2” To advance basic science, it is impor- 
tant for companies to (1) have strong links with universities, where much of the sci- 
entific knowledge that underlies new technologies is discovered, and (2) to make sure 
that significant research funds are under the control of researchers who can pursue 
blue-sky projects that might ultimately yield unexpected and commercially valuable 
technologies and products. For example, 3M has close links with several universities, 
including the University of Minnesota in its hometown, and funds basic research at 
those universities. As already mentioned, 3M’s researchers spend 15% of their time 
on projects of their own choosing, many of which are basic research projects. 

However, if the pursuit of basic research is all that a company does well, it will 
probably generate few successful commercial ventures. To translate good science 
into good products, it is critical that a major proportion of R&D funding be directed 
toward commercial ventures. Companies can take a number of steps to ensure that 
this happens. First, many companies place much of the funding for research in the 
hands of business unit managers who are responsible for narrowing down and then 
selecting the small number of research projects they believe have the best chance of a 
significant commercial payoff. Second, to make effective use of its R&D skills, a com- 
pany’s top managers must continually spell out the strategic objectives in its business 
model and communicate them clearly to scientists and engineers. Research must be 
in the pursuit of strategic goals.?* For example, one of the biggest research projects 
at Microsoft has been language recognition software because a central objective of 
the company is to make computers easy to use. Researchers reason that if computers 
can understand spoken language, commands can be input by voice rather than 
through a keyboard, thus making computers easier to use and strengthening the 
Windows platform. 

A company must also foster close links between R&D and marketing to increase 
the probability of a new product’s commercial success, because this is the best way 
to ensure that research projects address the needs of the market. Also, a company 
should foster close links between R&D and manufacturing to ensure that it has the 
ability to make a proposed new product. Many companies successfully integrate 
the activities of different functions by creating cross-functional project teams to 
oversee the development of new products, from their inception to their market in- 
troduction. This approach can significantly reduce the time this process takes. For 
example, while R&D is working on the design, manufacturing is setting up facilities 
and marketing is developing a campaign to show customers how much the new 
product will benefit them. 

Finally, because large-scale entry often leads to greater long-term profits, a company 
can promote the success of internal new venturing by thinking big. Well in advance, a 
company should construct efficient-scale manufacturing facilities and establish a large 
marketing program to develop a campaign for building a market presence and brand 
loyalty quickly. Corporate managers should not panic; they should accept that there will 
be initial losses and realize that, as long as market share is expanding, the product will 
eventually succeed. 


Entering New Industries: Acquisitions 


In Chapter 9, we explained that acquisitions are the main vehicle that companies use 
to implement a horizontal integration strategy. They are also a principal way compa- 
nies enter new industries to pursue vertical integration and diversification. In the 


CHAPTER 10 Corporate-Level Strategy: Formulating and Implementing Related and Unrelated Diversification 


Opening Case, we saw how Tyco acquired many new businesses to pursue unrelated 
diversification; now, however, it is de-diversifying, so it is necessary to understand 
both the benefits and risks associated with using acquisitions to implement a corpo- 
rate-level strategy. 


e The Attractions Acquisitions are used to pursue vertical integration or diversification when a com- 
of Acquisitions pany lacks the distinctive competencies to compete in a new industry and therefore 
uses its capital to purchase an established company that has those competencies. A 
company is particularly likely to use acquisitions when it needs to move fast to estab- 
lish a presence in an industry. Entering a new industry through internal venturing is 
a relatively slow process; acquisition is a much quicker way for a company to establish 
a significant market presence. A company can purchase a leading company with a 
strong competitive position in months rather than spend years building up a market 
leadership position through internal venturing. Thus, when speed is important, ac- 
quisition is the favored entry mode. Intel, for example, used acquisitions to build its 
communications chip business because it sensed that the market was developing very 
quickly and it would take too long to develop the required competencies internally 
(see Strategy in Action 10.2). 

In addition, acquisitions are often perceived as somewhat less risky than internal 
new ventures primarily because they involve less commercial uncertainty. Because of 
the risks associated with an internal new venture, it is difficult to predict its future 
profitability and cash flows. In contrast, when a company makes an acquisition, it is 
acquiring a company with a reputation whose market share and profitability can be 
easily evaluated. 

Finally, acquisitions are an attractive way to enter an industry that is protected by 
high barriers to entry. Recall from Chapter 2 that barriers to entry arise from factors 
associated with product differentiation (brand loyalty), absolute cost advantages, and 
economies of scale. When these barriers are substantial, a company may find it very 
difficult to enter an industry through internal new venturing because it will have to 
construct large-scale manufacturing facilities and invest in a massive advertising 
campaign to establish brand loyalty—difficult goals that require large capital expen- 
ditures. In contrast, if a company acquires an established company in the industry, it 
can circumvent most entry barriers because it has acquired a market leader that al- 
ready has substantial scale economies and brand loyalty. In general, the greater the 
barriers to entry, the more likely it is that acquisitions will be the favored entry mode. 


e Acquisition Pitfalls | For these reasons, acquisitions have long been a popular vehicle for executing corpo- 
rate-level strategies. As we mentioned earlier, however, despite this popularity, there 
is ample evidence that many acquisitions fail to add value for the acquiring company 
and, indeed, often end up dissipating value. For example, a study by KPMG, an ac- 
counting and management consulting company, looked at 700 large acquisitions and 
found that, although some 30% of these actually created value for the acquiring com- 
pany, 31% destroyed value, and the remainder had little impact.”? A wealth of evidence 
from academic research suggests that many acquisitions fail to realize their anticipated 
benefits.*° In a major study of the postacquisition performance of acquired companies, 
David Ravenscraft and Mike Scherer concluded that the profitability and market 
shares of acquired companies often declined after acquisition.*! This evidence sug- 
gests that many acquisitions destroy rather than create value. 

Acquisitions may fail to create value for four reasons: (1) companies often experi- 
ence difficulties when trying to integrate different organizational structures and cultures, 
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(2) companies overestimate the potential economic benefits from an acquisition, 
(3) acquisitions tend to be very expensive, and (4) companies often do not ade- 
quately screen their acquisition targets. 


INTEGRATING THE ACQUIRED COMPANY Once an acquisition has been made, the ac- 
quiring company has to integrate the acquired company and combine it with its own 
organizational structure and culture. Integration involves the adoption of common 
management and financial control systems, the joining together of operations from 
the acquired and the acquiring company, the establishment of bureaucratic mecha- 
nisms to share information and personnel, and the need to create a common culture. 
Experience has shown that many problems can occur as companies attempt to inte- 
grate their activities. 

After an acquisition, many acquired companies experience high management 
turnover because their employees do not like the acquiring company’s way of operating— 
its structure and culture.*? Research suggests that the loss of management talent and 
expertise, to say nothing of the damage from constant tension between the businesses, 
can materially harm the performance of the acquired unit.*> Strategy in Action 10.3 
describes what happened at Boston Co. after it was acquired by Mellon Bank. 


OVERESTIMATING ECONOMIC BENEFITS Even when companies find it easy to integrate 
their activities, they often overestimate the potential for creating value by joining to- 
gether different businesses. They overestimate the competitive advantages that can be 
derived from the acquisition and so pay more for the target company than it is worth. 
Richard Roll has attributed this tendency to hubris on the part of top management. 
According to Roll, top managers typically overestimate their ability to create value 
from an acquisition primarily because rising to the top of a corporation has given 
them an exaggerated sense of their own capabilities.** Coca-Cola’s acquisition of a 
number of medium-sized winemaking companies illustrates this situation. Reasoning 
that a beverage is a beverage, Coca-Cola thought it would be able to use its distinctive 
competence in marketing to dominate the U.S. wine industry. But after buying three 
wine companies and enduring seven years of marginal profits, Coca-Cola finally con- 
ceded that wine and soft drinks are very different products, with different kinds of 
appeal, pricing systems, and distribution networks. It subsequently sold the wine 
operations to Joseph E. Seagram & Sons at a substantial loss when adjusted for 
inflation.*° 


THE EXPENSE OF ACQUISITIONS Perhaps the most important reason for the failure of 
acquisitions is that the acquisition of companies whose stock is publicly traded tends 
to be very expensive—and the expense of the acquisition cancels the prospective 
value-creating gains from the acquisition described earlier. One reason is that the 
management of the target company is not likely to agree to an acquisition unless 
there is a substantial premium over its current market value. Another reason is that 
the stockholders of the acquired company are unlikely to sell their stock unless they 
are paid a significant premium over its current market value—and premiums tend to 
run 25% to 50% over a company’s stock price prior to a takeover bid. Therefore, the 
acquiring company must be able to increase the value of the acquired company after 
it has been integrated by at least the same amount to make the acquisition pay: a tall 
order. This is a major reason why acquisitions are frequently unprofitable for the ac- 
quiring company. 
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Postacquisition Problems 
at Mellon Bank 


In the search for a profitable way to expand his company’s 
business, Frank Cahouet, the CEO of Philadelphia-based 
Mellon Bank, decided to reduce the large swings in 
Mellon’s earnings (caused by changes in interest rates) by 
diversifying into financial services to gain access to a 
steady flow of fee-based income from money manage- 
ment operations. As part of this strategy, he acquired 
Boston Co. for $1.45 billion. Boston Co. is a high-profile 
money management company that manages investments 
for major institutional clients, such as state and corporate 
pension funds. Mellon followed up its Boston Co. acqui- 
sition with the acquisition of mutual fund provider 
Dreyfus Corp. for $1.7 billion. As a result, almost half 
of Mellon’s income was now generated from fee-based 
financial services. 

Problems at Boston Co. began to surface soon after 
the Mellon acquisition. From the beginning, corporate 
cultures clashed. At Mellon, many managers arrived at 
their mundane offices by 7 A.M. and put in twelve-hour 
days for modest pay by banking industry standards. They 
were also accustomed to Frank Cahouet’s management 
style, which emphasized cost containment and frugality. 
Boston Co. managers also put in twelve-hour days, but 
they expected considerable autonomy, flexible work 
schedules, high pay, ample perks, and large performance 
bonuses. In most years, the top twenty executives at 
Boston Co. earned between $750,000 and $1 million 
each. Mellon executives who visited the Boston Co. unit 
were dumbstruck by its country club atmosphere and 
opulence. In its move to streamline Boston Co., Mellon 
insisted that Boston Co. cut expenses and introduced 
new regulations for restricting travel, entertainment, and 
perks. 

Things started to go wrong when the Wisconsin state 
pension fund complained to Mellon of lower returns on 
a portfolio run by Boston Co. Mellon was forced to liqui- 
date the portfolio and take a $130 million charge against 
earnings; it also fired the responsible portfolio manager, 
claiming that this manager was making “unauthorized 
trades.” At Boston Co., however, many managers saw 


Mellon’s action as violating the guarantees of operating 
autonomy that it had given Boston Co. at the time of the 
acquisition. They blamed Mellon for prematurely liqui- 
dating a portfolio whose strategy, they claimed, Mellon 
executives had approved and that, moreover, could still 
prove a winner if interest rates fell (which they subse- 
quently did). 

Infuriated by Mellon’s interference, seven of Boston 
Co.’s asset unit managers, including the unit’s CEO, 
Desmond Heathwood, proposed a management buyout 
to Mellon. This unit was one of the gems in Boston Co.'s 
crown, with over $26 billion in assets under management. 
Heathwood had been openly disdainful of Mellon’s 
bankers, believing that they were out of their league in 
the investment business. Mellon rejected the buyout pro- 
posal, and Heathwood promptly left to start his own in- 
vestment management company. A few days later, Mellon 
asked employees at Boston Co. to sign employment con- 
tracts that limited their ability to leave and work for 
Heathwood’s competing business. Thirteen senior em- 
ployees refused to sign and then quit to join Heathwood’s 
new money management operation. 

The defection of Heathwood and his colleagues was 
followed by a series of high-profile client defections. The 
Arizona State Retirement System, for example, pulled $1 
billion out of Mellon and transferred it to Heathwood’s 
firm, and the Fresno County Retirement System trans- 
ferred $400 million in assets over to Heathwood. As one 
client stated, “We have a relationship with the Boston Co. 
that goes back over 30 years, and the people who worked 
on the account are the people who left—so we left too.” 

Reflecting on the episode, Frank Cahouet noted, 
“We've clearly been hurt. ... But this episode is very man- 
ageable. We are not going to lose our momentum.” Oth- 
ers were not so sure. In this incident, they saw yet another 
example of how difficult it can be to merge two divergent 
corporate cultures and how the management turnover 
that results from trying such a merger can deal a serious 
blow to any attempt to create value out of an acquisition. 
In 2006, Mellon merged with the Bank of New York to 
create a new financial powerhouse. Only time will tell if 
this merger results in yet another round of the kind of 
problems just discussed.‘ 
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e Guidelines for 
Successful 
Acquisition 


The problem for the acquiring company is that the stock price of the acquisition 
target gets bid up enormously during the acquisition process. This frequently occurs 
in the case of a bidding contest where two or more companies simultaneously bid to 
acquire the target company. In addition, when many acquisitions are happening in a 
particular sector or industry, the price of potential target companies are bid up by in- 
vestors who speculate that a bid for these companies will be made at some future 
point, which further increases the cost of making acquisitions. This happened in the 
telecommunications sector when, to make sure they could meet the needs of cus- 
tomers who were demanding leading-edge equipment, many large companies went 
on acquisition binges. Cisco Systems, Nortel, Corning, and Lucent all raced each 
other to buy smaller companies that were developing new telecommunications 
equipment. The result was that stock prices for these companies got bid up by 
investors. When the telecommunications boom turned to bust, the acquiring com- 
panies found that they had vastly overpaid for their acquisitions and had to take 
enormous accounting losses. 


INADEQUATE PREACQUISITION SCREENING As the problems of these companies sug- 
gest, top managers often do a poor job of preacquisition screening, that is, evaluating 
the value-creating potential of potential acquisitions. After researching acquisitions 
made by twenty different companies, a study by Philippe Haspeslagh and David 
Jemison concluded that one reason for acquisition failure is managers’ decision to 
acquire other firms without thoroughly analyzing the potential benefits and 
costs.°° Indeed, in many cases after an acquisition has been completed, many ac- 
quiring companies discover that instead of buying a well-run business, they have 
purchased a troubled organization. Moreover, companies often have to take on an 
enormous amount of debt to fund these acquisitions, and they frequently are unable 
to pay it once the weaknesses of the acquired company’s business model become 
clear. 


To avoid pitfalls and make successful acquisitions, companies need to take a struc- 
tured approach to purchasing companies based on four components: (1) target iden- 
tification and preacquisition screening, (2) bidding strategy, (3) integration, and (4) 
learning from experience.*” 


IDENTIFICATION AND SCREENING Thorough preacquisition screening increases a com- 
pany’s knowledge about a potential takeover target and lessens the risk of purchasing a 
potential problem business—one with a weak business model. It also leads to a more 
realistic assessment of the problems involved in executing a particular acquisition so 
that a company can plan how to integrate the new business and blend the organiza- 
tional structures and cultures. The screening process should begin with a detailed as- 
sessment of the strategic rationale for making the acquisition, an identification of the 
kind of company that would make an ideal acquisition candidate, and a thorough 
analysis of the strengths and weaknesses of its business model by comparing it to 
other possible acquisition targets. 

Indeed, an acquiring company should scan potential acquisition candidates and 
evaluate each according to a detailed set of criteria, focusing on (1) its financial po- 
sition, (2) its distinctive competencies and competitive advantage, (3) the changing 
industry boundaries, (4) its management capabilities, and (5) its corporate culture. 
Such an evaluation will help the company identify the strengths and weaknesses of 
each candidate and the potential economies of scale and scope between the acquiring 
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and the acquired companies. It will also help it to recognize potential integration 
problems and the problems that might exist when it is necessary to integrate the 
corporate cultures of the acquiring and the acquired companies. In 2004, for ex- 
ample, Microsoft and SAP, the world’s leading provider of enterprise resource 
planning software, sat down together to discuss a possible acquisition by Mi- 
crosoft. Both companies decided that even though there was a strong strategic ra- 
tionale for a merger—together they would dominate the global computing market 
for most large global companies—the problems of creating an organizational 
structure that could successfully integrate their hundreds of thousands of employ- 
ees throughout the world and blend two very different corporate cultures were in- 
surmountable. 

Once a company has reduced the list of potential acquisition candidates to the 
most favored one or two, it needs to contact expert third parties, such as investment 
bankers like Goldman Sachs and Merrill Lynch, that may be able to provide valuable 
insights about the attractiveness of the potential acquisition and that will also handle 
the many issues surrounding the acquisition, such as the process of establishing the 
bidding strategy for acquiring the company’s stock. 


BIDDING STRATEGY The objective of the bidding strategy is to reduce the price that a 
company must pay for the target company. The most effective way that a company 
can acquire another is to make a friendly takeover bid, which means the two compa- 
nies work out an amicable way to merge the two companies that satisfies the needs of 
stockholders and top managers. A friendly takeover helps prevent speculators from 
bidding up stock prices. By contrast, in a hostile bid, such as the one between Oracle 
and PeopleSoft, the price of the target company is often bid up by speculators who 
expect that the offer price will be raised by the acquirer or that another company, 
sometimes called a white knight, might come in with a counteroffer more favorable 
to the management of the target company. 

Another essential element of a good bidding strategy is timing. For example, 
Hanson PLC, one of the most successful companies to pursue unrelated diversifica- 
tion, searched for essentially sound companies suffering from short-term problems 
due to cyclical industry factors or one underperforming division. Such companies 
are typically undervalued by the stock market and so can be acquired without the 
standard 25% to 50% stock premium. With good timing, a company can make a bar- 
gain purchase. Tyco also followed this practice; it bought essentially sound compa- 
nies that were underperforming their peers because of short-term problems and then 
helped them establish a competitive business model. 


INTEGRATION Despite good screening and bidding, an acquisition will fail unless the 
acquiring company possesses the essential organizational design skills needed to 
integrate the acquired company into its operations and so quickly develop a viable 
multibusiness model. Integration should center on the source of the potential 
strategic advantages of the acquisition—for instance, opportunities to share mar- 
keting, manufacturing, logistics, R&D, financial, or management resources. Integra- 
tion should also involve steps to eliminate any duplication of facilities or functions. 
In addition, any unwanted business units of the acquired company should be 
divested. 


LEARNING FROM EXPERIENCE Research suggests that, although many acquisitions do 
fail to create value for the acquiring company, companies that acquire many companies 
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over time become expert in this process and so can generate significant value from 
their acquisitions.** One reason may be that they learn from their experience and de- 
velop a system of how to execute an acquisition most efficiently and effectively. Tyco, 
profiled in the Opening Case, did not make hostile acquisitions; it audited the ac- 
counts of the target company in detail, acquired companies to help it achieve a criti- 
cal mass in an industry, moved quickly to realize cost savings after an acquisition, 
promoted managers one or two layers down to lead the newly acquired entity, and 
introduced profit-based incentive pay systems in the acquired unit.*? 


Entering New Industries: Joint Ventures 


Joint ventures are most commonly used to enter a new industry that is an embryonic 
or growth industry. Suppose a company is contemplating creating a new venture di- 
vision in an embryonic industry. Such a move involves substantial risks and costs be- 
cause the company must establish from scratch the set of value chain activities 
needed to operate in that new market. On the other hand, an acquisition can be a 
dangerous proposition because there is no established leader in the emerging indus- 
try, and if there is a leading company, it will be extremely expensive to purchase. 

In this situation, a joint venture often becomes the most appropriate vehicle be- 
cause it allows a company to share the risks and costs associated with establishing a 
new business unit with another company. This is especially true when the companies 
share complementary skills or distinctive competencies. Now a joint venture with an- 
other company may increase the probability of success. Consider the 50/50 equity 
joint venture formed between UTC and Dow Chemical to build plastic-based com- 
posite parts for the aerospace industry. UTC was already involved in the aerospace 
industry (it builds Sikorsky helicopters), and Dow Chemical had skills in the devel- 
opment and manufacture of plastic-based composites. The alliance called for UTC to 
contribute its advanced aerospace skills and Dow to contribute its skills in develop- 
ing and manufacturing plastic-based composites. Through the joint venture, both 
companies would become involved in new activities and would be able to realize the 
benefits associated with related diversification without having to merge their activi- 
ties into one company or bear the costs and risks of developing new products on 
their own. Thus, both companies would enjoy the value-creating benefits of entering 
a new market without having to bear the increased bureaucratic costs. 

Although in some situations joint ventures can benefit both partner companies, 
they have three main drawbacks. First, while a joint venture allows companies to 
share the risks and costs of developing a new business, it also requires that they share 
in the profits if it succeeds. So, if it turns out later that one partner’s skills are more 
important than the other’s, that partner will have to give away profits to the other 
party because of the 50/50 agreement. This can create conflict and sour the working 
relationship as time goes on. Second, the joint venture partners may have different 
business philosophies, time horizons, or investment preferences, and so once again 
substantial problems can arise. Conflicts over how to run the joint venture can tear it 
apart and result in business failure. 

Third, a company that enters into a joint venture always runs the risk of giving 
critical know-how away to its partner, which might then take that know-how and use 
it to compete with the other partner in the future. For example, having gained access 
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to Dow’s expertise in plastic-based composites, UTC might have dissolved the alliance 
and produced these materials on its own. As we discussed in the last chapter, such a 
risk can be minimized if Dow gets a credible commitment from UTC, which is what 
it did. UTC had to make an expensive asset-specific investment to make the products 
that the joint venture was formed to create. 


Restructuring 


Many companies expand into new markets and industries to increase profitability; 
however, sometimes they also need to exit markets and industries to achieve the same 
goal or even split up their existing businesses into separate companies, like Tyco did. 
Restructuring is the process of reorganizing and divesting business units and exiting 
markets and industries to refocus on core distinctive competencies.4° Why are so 
many companies restructuring and how do they do it? 


e Why Restructure? One main reason that diversified companies have restructured in recent years is that 
the stock market has valued their stock at a diversification discount, meaning that 
the stock of highly diversified companies is valued lower, relative to their earnings, 
than the stock of less diversified enterprises.*! Investors see highly diversified compa- 
nies as less attractive investments for four reasons. First, as we discussed earlier, in- 
vestors often feel these companies, like Tyco, no longer have a multibusiness model 
that justifies their participation in many different industries. Second, the complexity 
of the consolidated financial statements of highly diversified enterprises disguises the 
performance of its individual business units and thus whether the multibusiness 
model is succeeding. As a result, investors perceive the company as being riskier than 
companies that operate in one industry and whose competitive advantage and finan- 
cial statements are more easily understood. Given this situation, restructuring can be 
seen as an attempt to boost the returns to shareholders by splitting up a multibusi- 
ness company like Tyco into separate and independent parts. 

The third reason for the diversification discount is that many investors have 
learned from experience that managers often have a tendency to pursue too much di- 
versification or do it for the wrong reasons; they do not diversify to increase prof- 
itability.42 Some top managers pursue growth for its own sake. They are empire 
builders who expand the scope of their company to the point where bureaucratic costs 
exceed the additional value such diversification creates. Restructuring thus becomes a 
response to declining financial performance brought about by overdiversification. 

A final factor leading to restructuring is that innovations in strategic manage- 
ment have diminished the advantages of vertical integration or diversification. For 
example, a few decades ago, there was little understanding of how long-term cooper- 
ative relationships, or strategic alliances, between a company and its suppliers could 
be a viable alternative to vertical integration. Most companies considered only two 
alternatives for managing the supply chain: vertical integration or competitive bid- 
ding. As we discussed in Chapter 9, in many situations, long-term cooperative rela- 
tionships can create the most value, especially because they avoid the need to incur 
bureaucratic costs or dispense with market discipline. As this strategic innovation 
has spread throughout the business world, the relative advantages of vertical integra- 
tion have declined. 
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Summary of Chapter 


1. Managers often first consider diversification when 


their company is generating free cash flow, which are 
financial resources in excess of those necessary to 
maintain a competitive advantage in the company’s 
original, or core, business. 

A diversified company can create value by (a) transfer- 
ring competencies among existing businesses, (b) lever- 
aging competencies to create new businesses, (c) sharing 
resources to realize economies of scope, (d) using prod- 
uct bundling, (e) using diversification as a means of 
managing rivalry in one or more industries, and (f) 
exploiting general organizational competencies that 
enhance the performance of all business units within 
a diversified company. The bureaucratic costs of di- 
versification are a function of the number of inde- 
pendent business units within the company and the 
extent of the coordination needed among those busi- 
ness units. 

Diversification motivated by a desire to pool risks or 
achieve greater growth is often associated with the 
dissipation of value. 

Companies use three vehicles to enter new indus- 
tries: internal new venturing, acquisition, and joint 
ventures. 

Internal new venturing is typically used to enter a 
new industry when a company has a set of valuable 
competencies in its existing businesses that can be 
leveraged or recombined to enter the new business or 
industry. 

Many internal ventures fail because of entry on too 
small a scale, poor commercialization, and poor 
corporate management of the internal venture 
process. Guarding against failure involves a struc- 
tured approach toward project selection and manage- 
ment, integration of R&D and marketing to improve 


Discussion Questions 


When is a company likely to choose related diversifi- 
cation and when is it likely to choose unrelated diver- 
sification? Discuss with reference to an electronics 
manufacturer and an ocean shipping company. 
Under what circumstances might it be best to enter a 
new market or industry through acquisition, and 
under what circumstances might internal new ventur- 
ing be the preferred entry mode? 

Imagine that IBM has decided to diversify into the 
cellular telecommunications provider business. What 
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commercialization of a venture idea, and entry on a 
significant scale. 

Acquisitions are often the best way to enter a new in- 
dustry when the company lacks the important com- 
petencies (resources and capabilities) required to 
compete in a new market, and it can purchase a com- 
pany that does have has those competencies at a rea- 
sonable price. Acquisitions also tend to be favored 
when the barriers to entry into the target industry are 
high and the company is unwilling to accept the time 
frame, development costs, and risks of internal new 
venturing. 

Many acquisitions fail because of poor postacquisi- 
tion integration, overestimation of the value that can 
be created from an acquisition, the high cost of acqui- 
sition, and poor preacquisition screening. Guarding 
against acquisition failure requires structured screen- 
ing, good bidding strategies, positive attempts to inte- 
grate the acquired company into the organization of 
the acquiring one, and learning from experience. 
Joint ventures are used most often to enter a new in- 
dustry when (a) the risks and costs associated with 
setting up a new business unit are more than the 
company is willing to assume on its own and (b) the 
company can increase the probability of successfully 
establishing a new business by teaming up with an- 
other company that has skills and assets comple- 
menting its own. 

Restructuring is often a response to (a) an inadequate 
multibusiness model, (b) the complexity of consoli- 
dated financial statements, (c) excessive diversifica- 
tion due to top managers’ empire building, and (d) 
innovations in the strategic management process that 
have reduced the advantages of vertical integration 
and diversification. 


entry vehicle would you recommend that the com- 
pany pursue? Why? 

Look at Honeywell’s portfolio of businesses (de- 
scribed in Honeywell’s 10-K statements, which can be 
accessed on the Web at www.honeywell.com). How 
many different industries is Honeywell involved in? 
Would you describe Honeywell as a related or unre- 
lated diversification company? How do you think that 
Honeywell’s diversification strategy increases prof- 
itability? 


A 
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SMALL-GROUP EXERCISE 
Dun & Bradstreet 


Break into small groups of three to five, appoint one 
group member as a spokesperson who will communicate 
your findings to the class, and then read the following 
news release from Dun & Bradstreet. On the basis of this 
information, identify the strategic rationale for the split 
and evaluate how the split might affect the performance 
of the three successor companies. If you were a stock- 
holder in the old Dun & Bradstreet Corporation, would 
you approve of this split? Why? 


Dun & Bradstreet CEO Robert E. Weissman today an- 
nounced a sweeping strategy that will transform the 155- 
year-old business information giant into three publicly 
traded, global corporations. “This important action is de- 
signed to increase shareholder value by unlocking D&B’s 
substantial underlying franchise strengths,” said Weissman. 

Building on preeminent Dun & Bradstreet businesses, 
the reorganization establishes three independent companies 
focused on high-growth information markets; financial in- 
formation services; and consumer-product market research. 

“Since the 1800s, D&B has grown by effectively man- 
aging a portfolio of businesses and gaining economies of 
scale,” stated Weissman. “But the velocity of change in in- 
formation markets has dramatically altered the rules of 
business survival. Today, market focus and speed are the 
primary drivers of competitive advantage. This plan is our 
blueprint for success in the 21st century,’ said Weissman. 

The plan, approved today at a special meeting of 
D&B’s board of directors, calls for D&B to create three 
separate companies by spinning off two of its businesses 
to shareholders. “D&B is the leader in business informa- 
tion,” said Weissman. “By freeing our companies to 
tightly focus on our core vertical markets, we can more 
rapidly leverage this leadership position into emerging 
growth areas.” The three new companies are: 


@ Cognizant Corporation, a new high-growth company, 
including IMS International, the leading global sup- 
plier of marketing information to the pharmaceutical 
and healthcare industries; Nielsen Media Research, the 
leader in audience measurement for electronic media; 
and Gartner Group, the premier provider of advisory 
services to high-tech users, vendors and suppliers, in 
which Cognizant will hold a majority interest. 


@ The Dun & Bradstreet Corporation, consisting of 
Dun & Bradstreet Information Services, the world’s 
largest source of business-to-business marketing and 
commercial-credit information; Moody’s Investors 
Service, a global leader in rating debt; and Reuben H. 
Donnelley, a premier provider of Yellow Pages mar- 
keting and publishing. 

@ A.C. Nielsen, the global leader in marketing information 
for the fast-moving consumer packaged goods industry. 


“These three separate companies will tailor their strategies 
to the unique demands of their markets, determining in- 
vestments, capital structures and policies that will 
strengthen their respective global capabilities. This plan 
also clarifies D&B from an investor’s perspective by group- 
ing the businesses into three logical investment categories, 
each with distinct risk/reward profiles,” said Weissman. 

The Dun & Bradstreet Corporation is the world’s 
largest marketer of information, software and services 
for business decision-making, with worldwide revenue 
of $4.9 billion in 1994. 


ARTICLE FILE 10 


Find an example of a diversified company that made an 
acquisition that apparently failed to create any value. 
Identify and critically evaluate the rationale that top 
management used to justify the acquisition when it was 
made. Explain why the acquisition subsequently failed. 


STRATEGIC MANAGEMENT PROJECT 
Module 10 


This module requires you to assess your company’s use of 
acquisitions, internal new ventures, and joint ventures as 
strategies for entering a new business area or as attempts 
to restructure its portfolio of businesses. 


A. Your company has entered a new industry during 

the past decade. 

1. Pick one new industry that your company has 
entered during the past ten years. 

2. Identify its rationale for entering this industry. 

3. Identify your company’s strategy for entering this 
industry. 

4, Evaluate the rationale for using this particular 
entry strategy. Do you think that this was the best 
entry strategy to use? Justify your answer. 
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5. Do you think that the addition of this business 
unit to the company has added or dissipated 
value? Again, justify your answer. 

B. Your company has restructured its corporate port- 
folio during the past decade. 

1. Identify your company’s rationale for pursuing a 
restructuring strategy. 

2. Pick one industry that your company has exited 
during the past ten years. 

3. Identify your company’s strategy for exiting 
this particular industry. Do you think that this 
was the best exit strategy to use? Justify your 
answer. 

4. In general, do you think that exiting from this in- 
dustry has been in the company’s best interest? 


ETHICS EXERCISE 


For the past few years, YCN (Your Communication Net- 
work) Inc. had been on a massive buying spree, acquiring 
companies one after another. To outsiders, YCN looked 
successful, but those inside the company were begin- 
ning to wonder if the company’s situation was actually a 


dangerous one. Scott, who worked in accounting, had 
just discovered what he thought was a major accounting 
error. It seemed the company might have illegally 
recorded $2 billion in capital expenditures, thereby in- 
creasing cash flow and profit. 

If Scott was correct, YCN had reported the erroneous 
$2 billion to cover up the company’s true net losses. As he 
understood it, capital expenditures could be deducted 
over a long period of time, while expenses would be im- 
mediately subtracted from revenue. Because of the way 
the books had been handled, investors had been buying 
up the company’s stock, causing stock prices to rise. If 
Scott had truly uncovered accounting fraud, many peo- 
ple would be in for a shock. 

Scott knew that something had to be done, but it was 
obvious that this fraud had been perpetrated from 
within. Because it was an internal matter, Scott didn’t 
know where to turn. What should he do? 

1. Define the ethical issue presented in this case. 

2. What would you do if you were in Scott’s position? 

3. If Scott is correct, what can the company do to cor- 
rect the issue? 


United Technologies Has an “ACE in Its Pocket” 


United Technologies Corporation (UTC), based in Hart- 
ford, Connecticut, is a conglomerate, a company that 
owns a wide variety of other companies that operate in 
different businesses and industries. Some of the compa- 
nies in UTC’s portfolio are more well known than UTC 
itself, such as Sikorsky Aircraft Corporation; Pratt & 
Whitney, the aircraft engine and component maker; Otis 
Elevator Company; Carrier air conditioning; and Chubb, 
the security and lock maker that UTC acquired in 2003. 
Today, investors frown upon companies like UTC that 
own and operate companies in widely different industries. 
There is a growing perception that managers can better 
manage a company’s business model when the company 
operates as an independent or stand-alone entity. How 
can UTC justify holding all these companies together in a 


conglomerate? Why would this lead to a greater increase 
in their long-term profitability than if they operated as 
separate companies? In the last decade, the boards of di- 
rectors and CEOs of many conglomerates, such as Grey- 
hound-Dial, ITT Industries, and Textron, have realized 
that by holding diverse companies together, they were re- 
ducing, not increasing, the profitability of their compa- 
nies. As a result, many conglomerates have been broken 
up and their companies spun off to allow them to operate 
as separate, independent entities. 

UTC’s CEO George David claims that he has created 
a unique and sophisticated multibusiness model that 
adds value across UTC’s diverse businesses. David joined 
Otis Elevator as an assistant to its CEO in 1975, but 
within one year Otis was acquired by UTC, during a 
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decade when “bigger is better” ruled corporate America 
and mergers and acquisitions, of whatever kind, were 
seen as the best way to grow profits. UTC sent David to 
manage its South American operations and later gave 
him responsibility for its Japanese operations. Otis had 
formed an alliance with Matsushita to develop an eleva- 
tor for the Japanese market, and the resulting Elevonic 
401, after being installed widely in Japanese buildings, 
proved to be a disaster. It broke down much more often 
than elevators made by other Japanese companies, and 
customers were concerned about its reliability and safety. 

Matsushita was extremely embarrassed about the ele- 
vator’s failure and assigned one of its leading total quality 
management (TQM) experts, Yuzuru Ito, to head a team 
of Otis engineers to find out why it performed so poorly. 
Under Ito’s direction, all the employees—managers, de- 
signers, and production workers—who had produced the 
elevator analyzed why the elevators were malfunctioning. 
This intensive study led to a total redesign of the elevator, 
and when their new and improved elevator was launched 
worldwide, it met with great success. Otis’s share of the 
global elevator market increased dramatically, and one 
result was that David was named president of UTC in 
1992. He was given the responsibility to cut costs across 
the entire corporation, including its important Pratt & 
Whitney division, and his success in reducing UTC’s cost 
structure and increasing its ROIC led to his appointment 
as CEO in 1994, 

Now responsible for all of UTC’s diverse companies, 
David decided that the best way to increase UTC’s prof- 
itability, which had been falling, was to find ways to im- 
prove efficiency and quality in all its constituent companies. 
He convinced Ito to move to Hartford and take responsi- 
bility for championing the kinds of improvements that 
had by now transformed the Otis division, and Ito began 
to develop UTC’s TQM system, which is known as 
Achieving Competitive Excellence (ACE). 

ACE is a set of tasks and procedures that are used by 
employees from the shop floor to top management to ana- 
lyze all aspects of the way a product is made. The goal is to 
find ways to improve quality and reliability, to lower the 
costs of making the product, and especially to find ways to 
make the next generation of a particular product perform 
better—in other words, to encourage technological inno- 
vation. David makes every employee in every function and 
at every level take responsibility for achieving the incre- 
mental, step-by-step gains that can result in innovative 


and efficient products that enable a company to dominate 
its industry—to push back the value creation frontier. 

David calls these techniques process disciplines, and 
he has used them to increase the performance of all UTC 
companies. Through these techniques, he has created the 
extra value for UTC that justifies it owning and operating 
such a diverse set of businesses. David’s success can be 
seen in the performance that his company has achieved in 
the decade since he took control: he has quadrupled 
UTC’s earnings per share, and in the first six months of 
1994, profit grew by 25% to $1.4 billion, while sales in- 
creased by 26% to $18.3 billion. UTC has been in the top 
three performers of the companies that make up the Dow 
Jones industrial average for the last three years, and the 
company has consistently outperformed GE, another 
huge conglomerate, in its returns to investors. 

David and his managers believe that the gains that 
can be achieved from UTC’s process disciplines are never- 
ending because its own R&D—in which it invests over 
$2.5 billion a year—is constantly producing product in- 
novations that can help all its businesses. Indeed, recog- 
nizing that its skills in creating process improvements 
are specific to manufacturing companies, UTC’s strategy 
is to acquire only those companies that make products 
that can benefit from the use of its ACE program— 
hence, its Chubb acquisition. At the same time, David 
only invests in companies that have the potential to re- 
main leading companies in their industries and so can 
charge above-average prices. His acquisitions strengthen 
the competencies of UTC’s existing businesses. For ex- 
ample, he acquired a company called Sunderstrand, a 
leading aerospace and industrial systems company, and 
combined it with UTC’s Hamilton aerospace division to 
create Hamilton Sunderstrand, which is now a major 
supplier to Boeing and makes products that command 
premium prices. 


Case Discussion Questions 


1. What kind of corporate-level strategy is UTC pursu- 
ing? What is UTC’s multibusiness model, and in what 
ways does it create value? 


. What are the dangers and disadvantages of this busi- 
ness model? 


. Collect some recent information on UTC from 
sources like Yahoo! Finance. How successful has it 
been in pursuing its strategy? 


CHAPTER 
Corporate Performance, Governance, 


and Business Ethics 


UPENING CASE 


The Rise and Fall of Dennis Kozlowski 


Under the leadership of Dennis Kozlowski, who became CEO of Tyco in 1990, the company’s 
revenues expanded from $3.1 billion to almost $40 billion. Most of this growth was due to a se- 
ries of acquisitions that took Tyco into a diverse range of unrelated businesses. Tyco financed the 
acquisitions by taking on significant debt commitments, which exceeded $23 billion by 2002. As 
Tyco expanded, some questioned the company’s ability to service its debt commitments and 
claimed that management was engaging in “accounting tricks” to pad its books and make the 
company appear more profitable than it actually was. These criticisms, which were ignored for 
several years, were finally shown to have some validity in 2002 when Kozlowski was forced out 
by the board and subsequently charged with tax evasion by federal authorities. 

Among other charges, authorities claimed that Kozlowski treated Tyco as his personal treasury, 
drawing on company funds to purchase an expensive Manhattan apartment and a world-class art 
collection that he obviously thought were befitting of the CEO of a major corporation. Kozlowski 
even used company funds to help pay for an expensive birthday party for his wife—which in- 
cluded toga-clad women, gladiators, a naked-woman-with-exploding-breasts birthday cake, and a 
version of Michelangelo’s David that peed vodka. Kozlowski was replaced by a company outsider, 
Edward Breen. In 2003, Tyco took a $1.5 billion charge against earnings for accounting errors 
made during the Kozlowski era (ie., Tyco’s profits had been overstated by $1.5 billion during 
Kozlowski’s tenure). Breen also set about dismantling parts of the empire that Kozlowski had built 
and divested several businesses. 

After a lengthy criminal trial, in June 2005, Dennis Kozlowski and Mark Swartz, the former 
chief financial officer of Tyco, were convicted of twenty-three counts of grand larceny, conspir- 
acy, securities fraud, and falsifying business records in connection with what prosecutors de- 
scribed as the systematic looting of millions of dollars from the conglomerate (Kozlowski was 
found guilty of looting $90 million from Tyco). Both were sentenced to jail for a minimum of 
eight years. As for Tyco, CEO Ed Breen announced in 2006 that the company would be broken 
up into three parts, a testament to the strategic incoherence of the conglomerate that 
Kozlowski built.! 
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The Tyco story detailed in the Opening Case is an important one because it illustrates 
that not all managers adhere to what should be a cardinal principle of business: that the 
quest to maximize profitability should be constrained by both the law and ethical obli- 
gations. In Chapter 1, we noted that the goal of managers should be to pursue strategies 
that maximize long-run shareholder value, but we also note that managers must behave 
in a legal, ethical and socially responsible manner when pursuing this goal. Kozlowski’s 
behavior was both unethical and illegal, and he paid a heavy price for his behavior. 

In this chapter, we take a close look at the governance mechanisms that sharehold- 
ers put in place to make sure that managers are acting in their interests and pursuing 
strategies that maximize shareholder value. We also discuss how managers need to 
pay attention to other stakeholders, such as employees, suppliers, and customers. Bal- 
ancing the needs of different stakeholder groups is in the long-run interests of the 
company’s owners, its shareholders. Good governance mechanisms recognize this 
truth. In addition, we will spend some time reviewing the ethical implications of 
strategic decisions, and we will discuss how managers can make sure that their strate- 
gic decisions are founded on strong ethical principles. 


Stakeholders and Corporate Performance 


FIGURE 11.1 


Stakeholders and 


the Enterprise 


A company’s stakeholders are individuals or groups with an interest, claim, or stake in 
the company, in what it does, and in how well it performs.” They include stockholders, 
creditors, employees, customers, the communities in which the company does busi- 
ness, and the general public. Stakeholders can be divided into internal stakeholders and 
external stakeholders (see Figure 11.1). Internal stakeholders are stockholders and 
employees, including executive officers, other managers, and board members. External 
stakeholders are all other individuals and groups that have some claim on the company. 
Typically, this group is comprised of customers, suppliers, creditors (including banks 
and bondholders), governments, unions, local communities, and the general public. 

All stakeholders are in an exchange relationship with the company. Each of the 
stakeholder groups listed in Figure 11.1 supplies the organization with important re- 
sources (or contributions), and in exchange, each expects its interests to be satisfied (by 
inducements).? Stockholders provide the enterprise with risk capital and in exchange 
expect management to try to maximize the return on their investment. Creditors, and 
particularly bondholders, also provide the company with capital in the form of debt, 
and they expect to be repaid on time and with interest. Employees provide labor and 
skills and in exchange expect commensurate income, job satisfaction, job security, and 
good working conditions. Customers provide a company with its revenues and in 
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exchange want high-quality reliable products that represent value for money. Suppliers 
provide a company with inputs and in exchange seek revenues and dependable buyers. 
Governments provide a company with rules and regulations that govern business prac- 
tice and maintain fair competition. In exchange, they want companies to adhere to 
these rules. Unions help to provide a company with productive employees, and in ex- 
change they want benefits for their members in proportion to their contributions to 
the company. Local communities provide companies with local infrastructure and in 
exchange want companies that are responsible citizens. The general public provides 
companies with national infrastructure and in exchange seeks some assurance that the 
quality of life will be improved as a result of the company’s existence. 

A company must take these claims into account when formulating its strategies 
or stakeholders may withdraw their support. For example, stockholders may sell their 
shares, bondholders may demand higher interest payments on new bonds, employees 
may leave their jobs, and customers may buy elsewhere. Suppliers may seek more de- 
pendable buyers. Unions may engage in disruptive labor disputes. Governments may 
take civil or criminal action against the company and its top officers, imposing fines 
and in some cases jail terms. Communities may oppose the company’s attempts to 
locate its facilities in their area, and the general public may form pressure groups, de- 
manding action against companies that impair the quality of life. Any of these reac- 
tions can have a damaging impact on an enterprise. 


A company cannot always satisfy the claims of all stakeholders. The goals of different 
groups may conflict, and in practice few organizations have the resources to manage all 
stakeholders.’ For example, union claims for higher wages can conflict with consumer 
demands for reasonable prices and stockholder demands for acceptable returns. Often 
the company must make choices. To do so, it must identify the most important stake- 
holders and give highest priority to pursuing strategies that satisfy their needs. Stake- 
holder impact analysis can provide such identification. Typically, stakeholder impact 
analysis follows these steps: 


1. Identify stakeholders. 

2. Identify stakeholders’ interests and concerns. 

3. Asa result, identify what claims stakeholders are likely to make on the organization. 
4. Identify the stakeholders who are most important from the organization’s perspective. 
5. Identify the resulting strategic challenges.° 


Such an analysis enables a company to identify the stakeholders most critical to 
its survival and to make sure that the satisfaction of their needs is paramount. Most 
companies that have gone through this process quickly come to the conclusion that 
three stakeholder groups must be satisfied above all others if a company is to survive 
and prosper: customers, employees, and stockholders. 


A company’s stockholders are usually put in a different class from other stakeholder 
groups, and for good reason. Stockholders are legal owners and the providers of risk 
capital, a major source of the capital resources that allow a company to operate its 
business. The capital that stockholders provide to a company is seen as risk capital 
because there is no guarantee that stockholders will ever recoup their investment 
and/or earn a decent return. 

Recent history demonstrates all too clearly the nature of risk capital. Many investors 
who bought shares in companies that went public during the late 1990s and early 2000s 
through an initial public offering (IPO) subsequently saw the value of their holdings 
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decline to zero, or something close to it. For example, in early 2000, Oniva.com, a 
provider of an online business-to-business marketplace aimed at small businesses, 
went public. On the first day of trading, the shares hit $25. They fell steadily afterward, 
and two years later, having lost 99% of their value, they were trading at $0.25, effectively 
wiping out the investment many made in the company. Of course, there are also some 
spectacular successes: investors who purchased shares of Dell, Microsoft, or Intel at 
their IPO have done extraordinarily well. But this is the nature of risk capital: the vari- 
ance of returns is very high. To reward stockholders for providing the company with 
risk capital, management is obligated to pursue strategies that maximize the returns 
that stockholders receive from their investment in the company’s stock. 

Over the past decade, maximizing returns to stockholders has taken on added im- 
portance because more and more employees have themselves become stockholders in 
the company for which they work through an employee stock ownership plan 
(ESOP). At Wal-Mart, for example, all employees who have served for more than one 
year are eligible for the company’s ESOP. Under an ESOP, employees are given the 
opportunity to purchase stock in their company, sometimes at a discount compared 
to the market value of the stock. The company may also contribute a certain propor- 
tion of the purchase price. By making employees stockholders, ESOPs tend to in- 
crease the already strong emphasis on maximizing returns to stockholders because 
they now help to satisfy two key stakeholder groups: stockholders and employees. 


e Profitability, Profit Because of the unique position assigned to stockholders, managers normally seek to 
Growth, and pursue strategies that maximize the returns that stockholders receive from holding 
Stakeholder Claims shares in the company. As we noted in Chapter 1, stockholders receive a return on 
their investment in a company’s stock in two ways: from dividend payments and 
from capital appreciation in the market value of a share (that is, by increases in stock 
market prices). The best way for managers to generate the funds for future dividend 
payments and to keep the stock price appreciating is for them to pursue strategies 
that maximize the company’s long-run profitability (as measured by the return on 

invested capital or ROIC) and grow the profits of the company over time.° 

As we saw in Chapter 3, ROIC is an excellent measure of the profitability of a com- 
pany. It tells managers how efficiently they are using the capital resources of the 
company (including the risk capital provided by stockholders) to generate profits. A 
company that is generating a positive ROIC is covering all of its ongoing expenses 
and has money left over, which is then added to shareholders’ equity, thereby increas- 
ing the value of a company and thus the value of a share of stock in the company. The 
value of each share will increase further if a company can grow its profits over time 
because then the profit that is attributable to every share (that is, the company’s earning 
per share) will also grow. As we have seen in this book, to grow their profits, compa- 
nies must be doing one or more of the following: (a) participating in a market that is 
growing; (b) taking market share from competitors; (c) consolidating the industry 
through horizontal integration; and (d) developing new markets through interna- 
tional expansion, vertical integration, or diversification. 

While managers should strive for profit growth if they are trying to maximize 
shareholder value, the relationship between profitability and profit growth is a complex 
one because attaining future profit growth may require investments that reduce the 
current rate of profitability. The task of managers is to find the right balance between 
profitability and profit growth.” Too much emphasis on current profitability at the ex- 
pense of future profitability and profit growth can make an enterprise less attractive to 
shareholders. Too much emphasis on profit growth can reduce the profitability of the en- 
terprise and have the same effect. In an uncertain world where the future is unknowable, 
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finding the right balance between profitability and profit growth is certainly as much 
art as it is science, but it is something that managers must try to do. 

In addition to maximizing returns to stockholders, boosting a company’s prof- 
itability and profit growth rate is also consistent with satisfying the claims of several 
other key stakeholder groups. When a company is profitable and its profits are grow- 
ing, it can pay higher salaries to productive employees and can also afford benefits 
such as health insurance coverage, all of which help to satisfy employees. In addition, 
companies with a high level of profitability and profit growth have no problem meet- 
ing their debt commitments, which provides creditors, including bondholders, with a 
measure of security. More profitable companies are also better able to undertake 
philanthropic investments, which can help to satisfy some of the claims that local 
communities and the general public place on a company. Pursuing strategies that 
maximize the long-run profitability and profit growth of the company is therefore 
generally consistent with satisfying the claims of various stakeholder groups. 

There is an important cause-and-effect relationship here. Pursuing strategies to 
maximize profitability and profit growth helps a company to better satisfy the demands 
that several stakeholder groups place on it, not the other way around. The company 
that overpays its employees in the current period, for example, may have very happy 
employees for a short while, but such action will raise the company’s cost structure and 
limit its ability to attain a competitive advantage in the marketplace, thereby depressing 
its long-run profitability and hurting its ability to award future pay increases. As far as 
employees are concerned, the way many companies deal with this situation is to make 
future pay increases contingent on improvements in labor productivity. If labor pro- 
ductivity goes up, labor costs as a percentage of revenues will fall, profitability will rise, 
and the company can afford to pay its employees more and offer greater benefits. 

Of course, not all stakeholder groups want the company to maximize its long-run 
profitability and profit growth. Suppliers are more comfortable about selling goods 
and services to profitable companies because they can be assured that the company 
will have the funds to pay for those products. Similarly, customers may be more will- 
ing to purchase from profitable companies because they can be assured that those 
companies will be around in the long run to provide after-sales services and support. 
But neither suppliers nor customers want the company to maximize its profitability 
at their expense. Rather, they would like to capture some of these profits from the 
company in the form of higher prices for their goods and services (in the case of sup- 
pliers) or lower prices for the products they purchase from the company (in the case 
of customers). Thus, the company is in a bargaining relationship with some of its 
stakeholders, which was a phenomenon we discussed in Chapter 2. 

Despite the argument that maximizing long-run profitability and profit growth is 
the best way to satisfy the claims of several key stakeholder groups, it should be noted 
that a company must do so within the limits set by the law and in a manner consistent 
with societal expectations. The unfettered pursuit of profit can lead to behaviors that 
are outlawed by government regulations, are opposed by important public constituen- 
cies, or are simply unethical. Governments have enacted a wide range of regulations to 
govern business behavior, including antitrust laws, environmental laws, and laws per- 
taining to health and safety in the workplace. It is incumbent on managers to make sure 
that the company is in compliance with these laws when pursuing strategies. 

Unfortunately, there is plenty of evidence that managers can be tempted to cross 
the line between the legal and illegal in their pursuit of greater profitability and profit 
growth. For example, in mid-2003, the Air Force stripped Boeing of $1 billion in con- 
tracts to launch satellites when it was discovered that Boeing had obtained thousand 
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of pages of proprietary information from rival Lockheed Martin. Boeing had used 
that information to prepare its winning bid for the satellite contract. This was fol- 
lowed by the revelation that Boeing’s CFO, Mike Sears, had offered a government of- 
ficial, Darleen Druyun, a lucrative job at Boeing while Druyun was still involved in 
evaluating whether Boeing should be awarded a $17 billion contract to build tankers 
for the Air Force. Boeing won the contract against strong competition from Airbus, 
and Druyun was hired by Boeing. It was clear that the job offer may have had an impact 
on the Air Force decision. Boeing fired the CFO and Druyun, and shortly afterward, 
Boeing CEO Phil Condit resigned in a tacit acknowledgment that he bore responsibil- 
ity for the ethics violations that had occurred at Boeing during his tenure as 
leader.8In another case, the chief executive of Archer Daniels Midland, one of the 
world’s largest producers of agricultural products, was sent to jail after an FBI inves- 
tigation revealed that the company had systematically tried to fix the price for lysine 
by colluding with other manufacturers in the global marketplace. In another example 
of price fixing, the seventy-six-year-old chair of Sotheby’s auction house was sen- 
tenced to a jail term and the former CEO to house arrest for fixing prices with rival 
auction house Christie’s over a six-year period (see Strategy in Action 11.1). 
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Price Fixing at Sotheby's 
and Christie's 


Sotheby’s and Christie’s are the two largest fine art auc- 
tion houses in the world. In the mid-1990s, the two com- 
panies controlled 90% of the fine art auction market, 
which at the time was worth some $4 billion a year. Tradi- 
tionally, auction houses make their profit by the commis- 
sion they charge on auction sales. In good times, these 
commissions can range as high as 10% on some items, 
but in the early 1990s, the auction business was in a 
slump, with the supply of art for auction drying up. With 
Sotheby’s and Christie’s desperate for works of art, sellers 
played the two houses against each other, driving com- 
missions down to 2% or even lower. 

To try to control this situation, Sotheby's CEO, Dede 
Brooks, met with her counterpart at Christie’s, Christopher 
Davidge, in a series of clandestine meetings held in car 
parking lots that began in 1993. Brooks claims that she 
was acting on behalf of her boss, Alfred Taubman, the 
chair and controlling shareholder of Sotheby’s. According 
to Brooks, Taubman had agreed with the chair of 
Christie's, Anthony Tennant, to work together in the weak 
auction market and limit price competition. In their 
meetings, Brooks and Davidge agreed to a fixed and non- 
negotiable commission structure. Based on a sliding scale, 


the commission structure would range from 10% on a 
$100,000 item to 2% on a $5 million item. In effect, 
Brooks and Davidge were agreeing to eliminate price 
competition between them, thereby guaranteeing both 
auction houses higher profits. The price-fixing agreement 
started in 1993 and continued unabated for six years until 
federal investigators uncovered the arrangement and 
brought charges against Sotheby’s and Christie’s. 

With the deal out in the open, lawyers filed several class- 
action lawsuits on behalf of sellers who had been defrauded 
by Sotheby’s and Christie's. Ultimately, some 100,000 sellers 
joined the class-action lawsuits, which the auction houses 
settled with a $512 million payment. The auction houses 
also pleaded guilty to price fixing and paid $45 million in 
fines to U.S. antitrust authorities. As for the key players, the 
chair of Christie’s, as a British subject, was able to avoid 
prosecution in the United States (price fixing is not an of- 
fense for which someone can be extradited). Christies CEO, 
Davidge, struck a deal with prosecutors and in return for 
amnesty handed over incriminating documents to the au- 
thorities. Brooks also cooperated with federal prosecutors 
and avoided jail (in April 2002, she was sentenced to three 
years’ probation, six months’ home detention, 1,000 hours of 
community service, and a $350,000 fine). Taubman, ulti- 
mately isolated by all his former co-conspirators, was sen- 
tenced to a year in jail and fined $7.5 million.? 


ee Be ee ee rer 


372 PART 4 Implementing Strategy 


Agency Theory 


e Principal-Agent 
Relationships 
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Examples such as these beg the question: Why would managers engage in such 
risky behavior? A body of academic work collectively known as agency theory pro- 
vides an explanation for why managers might engage in behavior that is either illegal 
or, at the very least, not in the interests of the company’s shareholders. 


Agency theory looks at the problems that can arise in a business relationship when 
one person delegates decision-making authority to another. It offers a way of under- 
standing why managers do not always act in the best interests of stakeholders and 
why they might sometimes behave unethically and perhaps also illegally.? Although 
agency theory was originally formulated to capture the relationship between man- 
agement and stockholders, the basic principles have also been extended to cover the 
relationship with other key stakeholders, such as employees, as well as relationships 
between different layers of management within a corporation.!? While the focus of 
attention in this section is on the relationship between senior management and 
stockholders, some of the same language can be applied to the relationship between 
other stakeholders and top managers and between top management and lower levels 
of management. 


The basic propositions of agency theory are relatively straightforward. First, an 
agency relationship arises whenever one party delegates decision-making authority 
or control over resources to another. The principal is the person delegating author- 
ity, and the agent is the person to whom authority is delegated. The relationship 
between stockholders and senior managers is the classic example of an agency rela- 
tionship. Stockholders, who are the principals, provide the company with risk capi- 
tal, but they delegate control over that capital to senior managers, and particularly 
the CEO, who as their agent is expected to use that capital in a manner that is con- 
sistent with the best interests of the stockholders. As we have seen, this means using 
that capital to maximize the company’s long-run profitability and profit growth 
rate. 

The agency relationship continues down within the company. For example, in the 
large, complex, multibusiness company, top managers cannot possibly make all im- 
portant decisions, so they delegate some decision-making authority and control over 
capital resources to business unit (divisional) managers. Thus, just as senior man- 
agers such as the CEO are the agents of stockholders, business unit managers are the 
agents of the CEO (and in this context, the CEO is the principal). The CEO trusts 
business unit managers to use the resources over which they have control in the most 
effective manner so that they maximize the performance of their units, which helps 
the CEO to make sure that he or she maximizes the performance of the entire com- 
pany, thereby discharging agency obligations to stockholders. More generally, when- 
ever managers delegate authority to managers below them in the hierarchy and give 
them the right to control resources, an agency relation is established. 


While agency relationships often work well, problems may arise if agents and principals 
have different goals and if agents take actions that are not in the best interests of their 
principals. Agents may be able to do this because there is an information asymmetry 
between the principal and the agent: agents almost always have more information 
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about the resources they are managing than the principal does. Unscrupulous agents 
can take advantage of any information asymmetry to mislead principals and maxi- 
mize their own interests at the expense of principals. 

In the case of stockholders, information asymmetry arises because they delegate 
decision-making authority to the CEO, their agent, who by virtue of his or her posi- 
tion inside the company is likely to know far more than stockholders do about the 
company’s operations. Indeed, there may be certain information about the company 
that the CEO is unwilling to share with stockholders because it would also help com- 
petitors. In such a case, withholding some information from stockholders may be in 
their best interests. More generally, the CEO, who is involved in the day-to-day run- 
ning of the company, is bound to have an information advantage over stockholders, 
just as the CEO’s subordinates may well have an information advantage over the 
CEO with regard to the resources under their control. 

The information asymmetry between principals and agents is not necessarily a 
bad thing, but it can make it difficult for principals to measure how well an agent is 
performing and thus hold the agent accountable for how well he or she is using the 
entrusted resources. There is a certain amount of performance ambiguity inherent 
in the relationship between a principal and agent: principals cannot know for sure if 
the agent is acting in his or her best interests. They cannot know for sure if the agent 
is using the resources to which he or she has been entrusted as effectively and effi- 
ciently as possible. To an extent, principals have to trust the agent to do the right 
thing. 

Of course, this trust is not blind: principals do put mechanisms in place whose 
purpose is to monitor agents, evaluate their performance, and take corrective action 
if necessary. As we shall see shortly, the board of directors is one such mechanism be- 
cause in part the board exists to monitor and evaluate senior managers on behalf 
of stockholders. Other mechanisms serve a similar purpose. In the United States, 
publicly owned companies must regularly file detailed financial statements with the 
Securities and Exchange Commission (SEC) that are in accordance with generally 
accepted accounting principles (GAAP). This requirement exists to give stockholders 
consistent and detailed information about how well management is using the capital 
with which it has been entrusted. Similarly, internal control systems within a com- 
pany help the CEO make sure that subordinates are using the resources with which 
they have been entrusted as efficiently and effectively as possible. 

Despite the existence of governance mechanisms and comprehensive measure- 
ment and control systems, a degree of information asymmetry will always remain be- 
tween principals and agents, and there is always an element of trust involved in the 
relationship. Unfortunately, not all agents are worthy of this trust. A minority will 
deliberately mislead principals for personal gain, sometimes behaving unethically or 
breaking laws in the process. The interests of principals and agents are not always the 
same; they diverge, and some agents may take advantage of information asymmetries 
to maximize their own interests at the expense of principals and to engage in behav- 
iors that the principals would never condone. 

For example, some authors have argued that, like many other people, senior man- 
agers are motivated by desires for status, power, job security, and income.!! By virtue 
of their position within the company, certain managers, such as the CEO, can use their 
authority and control over corporate funds to satisfy these desires at the cost of returns 
to stockholders. CEOs might use their position to invest corporate funds in various 
perks that enhance their status—executive jets, lavish offices, and expense-paid trips to 
exotic locations—rather than investing those funds in ways that increase stockholder 
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returns. Economists have termed such behavior on-the-job consumption.'* Dennis 
Kozlowski is an example of a CEO who appeared to engage in excessive on-the-job 
consumption (see the Opening Case). 

Besides engaging in on-the-job consumption, CEOs, along with other senior 
managers, might satisfy their desires for greater income by using their influence or 
control over the board of directors to get the compensation committee of the board 
to grant pay increases. Critics of U.S. industry claim that extraordinary pay has now 
become an endemic problem and that senior managers are enriching themselves at 
the expense of stockholders and other employees. They point out that CEO pay has 
been increasing far more rapidly than the pay of average workers primarily because 
of very liberal stock option grants that enable a CEO to earn huge pay bonuses in a 
rising stock market, even if the company underperforms in the market and com- 
pared to competitors.!? In 1950, when Business Week started its annual survey of 
CEO pay, the highest-paid executive was General Motors CEO Charles Wilson, 
whose $652,156 pay packet translated into $4.7 million in inflation-adjusted dollars 
in 2005. In contrast, the highest-paid executive in 2005, Lee Raymond of Exxon, 
earned $405 million'* In 1980, the average CEO in Business Week’s survey of CEOs of 
the largest 500 American companies earned forty-two times what the average blue- 
collar worker earned. By 1990, this figure had increased to eighty-five times. Today, 
the average CEO in the survey earns more than three hundred and fifty times the pay 
of the average blue-collar worker.!° 

What rankles critics is the size of some CEO pay packages and their apparent 
lack of relationship to company performance.!® For example, in May 2006, share- 
holders of Home Depot complained bitterly about the compensation package for 
CEO Bob Nardelli at the company’s annual meeting. Nardelli, who was appointed in 
2000, had received $124 million in compensation, despite mediocre financial per- 
formance at Home Depot and a 12% decline in the company’s stock price since he 
joined. When unexercised stock options were included, his compensation exceeded 
$250 million.!” Another target of complaints was Pfizer CEO, Hank McKinnell, who 
garnered an $83 million lump sum pension, and $16 million in compensation in 
2005, despite a 40-plus percentage point decline in Pfizer’s stock price since he took 
over as CEO.!® Critics feel that the size of pay awards such as these is out of all pro- 
portion to the achievement of the CEOs. If so, this represents a clear example of the 
agency problem. 

A further concern is that in trying to satisfy a desire for status, security, power, 
and income, a CEO might engage in empire building, or buying many new busi- 
nesses in an attempt to increase the size of the company through diversification.!? 
Although such growth may depress the company’s long-run profitability and thus 
stockholder returns, it increases the size of the empire under the CEO’s control and, 
by extension, the CEO’s status, power, security, and income (there is a strong rela- 
tionship between company size and CEO pay). Instead of trying to maximize stock- 
holder returns by seeking the right balance between profitability and profit growth, 
some senior managers may trade long-run profitability for greater company growth 
by buying new businesses. Figure 11.2 graphs long-run profitability against the rate 
of growth in company revenues. A company that does not grow is probably missing 
some profitable opportunities.2° A moderate revenue growth rate of G* allows a 
company to maximize long-run profitability, generating a return of II*. Thus, a 
growth rate of Gl in Figure 11.2 is not consistent with maximizing profitability 
(II1 < II*). By the same token, however, attaining growth in excess of G2 requires 
diversification into areas that the company knows little about. Consequently, it can 
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be achieved only by sacrificing profitability; that is, past G*, the investment required 
to finance further growth does not produce an adequate return and the company's 
profitability declines. Yet G2 may be the growth rate favored by an empire-building 
CEO because it will increase his or her power, status, and income. At this growth 
rate, profitability is equal only to I[2. Because II* > 12, a company growing at this 
rate is clearly not maximizing its long-run profitability or the wealth of its stock- 
holders. 

For an example of this kind of excessive growth, consider again the case of Tyco 
International, profiled in the Opening Case. Tyco’s growth through acquisitions 
under Dennis Kozlowski enabled him to build a corporate empire, which clearly sat- 
isfied Kozlowski’s ego and financial needs, although it was financially shaky. 

Just how serious agency problems can be was emphasized in the early 2000s when 
a series of scandals swept through the corporate world, many of which could be at- 
tributed to self-interest-seeking by senior executives and a failure of corporate gover- 
nance mechanisms to hold the excess of those executives in check. Between 2001 and 
2004, accounting scandals unfolded at a number of major corporations, including 
Enron, WorldCom, Tyco, Computer Associates, HealthSouth, Adelphia Communica- 
tions, Dynegy, Royal Dutch Shell, and the major Italian food company, Parmalat. At 
Enron, some $27 billion in debt was hidden from shareholders, employees, and regula- 
tors in special partnerships that were kept off the balance sheet. At Parmalat, managers 
apparently “invented” some $8 to $12 billion in assets to shore up the company’s bal- 
ance sheet, assets that never existed. In the case of Royal Dutch Shell, senior managers 
knowingly inflated the value of the company’s oil reserves by one-fifth, which 
amounted to 4 billion barrels of oil that never existed, making the company appear 
much more valuable than it actually was. At the other companies, earnings were sys- 
tematically overstated, often by hundreds of millions of dollars, or even billions of 
dollars in the case of Tyco (see the Opening Case) and WorldCom, which under- 
stated its expenses by $3 billion in 2001. Strategy in Action 11.2 discusses accounting 
fraud at Computer Associates. In all of these cases, the prime motivation seems to 
have been an effort to present a more favorable view of corporate affairs to share- 
holders than was actually the case, thereby securing senior executives significantly 
higher pay packets.7! 
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Self-Dealing at Computer Associates 


Computer Associates is one of the world’s largest software 
companies. During the 1990s, its stock price appreciated 
at a rapid rate, driven in large part by surging revenues 
and a commensurate rise in profits. Because its revenues 
were growing more rapidly than those of rivals during the 
late 1990s, investors assumed that the company was gaining 
market share and that high profitability would follow, so 
they bid up the price of the company’s stock. The senior 
managers of Computer Associates were major beneficiar- 
ies of this process. Under a generous incentive program 
given to the company’s three top managers—Charles 
Wang, then CEO and chair of the board; Sanjay Kumar, 
the chief operating officer; and Russell Artzt, the chief 
technology officer—by the board of directors, they would 
receive a special incentive stock award amounting to 
some 20 million shares if the stock price stayed above 
$53.13 for sixty days. In May 1998, Kumar announced 
that Computer Associates had “record” revenues and 
earnings for the quarter. The stock price surged over the 
$53.13 trigger and stayed there long enough for all three 
to receive the special incentive stock award, then valued at 
$1.1 billion. 

In late July 1998, after all three had received the 
award, Kumar announced that the effect of Asian eco- 
nomic turmoil and the year 2000 bug “leads us to believe 
that our revenue and earnings growth will slow over the 
next few quarters.” The stock price promptly fell from over 
$55.00 to under $40.00 a share. What followed was a series 
of class-action lawsuits, undertaken on behalf of stock- 
holders, that claimed that management had misled stock- 
holders to enrich themselves. As a result of the lawsuits, 
the three top managers were compelled to give back some 
of their gains, and the size of the award was reduced to 
4.5 million shares. Wang stepped down as CEO, although 
he retained his position as chair of the board, and Kumar 
became the CEO. 

This was not the end of matters, however, because 
Computer Associates had attracted the attention of both 
the Justice Department and the SEC, which launched a 
joint investigation into the company’s accounting practices. 
By 2002, they were reportedly focusing on a little-noticed 
action the company had taken in May 2000 to reduce its 
revenues by 10%, or $1.76 billion, below what it had previ- 
ously reported for the three fiscal years that ended March 


2000. The downward revisions, detailed in the company’s 
10-K filings with the SEC, retroactively took hundreds of 
millions of dollars away from the top line in the fourteen 
months preceding the May 1998 stock award to senior 
managers, including some $513 million for the fiscal year 
ending March 1998. According to the company, earnings 
were unaffected by the revision because the lost revenue 
was offset by a commensurate downward revision of ex- 
penses. The downward revision reportedly came at the 
urging of auditor KPMG, which replaced Ernst & Young as 
the company’s accountant in June 1999. 

The implication that some observers were drawing was 
that Computer Associates deliberately overstated its rev- 
enues in the period prior to May 1998 to enrich the three 
top managers. The losers in this process were stockholders 
who purchased shares at the inflated price and longer-term 
shareholders who saw the value of their holdings diluted by 
the stock awarded to Wang, Kumar, and Artzt. In a state- 
ment issued after a report of the ongoing investigation was 
published in the Wall Street Journal, Computer Associates 
stated that it changed how it classified revenue and ex- 
penses at the advice of its auditors. “We continue to believe 
CA has acted appropriately, the company said. “This 
change in presentation had no impact on reported earn- 
ings, earnings per share, or cash flows.” 

By 2004, it was clear that Computer Associates had 
been acting anything but appropriately. According to the 
SEC investigation, between 1998 and 2000, the company 
adopted a policy of backdating contracts to boost rev- 
enues. For example, in January 2000, Computer Associates 
negotiated a $300 million contract with a customer but 
backdated the contract so that the revenues appeared in 
1999. Although initially this may have been done to help 
secure the $1.1 billion special stock award, by 2000, the 
practice represented an increasingly desperate attempt to 
meet financial projections that the company was routinely 
missing. Under increasing pressure, Charles Wang stepped 
down in 2002 as chair, and in 2004, Kumar was forced to 
resign as CEO by the board of Computer Associates, which 
had belatedly come to recognize that the company’s finan- 
cial statements were fraudulent. In late 2004, in a deal with 
federal regulators, the company admitted to $2.2 billion in 
fraud. As part of the deal, Kumar was indicted by federal 
prosecutors on charges of obstruction of justice and secu- 
rities fraud. In November 2006, Kumar was sentenced to 
twelve years in jail for his part in the fraud. 
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It is important to remember that the agency problem is not confined to the rela- 
tionship between senior managers and stockholders. It can also bedevil the relation- 
ship between the CEO and subordinates, and between them and their subordinates. 
Subordinates might use control over information to distort the true performance of 
their unit to enhance their pay, increase their job security, or make sure their unit gets 
more than its fair share of company resources. 

Confronted with agency problems, the challenge for principals is to (1) shape 
the behavior of agents so that they act in accordance with the goals set by princi- 
pals, (2) reduce the information asymmetry between agents and principals, and (3) 
develop mechanisms for removing agents who do not act in accordance with the 
goals of principals and mislead them. Principals try to deal with these challenges 
through a series of governance mechanisms. 


Governance Mechanisms 


Governance mechanisms are mechanisms that principals put in place to align incen- 
tives between principals and agents and to monitor and control agents. The purpose 
of governance mechanisms is to reduce the scope and frequency of the agency prob- 
lem: to help ensure that agents act in a manner that is consistent with the best interests 
of their principals. In this section, the primary focus is on the governance mechanisms 
that align the interests of senior managers (as agents) with their principals, stock- 
holders. It should not be forgotten, however, that governance mechanisms also exist 
to align the interests of business unit managers with those of their superiors, and so 
on down within the organization. 

Here we look at four main types of governance mechanisms for aligning stock- 
holder and management interests: the board of directors, stock-based compensation, 
financial statements, and the takeover constraint. The section closes with a discus- 
sion of governance mechanisms within a company to align the interest of senior and 
lower-level managers. 


e The Board of The board of directors is the centerpiece of the corporate governance system in the 
Directors United States and the United Kingdom. Board members are directly elected by stock- 
holders, and under corporate law, they represent the stockholders’ interests in the 
company. Hence, the board can be held legally accountable for the company’s 
actions. Its position at the apex of decision making within the company allows it to 
monitor corporate strategy decisions and ensure that they are consistent with stock- 
holder interests. If the board’s sense is that corporate strategies are not in the best 
interests of stockholders, it can apply sanctions, such as voting against management 
nominations to the board of directors or submitting its own nominees. In addition, 
the board has the legal authority to hire, fire, and compensate corporate employees, 
including, most importantly, the CEO.”” The board is also responsible for making sure 
that audited financial statements of the company present a true picture of its financial 
situation. Thus, the board exists to reduce the information asymmetry between stock- 
holders and managers and to monitor and control management actions on behalf 
of stockholders. 
The typical board of directors is composed of a mix of inside and outside directors. 
Inside directors are senior employees of the company, such as the CEO. They are re- 
quired on the board because they have valuable information about the company’s activ- 
ities. Without such information, the board cannot adequately perform its monitoring 
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function. But because insiders are full-time employees of the company, their interests 
tend to be aligned with those of management. Hence, outside directors are needed to 
bring objectivity to the monitoring and evaluation processes. Outside directors are 
not full-time employees of the company. Many of them are full-time professional di- 
rectors who hold positions on the boards of several companies. The need to maintain 
a reputation as competent outside directors gives them an incentive to perform their 
tasks as objectively and effectively as possible.?° 

There is little doubt that many boards perform their assigned functions ad- 
mirably. For example, when the board of Sotheby’s discovered that the company had 
been engaged in price fixing with Christie’s, board members moved quickly to oust 
both the CEO and the chair of the company (see Strategy in Action 11.1). But not all 
boards perform as well as they should. The board of now-bankrupt energy company 
Enron signed off on that company’s audited financial statements, which were later 
shown to be grossly misleading. 

Critics of the existing governance system charge that inside directors often dom- 
inate the outsiders on the board. Insiders can use their position within the manage- 
ment hierarchy to exercise control over what kind of company-specific information 
the board receives. Consequently, they can present information in a way that puts 
them in a favorable light. In addition, because insiders have intimate knowledge of 
the company’s operations and because superior knowledge and control over infor- 
mation are sources of power, they may be better positioned than outsiders to influ- 
ence boardroom decision making. The board may become the captive of insiders 
and merely rubber-stamp management decisions instead of guarding stockholder 
interests. 

Some observers contend that many boards are dominated by the company CEO, 
particularly when the CEO is also the chair of the board.” To support this view, they 
point out that both inside and outside directors are often the personal nominees of 
the CEO. The typical inside director is subordinate to the CEO in the company’s hi- 
erarchy and therefore unlikely to criticize the boss. Because outside directors are fre- 
quently the CEO’s nominees as well, they can hardly be expected to evaluate the CEO 
objectively. Thus, the loyalty of the board may be biased toward the CEO, not the 
stockholders. Moreover, a CEO who is also chair of the board may be able to control 
the agenda of board discussions to deflect any criticisms of his or her leadership. 

In the aftermath of a wave of scandals that hit the corporate world in the early 
2000s, there are clear signs that many corporate boards are moving away from merely 
rubber-stamping top management decisions and are beginning to play a much more 
active role in corporate governance. In part, they have been prompted by new legisla- 
tion, such as the 2002 Sarbanes-Oxley Act in the United States, which tightened rules 
governing corporate reporting and corporate governance. Also important has been a 
growing trend on the part of the courts to hold directors liable for corporate mis- 
statements. Powerful institutional investors such as pension funds have also been 
more aggressive in exerting their power, often pushing for more outside representa- 
tion on the board of directors and for a separation between the roles of chair and 
CEO, with the chair role going to an outsider. Partly as a result, over 50% of big com- 
panies had outside directors in the chair’s role by the mid-2000s, up from less than 
half that amount in 1990. Separating the role of chair and CEO limits the ability of 
corporate insiders, and particularly of the CEO, to exercise control over the board. 
Still, when all is said and done, it must be recognized that boards of directors do not 
work as well as they should in theory, and other mechanisms are need to align the in- 
terests of stockholders and managers. 
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e Stock-Based According to agency theory, one of the best ways to reduce the scope of the agency 

Compensation _ problem is for principals to establish incentives for agents to behave in their best in- 
terests through pay-for-performance systems. In the case of stockholders and top 
managers, stockholders can encourage top managers to pursue strategies that maxi- 
mize a company’s long-run profitability and profit growth, and thus the gains from 
holding its stock, by linking the pay of those managers to the performance of the 
stock price. 

The most common pay-for-performance system has been to give managers stock 
options: the right to buy the company’s shares at a predetermined (strike) price at 
some point in the future, usually within ten years of the grant date. Typically, the strike 
price is the price that the stock was trading at when the option was originally granted. 
The idea behind stock options is to motivate managers to adopt strategies that in- 
crease the share price of the company because in doing so, they will also increase the 
value of their own stock options. Another stock-based pay-for-performance system is 
to grant managers stock if they attain predetermined performance targets. 

Several academic studies suggest that stock-based compensation schemes for exec- 
utives, such as stock options and stock grants, can align management and stockholder 
interests. For instance, one study found that managers were more likely to consider the 
effects of their acquisition decisions on stockholder returns if they themselves were 
significant shareholders.”° According to another study, managers who were significant 
stockholders were less likely to pursue strategies that would maximize the size of the 
company rather than its profitability.2° More generally, it is difficult to argue with the 
proposition that the chance to get rich from exercising stock options is the primary 
reason for the fourteen-hour days and six-day workweeks that many employees of 
fast-growing companies put in. 

However, the practice of granting stock options has become increasingly contro- 
versial. Many top managers often earn huge bonuses from exercising stock options 
that were granted several years previously. While not denying that these options do 
motivate managers to improve company performance, critics claim that they are 
often too generous. A particular cause for concern is that stock options are often 
granted at such low strike prices that the CEO can hardly fail to make a significant 
amount of money by exercising them, even if the company underperforms in the 
stock market by a significant margin. Indeed, a serious example of the agency prob- 
lem emerged in 2005 and 2006 when the Securities and Exchange Commission 
started to investigate a number of companies where stock options granted to senior 
executives had apparently been backdated to a time when the stock price was lower, 
enabling the executive to earn more money than if those options had simply been 
dated on the day that they were granted.”” By late 2006, the SEC was investigating 
some 130 companies for possible fraud relating to stock option dating. Included in 
the list were some major corporations, including Apple Computer, Jabil Circuit, 
United Health, and Home Depot.”8 

Other critics of stock options, including the famous investor Warren Buffett, 
complain that huge stock option grants increase the outstanding number of shares in 
a company and therefore dilute the equity of stockholders; accordingly, they should 
be shown in company accounts as an expense against profits. Under accounting reg- 
ulations that were in force until 2005, stock options, unlike wages and salaries, were 
not expensed. However, this has now changed and, as a result, many companies are 
starting to reduce their use of stock options. At Microsoft, for example, which had 
long given generous stock option grants to high-performing employees, stock op- 
tions were replaced with stock grants in 2005. 
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Publicly traded companies in the United States are required to file quarterly and 
annual reports with the SEC that are prepared according to generally accepted ac- 
counting principals (GAAP). The purpose of this requirement is to give consistent, 
detailed, and accurate information about how efficiently and effectively the agents 
of stockholders—the company’s managers—are running the company. To make 
sure that managers do not misrepresent this financial information, the SEC also 
requires that the accounts be audited by an independent and accredited accounting 
firm. Similar regulations exist in most other developed nations. If the system works 
as intended, stockholders can have a lot of faith that the information contained in 
financial statements accurately reflects the state of affairs at a company. Among 
other things, such information can enable a stockholder to calculate the profitability 
(ROIC) of a company in which he or she invests and to compare its ROIC against 
that of competitors. 

Unfortunately, in the United States at least, this system has not always worked as 
intended. Although the vast majority of companies do file accurate information in 
their financial statements and although most auditors do a good job of reviewing 
that information, there is substantial evidence that a minority of companies have 
abused the system, aided in part by the compliance of auditors. This was clearly an 
issue at bankrupt energy trader Enron, where the CFO and others misrepresented 
the true financial state of the company to investors by creating off-balance-sheet 
partnerships that hid the true state of Enron’s indebtedness from public view. 
Enron’s auditor, Arthur Andersen, also apparently went along with this deception, in 
direct violation of its fiduciary duty. Arthur Anderson also had lucrative consulting 
contracts with Enron that it did not want to jeopardize by questioning the accuracy 
of the company’s financial statements. The losers in this mutual deception were 
shareholders, who had to rely on inaccurate information to make their investment 
decisions. 

There have been numerous examples in recent years of managers’ manipulating 
financial statements to present a distorted picture of their company’s finances to in- 
vestors. The typical motive has been to inflate the earnings or revenues of a company, 
thereby generating investor enthusiasm and propelling the stock price higher, which 
gives managers an opportunity to cash in stock option grants for huge personal gain, 
obviously at the expense of stockholders who have been misled by the reports (see 
Strategy in Action 11.2 for an example). 

The gaming of financial statements by companies such as Enron and Computer 
Associates raises serious questions about the accuracy of the information contained 
in audited financial statements. In response, in 2002, the United States passed the 
Sarbanes-Oxley Act into law; it represents the biggest overhaul of accounting rules 
and corporate governance procedures since the 1930s. Among other things, Sarbanes- 
Oxley set up a new oversight board for accounting firms, required CEOs and CFOs to 
endorse their company’s financial statements, and barred companies from hiring the 
same accounting firm for auditing and consulting services. 


Given the imperfections in corporate governance mechanisms, it is clear that the 
agency problem may still exist at some companies. However, stockholders still have 
some residual power because they can always sell their shares. If they start doing so in 
large numbers, the price of the company’s shares will decline. If the share price falls 
far enough, the company might be worth less on the stock market than the book 
value of its assets. At this point, it may become an attractive acquisition target and 
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run the risk of being purchased by another enterprise, against the wishes of the target 
company’s management. 

The risk of being acquired by another company is known as the takeover con- 
straint. The takeover constraint limits the extent to which managers can pursue 
strategies and take actions that put their own interests above those of stockholders. If 
they ignore stockholder interests and the company is acquired, senior managers typi- 
cally lose their independence and probably their jobs as well. So the threat of takeover 
can constrain management action and limit the worst excesses of the agency problem. 

During the 1980s and early 1990s, the threat of takeover was often enforced by 
corporate raiders: individuals or corporations that buy up large blocks of shares in 
companies that they think are pursuing strategies inconsistent with maximizing 
stockholder wealth. Corporate raiders argue that if these underperforming compa- 
nies pursued different strategies, they could create more wealth for stockholders. 
Raiders buy stock in a company either to take over the business and run it more effi- 
ciently or to precipitate a change in the top management, replacing the existing team 
with one more likely to maximize stockholder returns. Raiders are motivated not by 
altruism but by gain. If they succeed in their takeover bid, they can institute strategies 
that create value for stockholders, including themselves. Even if a takeover bid fails, 
raiders can still earn millions because their stockholdings will typically be bought out 
by the defending company for a hefty premium. Called greenmail, this source of gain 
stirred much controversy and debate about its benefits. While some claim that the 
threat posed by raiders has had a salutary effect on enterprise performance by push- 
ing corporate management to run their companies better, others claim there is little 
evidence of this.” 

Although the incidence of hostile takeover bids has fallen off significantly since 
the early 1990s, this should not be taken as evidence that the takeover constraint is no 
longer operating. Unique circumstances exist in the early 2000s that have made it 
more difficult to execute hostile takeovers. The boom years of the 1990s left many 
corporations with excessive debt: corporate America entered the new century with 
record levels of debt on its balance sheets. These debt levels limit the ability of com- 
panies to finance acquisitions, especially hostile acquisitions, which are often partic- 
ularly expensive. In addition, the market valuations of many companies got so out of 
line with underlying fundamentals during the stock market bubble of the 1990s that 
even after a substantial fall in certain segments of the stock market, such as the tech- 
nology sector, valuations are still high relative to historic norms, making the hostile 
acquisition of even poorly run and unprofitable companies expensive. However, 
takeovers tend to go in cycles, and it seems likely that once excesses are worked out of 
the stock market and worked off corporate balance sheets, the takeover constraint 
will begin to reassert itself. It should be remembered that the takeover constraint is 
the governance mechanism of last resort and is often invoked only when other gover- 
nance mechanisms have failed. 


e Governance So far, this section has focused on the governance mechanisms designed to reduce 
Mechanisms _ the agency problem that potentially exists between stockholders and managers. 
Inside a Company Agency relationships also exist within a company, and the agency problem can thus 
arise between levels of management. In this section, we explore how the agency prob- 
lem can be reduced within a company by using two complementary governance 
mechanisms to align the incentives and behavior of employees with those of upper- 

level management: strategic control systems and incentive systems. 
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STRATEGIC CONTROL SYSTEMS Strategic control systems are the primary governance 
mechanisms established within a company to reduce the scope of the agency prob- 
lem between levels of management. These systems are the formal target setting, 
measurement, and feedback systems that allow managers to evaluate whether a com- 
pany is executing the strategies necessary to maximize its long-run profitability and, 
in particular, whether the company is achieving superior efficiency, quality, innova- 
tion, and customer responsiveness. They are discussed in more detail in subsequent 
chapters. 

The purpose of strategic control systems is to (1) establish standards and targets 
against which performance can be measured, (2) create systems for measuring and 
monitoring performance on a regular basis, (3) compare actual performance against 
the established targets, and (4) evaluate results and take corrective action if necessary. 
In governance terms, the purpose of strategic control systems is to make sure that 
lower-level managers, as the agents of top managers, are acting in a way that is con- 
sistent with top managers’ goals, which should be to maximize the wealth of stock- 
holders, subject to legal and ethical constraints. 

One increasingly influential model that guides managers through the process of 
creating the right kind of strategic control systems to enhance organizational per- 
formance is the balanced scorecard model.*° According to the balanced scorecard 
model, managers have primarily used financial measures of performance, such as re- 
turn on invested capital, to measure and evaluate organizational performance. Finan- 
cial information is extremely important, but it is not enough by itself. If managers are 
to obtain a true picture of organizational performance, financial information must be 
supplemented with performance measures that indicate how well an organization 
has been achieving the four building blocks of competitive advantage: efficiency, 
quality, innovation, and responsiveness to customers. Financial results simply in- 
form strategic managers about the results of decisions they have already taken; the 
other measures balance this picture of performance by informing managers about 
how accurately the organization has in place the building blocks that drive future 
performance.*! 

One version of the way the balanced scorecard operates is presented in Figure 11.3. 
Strategic managers develop a set of strategies, based on an organization’s mission 
and goals, to build competitive advantage to achieve these goals. They then establish 
an organizational structure to use resources to obtain a competitive advantage.°** To 
evaluate how well the strategy and structure are working, managers develop specific 
performance measures that assess how well the four building blocks of competitive 
advantage are being achieved: 


@ Efficiency can be measured by the level of production costs, the productivity of 
labor (such as the employee hours needed to make a product), the productivity of 
capital (such as revenues per dollar invested in property, plant, and equipment), 
and the cost of raw materials. 


@ Quality can be measured by the number of rejects, the number of defective prod- 
ucts returned from customers, and the level of product reliability over time. 


@ Innovation can be measured by the number of new products introduced, the per- 
centage of revenues generated from new products in a defined period, the time 
taken to develop the next generation of new products versus the competition, and 
the productivity of R&D (how much R&D spending is required to produce a suc- 
cessful product). 


FIGURE 11.3 


A Balanced Scorecard 
Approach 
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@ Responsiveness to customers can be measured by the number of repeat customers, 
customer defection rates, level of on-time delivery to customers, and level of cus- 
tomer service. 


As Kaplan and Norton, the developers of this approach, suggest, “Think of the 
balanced scorecard as the dials and indicators in an airplane cockpit. For the complex 
task of navigating and flying an airplane, pilots need detailed information about 
many aspects of the flight. They need information on fuel, air speed, altitude, learn- 
ing, destination, and other indicators that summarize the current and predicted envi- 
ronment. Reliance on one instrument can be fatal. Similarly, the complexity of man- 
aging an organization today requires that managers be able to view performance in 
several areas simultaneously.”*? 

The way in which managers’ ability to build a competitive advantage translates 
into organizational performance is then measured using financial measures such as 
the return on invested capital, the return on sales, and the capital turnover ratio (see 
Chapter 3). Based on an evaluation of the complete set of measures in the balanced 
scorecard, strategic managers are in a good position to reevaluate the company’s mis- 
sion and goals and take corrective action to rectify problems, limit the agency problem, 
or exploit new opportunities by changing the organization’s strategy and structure— 
which is the purpose of strategic control. 


EMPLOYEE INCENTIVES Control systems alone may not be sufficient to align incen- 
tives among stockholders, senior management, and the rest of the organization. To 
help do this, positive incentive systems are often put into place to motivate employees 
to work toward goals that are central to maximizing long-run profitability. As already 
noted, employee stock ownership plans (ESOPs) are one form of positive incentive, 
as are stock option grants. In the 1990s, ESOPs and stock ownership grants were 
pushed down deep within many organizations. The logic behind such systems is 
straightforward: recognizing that the stock price, and therefore their own wealth, is 
dependent on the profitability of the company, employees will work toward maxi- 
mizing profitability. 

In addition to stock-based compensation systems, employee compensation can also 
be tied to goals that are linked to the attainment of superior efficiency, quality, innova- 
tion, and customer responsiveness. For example, the bonus pay of a manufacturing 
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employee might depend on attaining quality and productivity targets, which, if 
reached, will lower the costs of the company, increase customer satisfaction, and 
boost profitability. Similarly, the bonus pay of a salesperson might be dependent on 
surpassing sales targets, and of an R&D employee, on the success of new products he 
or she helped develop. 


The term ethics refers to accepted principles of right or wrong that govern the con- 
duct of a person, the members of a profession, or the actions of an organization. 
Business ethics are the accepted principles of right or wrong governing the conduct 
of businesspeople. Ethical decisions are in accordance with those accepted principles, 
whereas unethical decisions violate accepted principles. This is not as straightforward 
as it sounds. Managers may be confronted with ethical dilemmas, which are situa- 
tions where there is no agreement over the accepted principles of right and wrong, or 
where none of the available alternatives seems ethically acceptable. 

In our society, many accepted principles of right and wrong are not only universally 
recognized but also codified into law. In the business arena, there are laws governing 
product liability (tort laws), contracts and breaches of contract (contract law), the 
protection of intellectual property (intellectual property law), competitive behavior 
(antitrust law), and the selling of securities (securities law). Not only is it unethical to 
break these laws, it is illegal. 

In this book, we argue that the preeminent goal of managers in a business 
should be to pursue strategies that maximize the long-run profitability and profit 
growth of the enterprise, thereby boosting returns to stockholders. Strategies, of 
course, must be consistent with the laws that govern business behavior: managers 
must act legally while seeking to maximize the long-run profitability of the enter- 
prise. As we have already seen in this chapter, there are examples of managers break- 
ing the law. Moreover, managers may take advantage of ambiguities and gray areas 
in the law, of which there are many in our common law system, to pursue actions 
that are at best legally suspect and, in any event, clearly unethical. It is important to 
realize, however, that behaving ethically goes beyond staying within the bounds of 
the law. For example, see Strategy in Action 11.3, which discusses Nike’s use of 
sweatshop labor in developing nations to make sneakers for consumers in the devel- 
oped world. While Nike was not breaking any laws by using inexpensive labor (em- 
ployees who worked long hours for poor pay in poor working conditions), neither 
were its subcontractors; however, many considered it unethical to use subcontrac- 
tors who, by western standards, clearly exploited their work force. In this section, we 
take a closer look at the ethical issues that managers may confront when developing 
strategy and at the steps managers can take to ensure that strategic decisions are not 
only legal, but also ethical. 


The ethical issues that strategic managers confront cover a wide range of topics, but 
most are due to a potential conflict between the goals of the enterprise, or the goals of 
individual managers, and the fundamental rights of important stakeholders, includ- 
ing stockholders, customers, employees, suppliers, competitors, communities, and 
the general public. Stakeholders have basic rights that should be respected, and it is 
unethical to violate those rights. 


CHAPTER 11 


Nike and the Sweatshop Debate 


In many ways, Nike is the quintessential global corpora- 
tion. Established in 1972 by former University of Oregon 
track star Phil Knight, Nike is now one of the leading 
marketers of athletic shoes and apparel in the world. By 
2004, the company had more than $12 billion in annual 
revenues, had a return on invested capital of 17.5%, and 
sold its products in some 140 countries. Nike does not do 
any manufacturing. Rather, it designs and markets its 
products and contracts for their manufacture from a 
global network of 600 factories owned by subcontractors 
scattered around the globe that together employ some 
550,000 people. This huge corporation has made founder 
Phil Knight into one of the richest people in America. 
Nike’s marketing phrase, “Just Do It!” has become as rec- 
ognizable in popular culture as its “swoosh” logo or the 
faces of its celebrity sponsors, such as Tiger Woods. 

For all of its successes, the company has been dogged 
by repeated and persistent accusations that its products 
are made in sweatshops where workers, many of them 
children, slave away in hazardous conditions for wages 
that are below subsistence levels. Nike’s wealth, its detrac- 
tors claim, has been built on the backs of the world’s poor. 
Many see Nike as a symbol of the evils of globalization: a 
rich western corporation exploiting the world’s poor to 
provide expensive shoes and apparel to the pampered 
consumers of the developed world. Nike’s Niketown stores 
have become standard targets for antiglobalization protes- 
tors. Several nongovernmental organizations, such as San 
Francisco-based Global Exchange, a human rights organi- 
zation dedicated to promoting environmental, political, 
and social justice around the world, have targeted Nike for 
repeated criticism and protests. News organizations such 
as CBS’s 48 Hours, hosted by Dan Rather, have run ex- 
posés on working conditions in foreign factories that sup- 
ply Nike. And students on the campuses of several major 
USS. universities with which Nike has lucrative sponsor- 
ship deals have protested against those deals, citing Nike’s 
use of sweatshop labor. 

Typical of the allegations were those detailed in the CBS 
news program 48 Hours in 1996. The report painted a pic- 
ture of young women at a Vietnamese subcontractor who 
worked six days a week, in poor working conditions with 
toxic materials, for only 20 cents an hour. The report also 
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stated that a living wage in Vietnam was at least $3 a day, an 
income that could not be achieved without working sub- 
stantial overtime. Nike and its subcontractors were not 
breaking any laws, but this report and others like it raised 
questions about the ethics of using sweatshop labor to 
make what were essentially fashion accessories. It may have 
been legal, it may have helped the company to increase its 
profitability, but was it ethical to use subcontractors who, by 
western standards, clearly exploited their work force? Nike’s 
critics thought not, and the company found itself the focus 
of a wave of demonstrations and consumer boycotts. 

Adding fuel to the fire, in November 1997, Global Ex- 
change obtained and leaked a confidential report by Ernst 
& Young of an audit that Nike had commissioned of a 
Vietnam factory owned by a Nike subcontractor. The fac- 
tory had 9,200 workers and made 400,000 pairs of shoes a 
month. The Ernst & Young report painted a dismal pic- 
ture of thousands of young women, most under age 
twenty-five, laboring ten and a half hours a day, six days a 
week, in excessive heat and noise and foul air, for slightly 
more than $10 a week. The report also found that workers 
with skin or breathing problems had not been transferred 
to departments free of chemicals. More than half the 
workers who dealt with dangerous chemicals did not wear 
protective masks or gloves. The report stated that, in parts 
of the plant, workers were exposed to carcinogens that ex- 
ceeded local legal standards by 177 times and that 77% of 
the employees suffered from respiratory problems. 

These exposés surrounding Nike’s use of subcon- 
tractors forced the company to reexamine its policies. 
Realizing that its subcontracting policies were perceived 
as unethical, Nike’s management took a number of 
steps, including establishing a code of conduct for Nike 
subcontractors and setting up a scheme whereby all 
subcontractors would be monitored annually by inde- 
pendent auditors. Nike’s code of conduct required that all 
employees at footwear factories be at least eighteen years 
old and that exposure to potentially toxic materials would 
not exceed the permissible exposure limits established by 
the U.S. Occupational Safety and Health Administration 
(OSHA) for workers in the United States. In short, Nike 
concluded that behaving ethically required going beyond 
the requirements of the law. It required the establishment 
and enforcement of rules that adhere to accepted moral 
principles of right and wrong. 
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Stockholders have the right to timely and accurate information about their invest- 
ment (in accounting statements), and it is unethical to violate that right. Customers 
have the right to be fully informed about the products and services they purchase, in- 
cluding the right to information about how those products might cause harm to 
them or others, and it is unethical to restrict their access to such information. Em- 
ployees have the right to safe working conditions, fair compensation for the work 
they perform, and just treatment by managers. Suppliers have the right to expect 
contracts to be respected, and the firm should not take advantage of a power dispar- 
ity between itself and a supplier to opportunistically rewrite a contract. Competitors 
have the right to expect that the firm will abide by the rules of competition and not 
violate the basic principles of antitrust laws. Communities and the general public, in- 
cluding their political representatives in government, have the right to expect that a 
firm will respect the basic expectations that society places on enterprises: for exam- 
ple, by not dumping toxic pollutants into the environment or not overcharging for 
work performed on government contracts. 

Those who take the stakeholder view of business ethics often argue that it is in the 
enlightened self-interest of managers to behave in an ethical manner that recognizes 
and respects the fundamental rights of stakeholders because doing so will ensure the 
support of stakeholders and thus ultimately benefit the firm and its managers. Others 
go beyond this instrumental approach to ethics to argue that, in many cases, acting 
ethically is simply the right thing to do. They argue that businesses need to recognize 
their noblesse oblige and give something back to the society that made their success 
possible. Noblesse oblige is a French term that refers to honorable and benevolent be- 
havior that is considered the responsibility of people of high (noble) birth. In a 
business setting, it is taken to mean benevolent behavior that is the moral responsi- 
bility of successful enterprises. 

Unethical behavior often arises in a corporate setting when managers decide to put 
the attainment of their own personal goals, or the goals of the enterprise, above the fun- 
damental rights of one or more stakeholder groups (in other words, unethical behavior 
may arise from agency problems). The most common examples of such behavior 
involve self-dealing, information manipulation, anticompetitive behavior, opportunistic 
exploitation of other players in the value chain in which the firm is embedded (includ- 
ing suppliers, complement providers, and distributors), the maintenance of substandard 
working conditions, environmental degradation, and corruption. 

Self-dealing occurs when managers find a way to feather their own nests with 
corporate monies, and we have already discussed several examples in this chapter 
(such as Tyco and Computer Associates). Information manipulation occurs when 
managers use their control over corporate data to distort or hide information in 
order to enhance their own financial situation or the competitive position of the 
firm. As we have seen, many of the recent accounting scandals involved the deliberate 
manipulation of financial information. Information manipulation can also occur 
with regard to nonfinancial data. This occurred when managers at the tobacco com- 
panies suppressed internal research that linked smoking to health problems, violat- 
ing the rights of consumers to accurate information about the dangers of smoking. 
When evidence of this came to light, lawyers brought class-action suits against the 
tobacco companies, claiming that they had intentionally caused harm to smokers: 
they had broken tort law by promoting a product that they knew did serious harm to 
consumers. In 1999, the tobacco companies settled a lawsuit brought by the states 
who sought to recover health care costs associated with tobacco-related illnesses; the 
total payout to the states was $260 billion. 
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Anticompetitive behavior covers a range of actions aimed at harming actual or 
potential competitors, most often by using monopoly power, and thereby enhancing 
the long-run prospects of the firm. For example, in the 1990s, the Justice Department 
claimed that Microsoft used its monopoly in operating systems to force PC makers to 
bundle Microsoft’s Web browser, Internet Explorer, with Windows and to display In- 
ternet Explorer prominently on the computer desktop (the screen you see when you 
start a personal computer). Microsoft reportedly told PC makers that it would not 
supply them with Windows unless they did this. Since the PC makers had to have 
Windows to sell their machines, this was a powerful threat. The alleged goal of the ac- 
tion, which is an example of tie-in sales and is illegal under antitrust laws, was to 
drive a competing browser maker, Netscape, out of business. The courts ruled that 
Microsoft was indeed abusing its monopoly power in this case, and under a 2001 
consent decree, the company agreed to stop the practice. 

Putting the legal issues aside, action such as that allegedly undertaken by man- 
agers at Microsoft is unethical on at least three counts. First, it violates the rights of 
end-users by unfairly limiting their choice. Second, it violates the rights of down- 
stream participants in the industry value chain, in this case PC makers, by forcing 
them to incorporate a particular product in their design, Third, it violates the rights 
of competitors to free and fair competition. 

Opportunistic exploitation of other players in the value chain in which the firm 
is embedded is another example of unethical behavior. Exploitation of this kind 
typically occurs when the managers of a firm seek to unilaterally rewrite the terms 
of a contract with suppliers, buyers, or complement providers in a way that is more 
favorable to the firm, often using their power to force the revision through. For ex- 
ample, in the late 1990s, Boeing entered into a $2 billion contract with Titanium 
Metals Corporation to buy certain amounts of titanium annually for ten years. In 
2000, after Titanium Metals had already spent $100 million to expand its production 
capacity to fulfill the contract, Boeing demanded that the contract be renegotiated, 
asking for lower prices and an end to minimum purchase agreements. As a major 
purchaser of titanium, managers at Boeing probably thought they had the power to 
push this contract revision through, and the investment by Titanium meant that they 
would be unlikely to walk away from the deal. Titanium promptly sued Boeing for 
breach of contract. The dispute was settled out of court, and under a revised agree- 
ment, Boeing agreed to pay monetary damages (reported to be in the $60 million 
range) to Titanium Metals and entered into an amended contract to purchase tita- 
nium.*4 Regardless of the legality of this action, it was arguably unethical because it 
violated the rights of suppliers to deal with buyers who negotiate with them in a fair 
and open way. 

Substandard working conditions arise when managers underinvest in working 
conditions or pay employees below-market rates in order to reduce their costs of 
production. The most extreme examples of such behavior occur when a firm estab- 
lishes operations in countries that lack the workplace regulations found in developed 
nations such as the United States. The example of Nike, which was given earlier in 
Strategy in Action 11.3, falls into this category. In another recent example, the Ohio Art 
Company ran into an ethical storm when newspaper reports alleged that it had moved 
production of its popular Etch A Sketch toy from Ohio to a supplier in Shenzhen 
Province, China, where employees, mostly teenagers, work long hours for 24 cents 
per hour, below the legal minimum wage of 33 cents an hour in Shenzhen Province. 
Moreover, production reportedly started at 7:30 A.M. and continued until 10 P.M., 
with breaks only for lunch and dinner. Saturdays and Sundays are treated as normal 
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workdays. This translates into a workweek of seven twelve-hour days, or eighty-four 
hours a week, well above the standard forty-hour week set by authorities in Shenzhen. 
Such working conditions clearly violate the rights of employees in China, as specified 
by local regulations (which are poorly enforced). Is it ethical for the Ohio Art Com- 
pany to use such a supplier? Many would say not.°° 

Environmental degradation occurs when the firm takes actions that directly or 
indirectly result in pollution or other forms of environmental harm. Environmental 
degradation can violate the rights of local communities and the general public for 
things such as clean air and water, land that is free from pollution by toxic chemicals, 
and properly managed forests (because forests absorb rainfall, improper deforesta- 
tion results in land erosion and floods). 

Finally, corruption can arise in a business context when managers pay bribes to 
gain access to lucrative business contracts. For example, it was alleged that Halliburton 
was part of a consortium that paid some $180 million in bribes to win a lucrative 
contract to build a natural gas plant in Nigeria.*° Corruption is clearly unethical be- 
cause it violates a bundle of rights, including the right of competitors to a level play- 
ing field when bidding for contracts and, when government officials are involved, the 
right of citizens to expect that government officials act in the best interests of the 
local community or nation and not in response to corrupt payments that feather 
their own nests. 


Why do some managers behave unethically? What motivates them to engage in ac- 
tions that violate accepted principals of right and wrong, trample on the rights of 
one or more stakeholder groups, or simply break the law? While there is no simple 
answer to this question, a few generalizations can be made.*’ First, it is important to 
recognize that business ethics are not divorced from personal ethics, which are the 
generally accepted principles of right and wrong governing the conduct of individu- 
als. As individuals, we are taught that it is wrong to lie and cheat and that it is right to 
behave with integrity and honor and to stand up for what we believe to be right and 
true. The personal ethical code that guides our behavior comes from a number of 
sources, including our parents, our schools, our religion, and the media. Our per- 
sonal ethical code exerts a profound influence on the way we behave as businesspeo- 
ple. An individual with a strong sense of personal ethics is less likely to behave in an 
unethical manner in a business setting; in particular, he or she is less likely to engage 
in self-dealing and more likely to behave with integrity. 

Second, many studies of unethical behavior in a business setting have come to the 
conclusion that businesspeople sometimes do not realize that they are behaving un- 
ethically, primarily because they simply fail to ask the relevant question: Is this deci- 
sion or action ethical? Instead, they apply a straightforward business calculus to what 
they perceive to be a business decision, forgetting that the decision may also have an 
important ethical dimension.*® The fault here lies in processes that do not incorpo- 
rate ethical considerations into business decision making. This may have been the 
case at Nike when managers originally made subcontracting decisions (see Strategy 
in Action 11.3). Those decisions were probably made on the basis of good economic 
logic. Subcontractors were probably chosen on the basis of business variables such as 
cost, delivery, and product quality, and key managers simply failed to ask, “How does 
this subcontractor treat its work force?” If they thought about the question at all, they 
probably reasoned that it was the subcontractor’s concern, not theirs. 

Unfortunately, the climate in some businesses does not encourage people to think 
through the ethical consequences of business decisions. This brings us to the third 
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cause of unethical behavior in businesses: an organizational culture that de-emphasizes 
business ethics and considers all decisions to be purely economic ones. A related 
fourth cause of unethical behavior may be pressure from top management to meet 
performance goals that are unrealistic and can be attained only by cutting corners or 
acting in an unethical manner. 

An organizational culture can “legitimize” behavior that society would judge as 
unethical, particularly when this is mixed with a focus on unrealistic performance 
goals, such as maximizing short-term economic performance regardless of the costs. 
In such circumstances, there is a greater-than-average probability that managers will 
violate their own personal ethics and engage in behavior that is unethical. By the 
same token, an organizational culture can do just the opposite and reinforce the need 
for ethical behavior. At Hewlett-Packard, for example, Bill Hewlett and David 
Packard, the company’s founders, propagated a set of values known as “The HP Way.” 
These values, which shape the way business is conducted both within and by the cor- 
poration, have an important ethical component. Among other things, they stress the 
need for confidence in and respect for people, open communication, and concern for 
the individual employee. 

This brings us to a fifth root cause of unethical behavior: unethical leadership. 
Leaders help to establish the culture of an organization, and they set the example that 
others follow. Other employees in a business often take their cues from business lead- 
ers, and if those leaders do not behave in an ethical manner, employees might not ei- 
ther. It is not what leaders say that matters, but what they do. A good example is Ken 
Lay, the former CEO of the failed energy company Enron. While constantly referring 
to Enron’s code of ethics in public statements, Lay simultaneously engaged in behav- 
ior that was ethically suspect. Among other things, he failed to discipline subordi- 
nates who had inflated earnings by engaging in corrupt energy trading schemes. Such 
behavior sent a very clear message to Enron’s employees: unethical behavior would 
be tolerated if it boosted earnings. 


e Philosophical In this section, we look at the philosophical underpinnings of business ethics because 
Approaches to Ethics — ultimately it is a philosophy that can provide managers with a moral compass that 
will help them to navigate their way through difficult ethical issues. We will start with 

the approach suggested by the Nobel Prize-winning economist Milton Friedman. 


THE FRIEDMAN DoctTRINE In 1970, Milton Friedman wrote an article that has since be- 
come a classic case that business ethics scholars outline only to then tear down. Fried- 
man’s basic position is that the only social responsibility of business is to increase 
profits, as long as the company stays within the rules of law. He explicitly rejects the 
idea that businesses should undertake social expenditures beyond those mandated by 
the law and required for the efficient running of a business. For example, his argu- 
ments suggest that improving working conditions beyond the level required by the 
law and necessary to maximize employee productivity will reduce profits and is 
therefore not appropriate. His belief is that a firm should maximize its profits because 
that is the way to maximize the returns that accrue to the owners of the firm, its stock- 
holders. If stockholders then wish to use the proceeds to make social investments, that 
is their right, according to Friedman, but managers of the firm should not make that 
decision for them. 

Although Friedman is talking about social responsibility rather than business 
ethics per se, most business ethics scholars equate social responsibility with ethical 
behavior and thus believe Friedman is also arguing against business ethics. However, 
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the assumption that Friedman is arguing against ethics is not quite true because 
Friedman does state the following: 


There is one and only one social responsibility of business—to use its resources and engage 
in activities designed to increase its profits so long as it stays within the rules of the game, 
which is to say that it engages in open and free competition without deception or fraud. 


In other words, Friedman does state that businesses should behave in an ethical man- 
ner and not engage in deception and fraud. 

Nevertheless, Friedman’s arguments break down under closer examination. This is 
particularly true where the “rules of the game” are not well established, are ambiguous 
and open to different interpretations, or differ substantially from country to county. 
Consider again the case of sweatshop labor: using child labor may not be against the 
law in a developing nation, but it is still immoral to employ children because the 
practice conflicts with widely held views about what is the right thing to do. Similarly, 
there may be no rules against pollution in a developed nation, and spending money 
on pollution control may reduce the profit rate of the firm, but generalized notions of 
morality hold that it is still unethical to dump toxic pollutants into rivers or foul the 
air with gas releases. In addition to the local consequences of such pollution, which 
may have serious health effects for the surrounding population, there is also a global 
consequence because pollutants degrade those two global environments that we all 
have a stake in: the atmosphere and the oceans. 


UTILITARIAN AND KANTIAN ETHics Utilitarian and Kantian approaches to business 
ethics were developed in the eighteenth and nineteenth centuries. Utilitarian ap- 
proaches to ethics hold that the moral worth of actions or practices is determined 
by their consequences.*? An action is judged to be desirable if it leads to the best 
possible balance of good consequences over bad consequences. Utilitarianism is 
committed to the maximization of good and the minimization of harm. It recog- 
nizes that actions have multiple consequences, some of which are good in a social 
sense and some of which are harmful. As a philosophy for business ethics, it focuses 
attention on the need to carefully weigh all of the social benefits and costs of a busi- 
ness action and to pursue only those actions where the benefits outweigh the costs. 
The best decisions, from a utilitarian perspective, are those that produce the greatest 
good for the greatest number of people. 

Many businesses have adopted specific tools, such as cost-benefit analysis and 
risk assessment, that are firmly rooted in a utilitarian philosophy. Managers often 
weigh the benefits and costs of a course of action before deciding whether to pursue 
it. An oil company considering drilling in the Alaskan wildlife preserve must weigh 
the economic benefits of increased oil production and the creation of jobs against the 
costs of environmental degradation in a fragile ecosystem. 

For all of its appeal, however, the utilitarian philosophy has some serious draw- 
backs. One problem is measuring the benefits, costs, and risks of a course of action. 
In the case of an oil company considering drilling in Alaska, how does one measure 
the potential harm done to the fragile ecosystem of the region? In general, utilitarian 
philosophers recognize that benefits, costs, and risks often cannot be measured be- 
cause of limited knowledge. 

The second problem with utilitarianism is that the philosophy does not con- 
sider justice. The action that produces the greatest good for the greatest number of 
people may result in the unjustified treatment of a minority. Such action cannot be 
ethical precisely because it is unjust. For example, suppose that in the interests of 
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keeping down health insurance costs, the government decides to screen people for 
the HIV virus and deny insurance coverage to those who are HIV positive. By re- 
ducing health costs, such action might produce significant benefits for a large 
number of people, but the action is unjust because it discriminates unfairly against 
a minority. 

Kantian ethics are based on the philosophy of Immanuel Kant (1724-1804), 
who argued that people should be treated as ends and never purely as means to the 
ends of others. People are not instruments, like a machine. People have dignity and 
need to be respected as such. Employing people in sweatshops where they work 
long hours for low pay in poor work conditions is a violation of ethics according to 
Kantian philosophy because it treats people as mere cogs in a machine and not as 
conscious moral beings that have dignity. Although contemporary moral philoso- 
phers tend to view Kant’s ethical philosophy as incomplete—for example, his system 
has no place for moral emotions or sentiments such as sympathy or caring—the no- 
tion that people should be respected and treated with dignity still resonates in the 
modern world. 


RIGHTS THEORIES Developed in the twentieth century, rights theories recognize that 
human beings have fundamental rights and privileges. Rights establish a minimum 
level of morally acceptable behavior. One well-known definition of a fundamental 
right construes it as something that takes precedence over or “trumps” a collective 
good.*? Thus, we might say that the right to free speech is a fundamental right that 
takes precedence over all but the most compelling collective goals; for example, it 
overrides the interest of the state in civil harmony or moral consensus. Moral theo- 
rists argue that fundamental human rights form the basis for the moral compass 
managers should navigate by when making decisions that have an ethical compo- 
nent. In a business setting, stakeholder theory provides a useful way for managers to 
frame any discussion of rights. As noted earlier, stakeholders have basic rights that 
should be respected, and it is unethical to violate those rights. 

It is important to note that along with rights come obligations. Because we have 
the right to free speech, we are also obligated to make sure that we respect the free 
speech of others. Within the framework of a theory of rights, certain people or insti- 
tutions are obligated to provide benefits or services that secure the rights of others. 
Such obligations also fall upon more than one class of moral agent (a moral agent is 
any person or institution that is capable of moral action, such as a government or 
corporation). 

For example, in the late 1980s, to escape the high costs of toxic waste disposal in 
the West, several firms shipped their waste in bulk to African nations, where it was 
disposed of at a much lower cost. In 1987, five European ships unloaded toxic waste 
containing dangerous poisons in Nigeria. Workers wearing thongs and shorts un- 
loaded the barrels for $2.50 a day and placed them in a dirt lot in a residential area. 
They were not told about the contents of the barrels. Who bears the obligation for 
protecting the safety rights of workers and residents in a case like this? According to 
rights theorists, the obligation rests not on the shoulders of one moral agent but on 
the shoulders of all moral agents whose actions might harm, or contribute to the 
harm of, the workers and residents. Thus, it was the obligation not just of the Nigerian 
government, but also of the multinational firms that shipped the toxic waste, to make 
sure that it did no harm to residents and workers. In this case, both the government 
and the multinationals obviously failed to recognize their basic obligation to protect 
the fundamental human rights of others. 


e Behaving Ethically 
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JUSTICE THEORIES Justice theories focus on the attainment of a just distribution of 
economic goods and services. A just distribution is one that is considered fair and 
equitable. The most famous theory of justice is attributed to philosopher John 
Rawls.*! Rawls argues that all economic goods and services should be distributed 
equally except when an unequal distribution would work to everyone’s advantage. 

According to Rawls, valid principles of justice are those with which all persons 
would agree if they could freely and impartially consider the situation. Impartiality is 
guaranteed by a conceptual device that Rawls calls the veil of ignorance. Under the 
veil of ignorance, everyone is imagined to be ignorant of all of his or her particular 
characteristics, for example, his or her race, sex, intelligence, nationality, family back- 
ground, and special talents. Rawls then asks: What system would people design under 
a veil of ignorance? His answer is that, under these conditions, people would unani- 
mously agree on two fundamental principles of justice. 

The first principle is that each person should be permitted the maximum amount 
of basic liberty compatible with a similar liberty for others. Roughly speaking, Rawls 
takes these liberties to be political liberty (the right to vote), freedom of speech and 
assembly, liberty of conscience and freedom of thought, the freedom and right to 
hold personal property, and freedom from arbitrary arrest and seizure. The second 
principle is that once equal basic liberty is ensured, inequality in basic social goods— 
such as income, wealth, and opportunities—is to be allowed only if it benefits every- 
one. Rawls believes that inequalities can be just as long as the system that produces 
them is to the advantage of everyone. More precisely, he formulates what he calls the 
difference principle, which is that inequalities are justified if they benefit the position 
of the least advantaged person. So, for example, the wide variations in income and 
wealth that we see in the United States can be considered “just” if the market-based 
system that produces this unequal distribution also benefits the least advantaged 
members of society. 

In the context of business ethics, Rawls’s theory creates an interesting perspective. 
Managers can ask themselves whether the policies they adopt would be considered 
“just” under Rawls’s veil of ignorance. Is it “just,” for example, to pay foreign workers 
less than workers in the firm’s home country? Rawls’s second principle would suggest 
that it is, as long as the inequality benefits the least advantaged members of the global 
society. Alternatively, it is difficult to imagine that managers operating under a veil of 
ignorance would design a system where employees are paid subsistence wages to 
work long hours in sweatshop conditions and be exposed to toxic materials. Such 
working conditions are clearly unjust in Rawls’s framework and therefore it is uneth- 
ical to adopt them. Similarly, operating under a veil of ignorance, most people would 
probably design a system that imparts protection from environmental degradation, 
preserves a free and fair playing field for competition, and prohibits self-dealing. 
Thus, Rawls’s veil of ignorance is a conceptual tool that helps define the moral com- 
pass managers can use to navigate through difficult ethical dilemmas. 


What, then, is the best way for managers to ensure that ethical considerations are 
taken into account? In many cases, there is no easy answer to this question because 
many of the most vexing ethical problems involve very real dilemmas and suggest no 
obvious right course of action. Nevertheless, managers can and should do at least 
seven things to ensure that basic ethical principles are adhered to and that ethical is- 
sues are routinely considered when making business decisions. They can (1) favor 
hiring and promoting people with a well-grounded sense of personal ethics, (2) build 
an organizational culture that places a high value on ethical behavior, (3) make sure 
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that leaders within the business not only articulate the rhetoric of ethical behavior 
but also act in a manner that is consistent with that rhetoric, (4) put decision-making 
processes in place that require people to consider the ethical dimension of business 
decisions, (5) hire ethics officers, (6) put strong governance processes in place, and 
(7) act with moral courage. 


HIRING AND PROMOTION It seems obvious that businesses should strive to hire peo- 
ple who have a strong sense of personal ethics and would not engage in unethical or 
illegal behavior. Similarly, you would rightly expect a business not to promote peo- 
ple, and perhaps fire people, whose behavior does not match generally accepted ethi- 
cal standards. But doing so is actually very difficult. How do you know that someone 
has a poor sense of personal ethics? In our society, if someone lacks personal ethics, 
he or she may hide this fact to retain people’s trust. 

Is there anything that businesses can do to make sure that they do not hire people 
who turn out to have poor personal ethics, particularly given that people have an in- 
centive to hide this from public view (indeed, unethical people may well lie about 
their nature)? Businesses can give potential employees psychological tests to try to dis- 
cern their ethical predisposition, and they can check with prior employees regarding 
someone’s reputation, such as by asking for letters of reference and talking to people 
who have worked with the prospective employee. The latter approach is certainly not 
uncommon and does indeed influence the hiring process. As for promoting people 
who have displayed poor ethics, that should not occur in a company where the organi- 
zational culture values ethical behavior and where leaders act accordingly. 


ORGANIZATIONAL CULTURE AND LEADERSHIP To foster ethical behavior, businesses 
need to build an organizational culture that places a high value on ethical behavior. 
Three actions are particularly important. First, businesses must explicitly articulate 
values that place a strong emphasis on ethical behavior. Many companies now do this 
by drafting a code of ethics, a formal statement of the ethical priorities a business ad- 
heres to. Others have incorporated ethical statements into documents that articulate 
the values or mission of the business. For example, the food and consumer products 
giant Unilever has a code of ethics that includes the following points: “We will not use 
any form of forced, compulsory or child labor” and “No employee may offer, give or 
receive any gift or payment which is, or may be construed as being, a bribe. Any de- 
mand for, or offer of, a bribe must be rejected immediately and reported to manage- 
ment.”4 Unilever’s principles send a very clear message to managers and employees 
within the organization. As you can see from the Running Case, Dell also has a well 
established code of ethics. 

Having articulated values in a code of ethics or some other document, it is im- 
portant that leaders in the business give life and meaning to those words by repeat- 
edly emphasizing their importance and then acting on them. This means using every 
relevant opportunity to stress the importance of business ethics and making sure 
that key business decisions not only make good economic sense but also are ethical. 
Many companies have gone a step further and hired independent firms to audit them 
and make sure that they are behaving in a manner consistent with their ethical code. 
Nike, for example, has hired independent auditors in recent years to make sure that 
its subcontractors are living up to Nike’s code of conduct. Finally, building an orga- 
nizational culture that places a high value on ethical behavior requires incentive and 
reward systems, including promotion systems, that reward people who engage in 
ethical behavior and sanction those who do not. 
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Dell's Code of Ethics 


Michael Dell has long put his name on a comprehensive 
code of ethics at Dell Computer. The code specifies with 
great precision what Dell requires of its employees. Dell 
states that the success of the company is built on “a foun- 
dation of personal and professional integrity” and that 
the company’s employees must hold themselves to stan- 
dards of ethical behavior that “go well beyond legal mini- 
mums.” 

At the center of the code of conduct is a set of values 
that Michael Dell characterizes as “the Soul of Dell.” 
These values are as follows: 

Trust—Our word is good. We keep our commit- 
ments to each other and to our stakeholders. 

Integrity—We do the right thing without compro- 
mise. We avoid even the appearance of impropriety. 

Honesty—What we say is true and forthcoming— 
not just technically correct. We are open and transparent 
in our communications with each other and about busi- 
ness performance. 

Judgment—We think before we act and consider the 
consequences of our actions. 


Respect—We treat people with dignity and value their 
contributions. We maintain fairness in all relationships. 

Courage—We speak up for what is right. We report 
wrongdoing when we see it. 

Responsibility—We accept the consequences of our 
actions. We admit our mistakes and quickly correct them. 
We do not retaliate against those who report violations of 
law or policy. 

The code goes beyond these general statements, how- 
ever, to detail what Dell employees cannot do. For exam- 
ple, with regard to bribes and gifts, the code states that “as 
a Dell employee you must never accept or give a bribe.” 
The code also prohibits the receipt of any gifts with a 
nominal value of over $50 that may “compromise your 
judgment.” 

Dell has established a global ethics officer, a global 
ethics council, and regional ethics committees to make 
sure that the company’s ethics policy is enforced. Em- 
ployees can report ethics violations directly to the officer 
and associated committees, or via an anonymous ethics 
hotline.4 


DECISION-MAKING PROCESSES In addition to establishing the right kind of ethical 
culture in an organization, businesspeople must be able to think through the ethical 
implications of decisions in a systematic way. To do this, they need a moral compass, 
and both rights theories and Rawls’s theory of justice help to provide such a compass. 
Beyond these theories, some experts on ethics have proposed a straightforward prac- 
tical guide, or ethical algorithm, to determine whether a decision is ethical. A deci- 
sion is acceptable on ethical grounds if a businessperson can answer yes to each of 


these questions: 


1. Does my decision fall within the accepted values or standards that typically apply 
in the organizational environment (as articulated in a code of ethics or some 


other corporate statement)? 


2. Am I willing to see the decision communicated to all stakeholders affected by it— 
for example, by having it reported in newspapers or on television? 


3. Would the people with whom I have a significant personal relationship, such as 
family members, friends, or even managers in other businesses, approve of the 


decision? 
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ETHICS OFFICERS To make sure that a business behaves in an ethical manner, a num- 
ber of firms now have ethics officers. These individuals are responsible for making 
sure that all employees are trained to be ethically aware, that ethical considerations 
enter the business decision-making process, and that the company’s code of ethics is 
adhered to. Ethics officers may also be responsible for auditing decisions to make 
sure that they are consistent with this code. In many businesses, ethics officers act as 
an internal ombudsperson with responsibility for handling confidential inquiries 
from employees, investigating complaints from employees or others, reporting find- 
ings, and making recommendations for change. 

United Technologies, a large aerospace company with worldwide revenues of 
over $28 billion, has had a formal code of ethics since 1990. There are now some 160 
business practice officers (this is the company’s name for ethics officers) within 
United Technologies who are responsible for making sure that the code is adhered 
to. United Technologies also established an ombudsperson program in 1986 that 
lets employees inquire anonymously about ethics issues. The program has received 
some 56,000 inquiries since 1986, and 8,000 cases have been handled by an om- 
budsperson.*3 


STRONG CORPORATE GOVERNANCE Strong corporate governance procedures are 
needed to make sure that managers adhere to ethical norms, in particular, that senior 
managers do not engage in self-dealing or information manipulation. The key to 
strong corporate governance procedures is an independent board of directors that is 
willing to hold top managers accountable for self-dealing and is able to question the 
information provided to them by managers. If companies like Tyco, WorldCom, and 
Enron had had a strong board of directors, it is unlikely that they would have been 
racked by accounting scandals or that top managers would have been able to view the 
funds of these corporations as their own personal treasuries. 

There are five cornerstones of strong governance. The first is a board of directors 
that is composed of a majority of outside directors who have no management re- 
sponsibilities in the firm, are willing and able to hold top managers accountable, 
and do not have business ties with important insiders. The outside directors 
should be individuals of high integrity whose reputation is based on their ability to 
act independently. The second cornerstone is a board where the positions of CEO 
and chair are held by separate individuals and the chair is an outside director. When 
the CEO is also chair of the board of directors, he or she can control the agenda, 
thereby furthering his or her own personal agenda (which may include self-dealing) 
or limiting criticism against current corporate policies. The third cornerstone is a 
compensation committee formed by the board that is composed entirely of outside 
directors. The compensation committee sets the level of pay for top managers, in- 
cluding stock option grants and the like. By making sure that the compensation 
committee is independent of managers, one reduces the scope of self-dealing. 
Fourth, the audit committee of the board, which reviews the financial statements of 
the firm, should also be composed of outsiders, thereby encouraging vigorous inde- 
pendent questioning of the firm’s financial statements. Finally, the board should use 
outside auditors who are truly independent and do not have a conflict of interest. 
This was not the case in many recent accounting scandals, where the outside auditors 
were also consultants to the corporation and therefore less likely to ask hard ques- 
tions of management for fear that doing so would jeopardize lucrative consulting 
contracts. 
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MoRAL CouRAGE It is important to recognize that sometimes managers and others 
need significant moral courage. Moral courage enables managers to walk away from 
a decision that is profitable but unethical, gives employees the strength to say no to 
superiors who instruct them to behave unethically, and gives employees the integrity 
to go to the media and blow the whistle on persistent unethical behavior in a com- 
pany. Moral courage does not come easily; there are well-known cases where individ- 
uals have lost their jobs because they blew the whistle on corporate behaviors. 

Companies can strengthen the moral courage of employees by committing them- 
selves to not take retribution on employees who exercise moral courage, say no to 
superiors, or otherwise complain about unethical actions. For example, Unilever’s 
code of ethics includes the following: 


Any breaches of the Code must be reported in accordance with the procedures specified by 
the Joint Secretaries. The Board of Unilever will not criticize management for any loss of 
business resulting from adherence to these principles and other mandatory policies and 
instructions. The Board of Unilever expects employees to bring to their attention, or to 
that of senior management, any breach or suspected breach of these principles. Provision 
has been made for employees to be able to report in confidence and no employee will suffer 
as a consequence of doing so. 


This statement gives permission to employees to exercise moral courage. Compa- 
nies can also set up ethics hotlines that allow employees to register a complaint 
anonymously with a corporate ethics officer. 


FINAL WorpDs The steps discussed here can help to ensure that, when managers make 
business decisions, they are fully cognizant of the ethical implications and do not vi- 
olate basic ethical prescripts. At the same time, not all ethical dilemmas have a clean 
and obvious solution—that is why they are dilemmas. At the end of the day, there are 
clearly things that a business should not do, and there are things that they should do, 
but there are also actions that present managers with true dilemmas. In these cases, a 
premium is placed on the ability of managers to make sense out of complex, messy 
situations and to make balanced decisions that are as just as possible. 


Summary of Chapter 


1. 


oy 


Stakeholders are individuals or groups that have an 
interest, claim, or stake in the company, in what it 
does, and in how well it performs. 

Stakeholders are in an exchange relationship with the 
company. They supply the organization with impor- 
tant resources (or contributions) and in exchange ex- 
pect their interests to be satisfied (by inducements). 
A company cannot always satisfy the claims of all 
stakeholders. The goals of different groups may con- 
flict. The company must identify the most important 
stakeholders and give highest priority to pursuing 
strategies that satisfy their needs. 


. A company’s stockholders are its legal owners and the 


providers of risk capital, a major source of the capital re- 
sources that allow a company to operate its business. As 
such, they have a unique role among stakeholder groups. 


. Maximizing long-run profitability and profit growth 


is the route to maximizing returns to stockholders, 
and it is also consistent with satisfying the claims of 
several other key stakeholder groups. 


. When pursuing strategies that maximize profitability, 


a company has the obligation to do so within the lim- 
its set by the law and in a manner consistent with so- 
cietal expectations. 


10. 


ll. 
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. An agency relationship is held to arise whenever one 


party delegates decision-making authority or control 
over resources to another. 

The essence of the agency problem is that the interests 
of principals and agents are not always the same, and 
some agents may take advantage of information 
asymmetries to maximize their own interests at the 
expense of principals. 

A number of governance mechanisms serve to limit 
the agency problem between stockholders and man- 
agers. These include the board of directors, stock- 
based compensation schemes, financial statements 
and auditors, and the threat of a takeover. 

The term ethics refers to accepted principles of right 
or wrong that govern the conduct of a person, the 
members of a profession, or the actions of an organi- 
zation. Business ethics are the accepted principles of 
right or wrong governing the conduct of businesspeo- 
ple, and an ethical strategy is one that does not violate 
these accepted principles. 

Unethical behavior is rooted in poor personal ethics; 
the inability to recognize that ethical issues are at stake, 


Discussion Questions 


1. 


How prevalent has the agency problem been in 
corporate America during the last decade? During 
the late 1990s, there was a boom in initial public 
offerings of Internet companies (dot.com compa- 
nies). The boom was supported by sky-high valua- 
tions often assigned to Internet start-ups that had no 
revenues or earnings. The boom came to an abrupt 
end in 2001 when the NASDAQ stock market col- 
lapsed, losing almost 80% of its value. Who do you 
think benefited most from this boom: investors 
(stockholders) in those companies, managers, or in- 
vestment bankers? 

Why is maximizing return on invested capital consis- 
tent with maximizing returns to stockholders? 
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as when there are psychological and geographical dis- 
tances between a foreign subsidiary and the home 
office; failure to incorporate ethical issues into strategic 
and operational decision making; a dysfunctional cul- 
ture; and failure of leaders to act in an ethical manner. 
Philosophies underlying business ethics include the 
Friedman doctrine, utilitarianism, Kantian ethics, 
rights theories, and justice theories such as that pro- 
posed by Rawls. 

To make sure that ethical issues are considered in 
business decisions, managers should (a) favor hiring 
and promoting people with a well-grounded sense of 
personal ethics, (b) build an organizational culture 
that places a high value on ethical behavior, (c) make 
sure that leaders within the business not only articu- 
late the rhetoric of ethical behavior but also act in a 
manner that is consistent with that rhetoric, (d) put 
decision-making processes in place that require peo- 
ple to consider the ethical dimension of business deci- 
sions, (e) hire ethics officers, (f) have strong corporate 
governance procedures, and (g) be morally coura- 
geous and encourage others to be the same. 


How might a company configure its strategy-making 
processes to reduce the probability that managers will pursue 
their own self-interest at the expense of stockholders? 

In a public corporation, should the CEO of the com- 
pany also be allowed to be the chair of the board (as 
allowed for by the current law)? What problems might 
this give rise to? 

Under what conditions is it ethically defensible to 
outsource production to producers in the developing 
world who have much lower labor costs when such 
actions involve laying off long-term employees in the 
firm’s home country? 

Is it ethical for a firm faced with a shortage of labor to 
employ illegal immigrants as labor? 
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SMALL-GROUP EXERCISE 


Evaluating Stakeholder Claims 

Break up into groups of three to five, appoint one group 
member to be a spokesperson who will communicate 
your findings to the class when called on by the instruc- 
tor, and discuss the following: 

1. Identify the key stakeholders of your educational insti- 
tution. What claims do they place on the institution? 

2. Strategically, how is the institution responding to 
those claims? Do you think the institution is pursu- 
ing the correct strategies in view of those claims? 
What might it do differently, if anything? 

3. Prioritize the stakeholders in order of their impor- 
tance for the survival and health of the institution. Do 
the claims of different stakeholder groups conflict 
with each other? If claims conflict, whose should be 
tackled first? 


ARTICLE FILE 11 


Find an example of a company that ran into trouble be- 
cause it failed to take into account the rights of one of its 
stakeholder groups when making an important strategic 
decision. 


STRATEGIC MANAGEMENT PROJECT 
Module 11 


This module deals with the relationships your company 
has with its major stakeholder groups. With the informa- 
tion you have at your disposal, perform the tasks and an- 
swer the questions that follow: 

1. Identify the main stakeholder groups in your com- 
pany. What claims do they place on the company? 
How is the company trying to satisfy those claims? 

2. Evaluate the performance of the CEO of your com- 
pany from the perspective of (a) stockholders, (b) em- 
ployees, (c) customers, and (d) suppliers. What does 
this evaluation tell you about the ability of the CEO 
and the priorities that he or she is committed to? 


3. Try to establish whether the governance mecha- 
nisms that operate in your company do a good job 
of aligning the interests of top managers with those 
of stockholders. 

4. Pick a major strategic decision made by your com- 
pany in recent years, and try to think through the 
ethical implications of that decision. In the light of 
your review, do you think that the company acted 
correctly? 


ETHICS EXERCISE 


Sam works for Juice International as an administrative 
assistant. Although unrelated, he and the CEO of the 
company share the same last name, and somehow a report 
destined for the CEO and marked both confidential and 
urgent had landed on Sam’s desk. Normally Sam would 
have noticed the mistake and sent the envelope, unopened, 
straight to the CEO’s office, but it had been a busy day and 
Sam hadn’t noticed the error in the name until after he had 
opened the envelope and read the contents. 

Inside the envelope were lab reports. One of Juice In- 
ternational’s newest fruit drinks was being marketed to 
the public under false pretenses. The labels on the con- 
tainers claimed that the juice was 100% natural, but the 
lab report suggested that the drink contained only the 
chemical equivalent of the juice. Should news of this get 
out, Juice International would lose customers rapidly. To 
make matters worse, the CEO to whom the information 
had been headed was known for doing anything to main- 
tain the company’s bottom line. Sam feared that by hand- 
ing the lab reports over to the CEO, the information 
would never get out and customers would continue to 
purchase the juice, thinking it was 100% fruit juice. On 
the other hand, Sam didn’t know whom he could trust 
with the information. He simply didn’t know what to do. 

1. Define the ethical issues at stake in this case. 

2. What would you do if you were in Sam’s position? 

3. How do you think the company should handle this 
issue? 


CHAPTER 11 


Working Conditions At Wal-Mart 


Corporate Performance, Governance, and Business Ethics 


When Sam Walton founded Wal-Mart, now the world’s 
largest retailer, one of his core values was that if you 
treated employees with respect, tied compensation to the 
performance of the enterprise, trusted the employees 
with important information and decisions, and provided 
ample opportunities for advancement, employees would 
repay the company with dedication and hard work. For 
years, the formula seemed to work. Employees were 
called associates to reflect their status within the com- 
pany. Even the lowest hourly employee was eligible to 
participate in profit sharing schemes and could use profit 
sharing bonuses to purchase company stock at a discount 
compared to its market value. And the company made a 
virtue of promoting from within (two-thirds of managers 
at Wal-Mart started as hourly employees). At the same 
time, Walton and his successors always demanded loyalty 
and hard work from employees. Managers, for example, 
were expected to move to a new store on very short no- 
tice, and base pay for hourly workers was very low. Still, as 
long as the upside was there, little grumbling was heard 
from employees. 

In the last ten years, however, the relationship be- 
tween the company and its employees has been strained 
by a succession of law suits claiming that Wal-Mart pres- 
sures hourly employees to work without compensation, 
requires overtime without compensating them, systemat- 
ically discriminates against women, and knowingly uses 
contractors who hire undocumented immigrant workers 
to clean its stores and pay them below minimum wage. 
For example, a class-action law suit in Washington State 
claims that Wal-Mart routinely (a) pressured hourly em- 
ployees not to report all their time worked; (b) failed to 
keep true time records, sometimes shaving hours from 
employee logs; (c) failed to give employees full rest or 
meal breaks; (d) threatened to fire or demote employees 
who would not work off the clock; and (e) required 
workers to attend unpaid meetings and computer train- 
ing. Moreover, the suit claims that Wal-Mart has a strict 
no overtime policy, punishing employees who work more 
than forty hours a week, but that the company also gives 
employees more work than can be completed in a forty- 
hour week. The Washington suit is one of more than 


thirty lawsuits that have been filed around the nation in 
recent years. 

With regard to discrimination against women, com- 
plaints date back to 1996 when an assistant manager in a 
California store, Stephanie Odle, came across the W2 of 
a male assistant manager who worked in the same store. 
The W2 showed that he was paid $10,000 more than 
Odle. When she asked her boss to explain the disparity, 
she was told that her coworker had “a wife and kids to 
support.” When Odle, who is a single mother, protested, 
she was asked to submit a personal household budget. 
She was then granted a $2,080 raise. Subsequently Odle 
was fired, she claims for speaking up. In 1998, she filed a 
discrimination suit against the company. Others began 
to file suits around the same time, and by 2004, the legal 
action had evolved into a class-action suit that covered 
1.6 million current and former female employees at 
Wal-Mart. The suit claims that Wal-Mart did not pay fe- 
male employees the same as their male counterparts, 
and did not provide them with equal opportunities for 
promotion. 

In the case of both undocumented overtime and dis- 
crimination, Wal-Mart admits to no wrongdoing. The 
company does recognize that with some 1.6 million em- 
ployees, some problems are bound to arise, but it claims 
that there is no systematic, companywide effort to get 
hourly employees to work without pay or to discriminate 
against women. Indeed, the company claims that this 
could not be the case because hiring and promotion deci- 
sions are made at the store level. 

For their part, critics charge that, while the company 
may have no policies that promote undocumented over- 
time or discrimination, the hard-driving, cost-containment 
culture of the company had created an environment 
where abuses can thrive. Store managers, for example, are 
expected to meet challenging performance goals, and in 
an effort to do so, they may be tempted to pressure subor- 
dinates to work additional hours without pay. Similarly, 
company policy requiring managers to move to different 
stores on short notice unfairly discriminates against 
women, who lack the flexibility to uproot their families 
and move them to another state on short notice. 
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To compound matters, in the early 2000s, Wal-Mart 
was hit by charges from U.S. Immigration and Customs En- 
forcement, which claimed that the company hired hundreds 
of illegal immigrants at low pay to clean floors at sixty stores 
around the country. Wal-Mart paid an $11 million fine and 
promised that the practice would stop, but the successful 
suit was yet another embarrassment for the company. 

While the pay and discrimination lawsuits are ongo- 
ing and may take years to resolve (there are some forty 
lawsuits in process at the time of this writing), Wal-Mart 
has taken steps to change its employment practices. For 
example, the company has created a director of diversity 
and a diversity compliance team, and restructured its pay 
scales to promote equal pay regardless of gender. In 2006, 
the company also created a panel that has independent 
outside experts on it, in addition to company insiders. 


The panel is charged with developing policies for extend- 
ing work force diversity at Wal-Mart.4 


Case Discussion Questions 

1. What do you think are the root causes of the problems 
related to working conditions, discrimination, and the 
hiring of illegal immigrants at Wal-Mart? 


. How might these problems affect Wal-Mart in the fu- 
ture if they are not fixed? 


. Why do you think that problems related to poor 
working conditions started to emerge at Wal-Mart in 
the last ten years? Why didn’t they arise when Wal- 
Mart was a smaller and faster growing enterprise? 


. Has the company done all that it can do deal with 
these problems? What else could it do? 


CHAPTER Implementing Strategy in Companies 


That Compete in a Single Industry 


OPENING CASE 


Strategy Implementation at Dell Computer 


1 

I 

I 

I 

I 

I 

I 

I 

I 
Dell Computer was one of the fastest-growing companies of the 1990s, and its stock price in- ; 
creased at the rate of 100% a year, delighting its stockholders. Achieving this high return has | 
been a constant challenge for Michael Dell, and one of his biggest battles has been to manage} 
and change Dell’s organizational structure, control systems, and culture as his company grows. I 
Dell was nineteen when, in 1984, he took $1,000 and spent it on the computer parts he as- | 
sembled himself into PCs that he then sold over the phone. Increasing demand for his PCs } 
meant that within a few weeks, he needed to hire people to help him, and soon he found himself | 
supervising three employees who worked together around a six-foot table to assemble comput- | 
ers while two more employees took orders over the phone.! I 
By 1993, Dell employed 4,500 workers and was hiring over 100 new workers each week just to} 
keep pace with the demand for the computers. When he found himself working eighteen-hour  ! 
days managing the company, he realized that he could not lead the company single-handedly. The 
company’s growth had to be managed, and he knew that he had to recruit and hire strategic man- | 
agers who had experience in managing different functional areas, such as marketing, finance, and 1 
manufacturing. He recruited executives from IBM and Compaq and, with their help, created a | 
functional structure, one in which employees are grouped by the common skills they have or ! 
tasks they perform, such as sales or manufacturing, to organize the value chain activities neces- 
sary to deliver his PCs to customers. As a part of this organizing process, Dell’s structure also be- | 
came taller, with more levels in the management hierarchy, to ensure that he and his managers 1 
had sufficient control over the different activities of his growing business. Dell delegated author- } 
ity to control Dell’s functional value chain activities to his managers, which gave him the time he! 
needed to perform his entrepreneurial task of finding new opportunities for the company. } 
Dell’s functional structure worked well and, under its new management team, the company’s | 
growth continued to soar. By 1993, the company had sales of over $2 billion, twice as much asin 1 
1992. Moreover, Dell’s new structure had given functional managers the control they needed to} 
squeeze out costs, and Dell had become the lowest-cost PC maker. Analysts also reported that ! 
Dell had developed a lean organizational culture, meaning that employees had developed norms } 
4 
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and values that emphasized the importance of working 
hard to help each other find innovative new ways of mak- 
ing products to keep costs low and increase their reliabil- 
ity. Indeed, with the fewest customer complaints, Dell 
rose to the top of the customer satisfaction rankings for 
PC makers; its employees became known for the excellent 
customer service they gave to PC buyers who were experi- 
encing problems with setting up their computers. 

However, Michael Dell realized that new and differ- 
ent kinds of problems were arising. Dell was now selling 
huge numbers of computers to different kinds of cus- 
tomers, for example, home, business, and educational 
customers and the different branches of government. Be- 
cause customers now demanded computers with very dif- 
ferent features or different amounts of computing power, 
the company’s product line broadened rapidly. It started 
to become more difficult for employees to meet the needs 
of these different kinds of customers efficiently because 
each employee needed information about all product fea- 
tures or all of Dell’s thousands of different sales offers 
across its product range. 

In 1995, Dell moved to change his company to a mar- 
ket structure and created separate divisions, each geared 
to the needs of a different group of customers: a con- 
sumer division, a business division, and so on. In each di- 
vision, teams of employees specialize in servicing the 
needs of one of these customer groups. This move to a 
more complex structure also allowed each division to de- 
velop a unique subculture that suited its tasks, and em- 
ployees were able to obtain in-depth knowledge about the 
needs of their market that helped them to respond better 
to their customers’ needs. So successful was this change in 
structure and culture that by 2000, Dell’s revenues were 


over $35 billion and its profits were in excess of $3 billion, 
a staggering increase from 1984. 

Dell continued to alter his company’s structure in the 
1990s to respond to changing customer needs and to the 
company’s increase in distinctive competencies. For ex- 
ample, Dell realized that he could leverage his company’s 
strengths in materials management, manufacturing, and 
Internet sales over a wider range of computer hardware 
products. So he decided to begin assembling servers, 
workstations, and storage devices to compete with IBM, 
Sun, and Compaq. The increasing importance of the In- 
ternet led him to split the market divisions into thirty- 
five smaller subunits that focus on more specialized 
groups of customers, and they all conduct the majority of 
their business over the Internet. Today, for example, Dell 
can offer large and small companies and private buyers a 
complete range of computers, workstations, and storage 
devices that can be customized to their needs. 

To help coordinate its growing activities, Dell is in- 
creasingly making use of its corporate intranet and using 
information technology (IT) to standardize activities 
across divisions and thus integrate across functions. 
Dell’s hierarchy is shrinking as managers are increasingly 
delegating everyday decision making to employees who 
have access, through IT, to the facts they need to provide 
excellent customer service. To help reduce costs, Dell has 
also outsourced most of its customer service activities to 
India.? As a result of these moves, Dell’s work force has 
become even more committed to sustaining its low-cost 
advantage, and its cost-conscious culture has become an 
important source of competitive advantage that is the 
envy of its competitors, and one that has been imitated by 
HP and Gateway.’ 


As the story of Dell suggests, organizational structure and culture can have a direct bear- 
ing on a company’s profits. This chapter examines how managers can best implement 


their strategies through their organization’s structure and culture to achieve a competi- 
tive advantage and superior performance. A well-thought-out business model becomes 
profitable only if it can be implemented successfully. In practice, however, implementing 
strategy through structure and culture is a difficult, challenging, and never-ending task. 
Managers cannot just create an organizing framework for a company’s value chain activi- 
ties and then assume it will keep working efficiently and effectively over time, just as they 
cannot select strategies and assume that these strategies will still work in the future when 
the competitive environment is changing. 


CHAPTER 12 Implementing Strategy in Companies That Compete in a Single Industry 


We begin by discussing the main elements of organizational design and the way 
they work together to create an organizing framework that allows a company to 
implement its strategy. We also discuss how strategic managers can use structure, 
control, and culture to pursue functional-level strategies that create and build dis- 
tinctive competencies. The analysis then moves to the industry level and the issues 
facing managers in a single industry. The next chapter takes up where this one 
leaves off and examines strategy implementation across industries and countries— 
that is, corporate and global strategy. By the end of this chapter and the next, you 
will understand why the fortunes of a company often rest on its managers’ ability 
to design and manage its structure, control systems, and culture to best implement 
its business model. 


Implementing Strategy Through Organizational Design 


Strategy implementation involves the use of organizational design, the process of 
deciding how a company should create, use, and combine organizational structure, 
control systems, and culture to pursue a business model successfully. Organizational 
structure assigns employees to specific value creation tasks and roles, and specifies 
how these tasks and roles are to be linked together in a way that increases efficiency, 
quality, innovation, and responsiveness to customers—the distinctive competencies 
that build competitive advantage. The purpose of organizational structure is to coor- 
dinate and integrate the efforts of employees at all levels—corporate, business, and 
functional—and across a company’s functions and business units so that they work 
together in the way that will allow it to achieve the specific set of strategies in its busi- 
ness model. 

Organizational structure does not, by itself, provide the set of incentives through 
which people can be motivated to make it work. Hence, there is a need for control 
systems. The purpose of a control system is to provide managers with (1) a set of 
incentives to motivate employees to work toward increasing efficiency, quality, in- 
novation, and responsiveness to customers and (2) specific feedback on how well an 
organization and its members are performing and building competitive advantage 
so that managers can constantly take action to strengthen a company’s business 
model. Structure provides an organization with a skeleton; control gives it the mus- 
cles, sinews, nerves, and sensations that allow managers to regulate and govern its 
activities. 

Organizational culture, the third element of organizational design, is the spe- 
cific collection of values, norms, beliefs, and attitudes that are shared by people and 
groups in an organization and that control the way they interact with each other 
and with stakeholders outside the organization.> Organizational culture is a com- 
pany’s way of doing something: it describes the characteristic ways in which mem- 
bers of an organization get the job done, such as the way Nokia uses teams to speed 
innovation. As we discuss in detail below, top managers, because they can influence 
which kinds of beliefs and values develop in an organization, are an important de- 
terminant of how organizational members will work toward achieving organiza- 
tional goals.° 

Figure 12.1 sums up the discussion so far. Organizational structure, control, and 
culture are the means by which an organization motivates and coordinates its mem- 
bers to work toward achieving the building blocks of competitive advantage. 


FIGURE 12.1 
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Top managers who wish to find out why it takes a long time for people to make 
decisions in a company, why there is a lack of cooperation between sales and manu- 
facturing, or why product innovations are few and far between, need to understand 
how the design of a company’s structure and control system and the values and 
norms in its culture affect employee motivation and behavior. Organizational struc- 
ture, control, and culture shape people’s behaviors, values, and attitudes and determine 
how they will implement an organization’s business model and strategies.’ On the basis 
of such an analysis, top managers can devise a plan to restructure or change their 
company’s structure, control systems, and culture to improve coordination and mo- 
tivation. Effective organizational design allows a company to obtain a competitive 
advantage and achieve above-average profitability. 


Building Blocks of Organizational Structure 


e Grouping Tasks, 
Functions, and 
Divisions 


After formulating a company’s business model and strategies, managers must make 
designing an organizational structure their next priority. The value creation activities 
of organizational members are meaningless unless some type of structure is used to 
assign people to tasks and connect the activities of different people and functions.® 
Managers must make three basic choices: 


1. How best to group tasks into functions and to group functions into business units 
or divisions to create distinctive competencies and pursue a particular strategy 


2. How to allocate authority and responsibility to these functions and divisions 


3. How to increase the level of coordination or integration between functions and 
divisions as a structure evolves and becomes more complex 


We first discuss basic issues and then revisit them when considering appropriate 
choices of structure at different levels of strategy. 


Because an organization’s tasks are, to a large degree, a function of its strategy, the 
dominant view is that companies choose a form of structure to match their organi- 
zational strategy. Perhaps the first person to address this issue formally was the 
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Harvard business historian Alfred D. Chandler.’ After studying the organizational 
problems experienced in large U.S. corporations such as DuPont and GM as they 
grew in the early decades of the twentieth century, Chandler reached two conclu- 
sions: (1) that, in principle, organizational structure follows the range and variety of 
tasks that the organization chooses to pursue, and (2) that U.S. companies’ structures 
change as their strategy changes in a predictable way over time.!? In general, this 
means that most companies first group people and tasks into functions, and then 
functions into divisions.!! 

As we discussed earlier, a function is a collection of people who work together and 
perform the same types of tasks or hold similar positions in an organization.!? For 
example, the salespeople in a car dealership belong to the sales function. Together, car 
sales, car repair, car parts, and accounting are the set of functions that allow a car 
dealership to sell and maintain cars. 

As organizations grow and produce a wider range of products, the amount and 
complexity of the handoffs, that is, the work exchanges or transfers among people, 
functions, and subunits, increase. The communications and measurement problems 
and the managerial inefficiencies surrounding these transfers or handoffs are a major 
source of bureaucratic costs, which we discussed in Chapter 10. Recall that these are 
the costs associated with monitoring and managing the functional exchanges neces- 
sary to add value to a product as it flows along a company’s value chain to the final 
customer.!? We discuss why bureaucratic costs increase as companies pursue more 
complex strategies later in the chapter. 

For now, it is important to note that managers group tasks into functions and then 
group functions into a business unit or division to reduce bureaucratic costs. For ex- 
ample, as Dell started to produce different kinds of products, it created separate divi- 
sions, each with its own marketing, sales, and accounting functions. A division is a way 
of grouping functions to allow an organization to better produce and transfer its 
goods and services to customers. In developing an organizational structure, managers 
must decide how to group an organization’s activities by function and division in a 
way that achieves organizational goals effectively, which is what happened at Dell.'4 

Top managers can choose from among many kinds of structures to group their 
activities. The choice is made on the basis of the structure’s ability to implement the 
company’s business models and strategies successfully. 


e Allocating As organizations grow and produce a wider range of goods and services, the size 
Authority and and number of their functions and divisions increase. The number of handoffs or 
Responsibility transfers between employees also increases, and to economize on bureaucratic 

costs and effectively coordinate the activities of people, functions, and divisions, 
managers must develop a clear and unambiguous hierarchy of authority, or chain 
of command, that defines each manager’s relative authority, from the CEO down 
through the middle managers and first-line managers, to the nonmanagerial em- 
ployees who actually make goods or provide services.!° Every manager, at every 
level of the hierarchy, supervises one or more subordinates. The term span of con- 
trol refers to the number of subordinates who report directly to a manager. When 
managers know exactly what their authority and responsibility are, information 
distortion problems that promote managerial inefficiencies are kept to a mini- 
mum, and handoffs or transfers can be negotiated and monitored to economize on 
bureaucratic costs. For example, managers are less likely to risk invading another 
manager’s turf and thus can avoid the costly fights and conflicts that inevitably re- 
sult from such encroachments. 
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TALL AND FLAT ORGANIZATIONS Companies choose the number of hierarchical levels 
they need on the basis of their strategy and the functional tasks necessary to create 
distinctive competencies.!© As an organization grows in size or complexity (measured 
by the number of its employees, functions, and divisions), its hierarchy of authority 
normally lengthens, making the organizational structure taller. A tall structure has 
many levels of authority relative to company size; a flat structure has fewer levels rela- 
tive to company size (see Figure 12.2). As the hierarchy becomes taller, problems that 
make the organization’s structure less flexible and slow managers’ response to changes 
in the competitive environment may result. It is vital that managers understand how 
these problems arise so they know how to change a company’s structure to respond 
to them. 

First, communication problems may arise. When an organization has many levels 
in the hierarchy, it can take a long time for the decisions and orders of top managers 
to reach managers further down in the hierarchy, and it can take a long time for top 
managers to learn how well their decisions worked out. Feeling out of touch, top 
managers may want to verify that lower-level managers are following orders and may 
require written confirmation from them. Lower-level managers, who know they will 
be held strictly accountable for their actions, start devoting more time to the process 
of making decisions in order to improve their chances of being right. They might 
even try to avoid responsibility by making top managers decide what actions to take. 

A second communication problem that can result is the distortion of commands 
and orders as they are transmitted up and down the hierarchy, which causes man- 
agers at different levels to interpret what is happening differently. Accidental distor- 
tion of orders and messages occurs when different managers interpret messages from 
their own narrow functional perspectives. Intentional distortion can occur because 
managers lower in the hierarchy decide to interpret information to increase their 
own personal advantage. 

A third problem with tall hierarchies is that they usually indicate that an organi- 
zation is employing too many managers, and managers are expensive. Managerial 
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salaries, benefits, offices, and secretaries are a huge expense for organizations. Large 
companies such as IBM, GM, and Dell pay their managers billions of dollars a year. 
In the 2000s, hundreds of thousands of middle managers were laid off as dot-coms 
collapsed and high-tech companies like HP and Lucent attempted to reduce costs by 
restructuring and downsizing their work forces. 


THE MINIMUM CHAIN OF COMMAND To ward off the problems that result when an or- 
ganization becomes too tall and employs too many managers, top managers need to 
ascertain whether they are employing the right number of top, middle, and first-line 
managers and see whether they can redesign their hierarchies to reduce the number of 
managers. Top managers might well follow a basic organizing principle: the principle 
of the minimum chain of command, which states that a company should choose the 
hierarchy with the fewest levels of authority necessary to use organizational resources 
efficiently and effectively. 

Effective managers constantly scrutinize their hierarchies to see whether the 
number of levels can be reduced—for example, by eliminating one level and giving 
the responsibilities of managers at that level to managers above and empowering em- 
ployees below. This practice has become increasingly common as companies battle 
with low-cost overseas competitors and search for ways to reduce costs. One manager 
who is constantly trying to empower employees and keep the hierarchy flat is Colleen 
C. Barrett, the number 2 executive of Southwest Airlines.!” Barrett, the highest-ranking 
woman in the airline industry, is well known for continually reaffirming Southwest’s 
message that employees should feel free to go above and beyond their prescribed roles 
to provide better customer service. Her central message is that Southwest values and 
trusts its employees, who are empowered to take responsibility. Southwest employees 
are encouraged not to look to their superiors for guidance but rather to take respon- 
sibility to find ways to do the job better themselves. As a result, Southwest keeps the 
number of its middle managers to a minimum. 

When companies become too tall and the chain of command too long, strategic 
managers tend to lose control over the hierarchy, which means that they lose control 
over their strategies. Disaster often follows because a tall organizational structure 
decreases, rather than promotes, motivation and coordination between employees 
and functions, and bureaucratic costs escalate as a result. One important way to 
overcome such problems, at least partially, and to lessen bureaucratic costs is to de- 
centralize authority—that is, vest authority in the hierarchy’s lower levels as well as 
at the top. 


CENTRALIZATION OR DECENTRALIZATION? Authority is centralized when managers at 
the upper levels of a company’s hierarchy retain the authority to make the most im- 
portant decisions. When authority is decentralized, it is delegated to divisions, func- 
tions, and employees at lower levels in the company. By delegating authority in this 
fashion, managers can economize on bureaucratic costs and avoid communication 
and coordination problems because information does not have to be constantly sent 
to the top of the organization for decisions to be made. There are three advantages to 
decentralization. 

First, when top managers delegate operational decision-making responsibility to 
middle and first-level managers, they reduce information overload and so are able to 
spend more time on positioning the company competitively and strengthening its 
business model. Second, when managers in the bottom layers of the company become 
responsible for implementing strategies to suit local conditions, their motivation and 
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I Union Pacific Decentralizes to by the need to be responsive to customers, Union Pacific’s 
: Increase Customer Responsiven ess CEO, Dick Davidson, announced a sweeping reorganiza- 
I tion to the company’s customers. Henceforth, regional 
i Union Pacific, one of the biggest rail freight carriers inthe | managers were to be given the authority to make opera- 
: United States, was experiencing a crisis in the late 1990s. tional decisions at the level at which they were most im- 
I The U.S. economic boom was causing a record increasein portant: field operations. Regional managers could now 
i the amount of freight that the railroad had to transport, alter scheduling and routing to accommodate customer 
I but at the same time, the railroad was experiencing record requests even if this raised costs. The goal of the organi- 
; delays in moving the freight. Union Pacific’s customers zation was to “return to excellent performance by simpli- 
: were irate and complaining bitterly about the problem, _fying our processes and becoming easier to deal with.” In 
I and the delays were costing the company millions of dol- making this decision, the company was following the lead 
: lars in penalty payments—$150 million annually. of its competitors, most of which had already moved to 
I The problem stemmed from Union Pacific’s very cen- decentralize their operations. Union Pacific has contin- 
i tralized management approach, devised in its attempt to _—_ued its decentralization approach in the 2000s. In its re- 
: cut costs. All scheduling and route planning were handled cent announcement that it was adding a new region, it 
I centrally at its headquarters in an attempt to promote op- stated that “the new four-region system will continue the 
: erating efficiency. The job of regional managers was effort to decentralize decision-making into the field, 
I largely to ensure the smooth flow of freight through their while fostering improved customer responsiveness, oper- 
: regions. Now, recognizing that efficiency had to be balanced _ ational excellence, and personal accountability.”* 
\ 
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accountability increase. The result is that decentralization promotes flexibility and 
reduces bureaucratic costs because lower-level managers are authorized to make on- 
the-spot decisions; handoffs are not needed. The third advantage is that when lower- 
level employees are given the right to make important decisions, fewer managers are 
needed to oversee their activities and tell them what to do—a company can flatten its 
hierarchy. Strategy in Action 12.1 shows how Union Pacific experienced some of 
these advantages after it decentralized its operations. 

If decentralization is so effective, why don’t all companies decentralize decision 
making and avoid the problems of tall hierarchies? The answer is that centralization 
has its advantages too. Centralized decision making allows for easier coordination of 
the organizational activities needed to pursue a company’s strategy. If managers at all 
levels can make their own decisions, overall planning becomes extremely difficult, 
and the company may lose control of its decision making. 

Centralization also means that decisions fit broad organization objectives. 
When its branch operations were getting out of hand, for example, Merrill Lynch 
increased centralization by installing more information systems to give corporate 
managers greater control over branch activities. Similarly, HP centralized research 
and development (R&D) responsibility at the corporate level to provide a more di- 
rected corporate strategy. Furthermore, in times of crisis, centralization of authority 
permits strong leadership because authority is focused on one person or group. This 
focus allows for speedy decision making and a concerted response by the whole or- 
ganization. How to choose the right level of centralization for a particular strategy is 
discussed later. 
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e Integration and Much coordination takes place among people, functions, and divisions through the hi- 
Integrating — erarchy of authority. Often, however, as a structure becomes complex, this is not enough, 
Mechanisms and top managers need to use various integrating mechanisms to increase communica- 
tion and coordination among functions and divisions. The greater the complexity of an 
organization’s structure, the greater is the need for coordination among people, func- 
tions, and divisions to make the organizational structure work efficiently.!® We discuss 
three kinds of integrating mechanisms that illustrate the kinds of issues involved.!? 
Once again, these mechanisms are employed to economize on the information distor- 
tion problems that commonly arise when managing the handoffs or transfers among 
the ideas and activities of different people, functions, and divisions. 


Direct ConTAcT Direct contact among managers creates a context within which 
managers from different functions or divisions can work together to solve mutual 
problems. However, several problems are associated with establishing this contact. 
Managers from different functions may have different views about what must be 
done to achieve organizational goals. But if the managers have equal authority (as 
functional managers typically do), the only manager who can tell them what to do is 
the CEO. If functional managers cannot reach agreement, no mechanism exists to re- 
solve the conflict apart from the authority of the boss. In fact, one sign of a poorly 
performing organizational structure is the number of problems sent up the hierarchy 
for top managers to solve. The need to solve everyday conflicts and solve handoff or 
transfer problems raises bureaucratic costs. To reduce such conflicts and solve trans- 
fer problems, top managers use more complex integrating mechanisms to increase 
coordination among functions and divisions. 


LiAIson ROLES Managers can increase coordination among functions and divisions 
by establishing liaison roles. When the volume of contacts between two functions in- 
creases, one way to improve coordination is to give one manager in each function or 
division the responsibility for coordinating with the other. These managers may meet 
daily, weekly, monthly, or as needed to solve handoff issues and transfer problems. 
The responsibility for coordination is part of the liaison’s full-time job, and usually 
an informal relationship forms between the people involved, greatly easing strains 
between functions. Furthermore, liaison roles provide a way of transmitting infor- 
mation across an organization, which is important in large organizations where em- 
ployees may know no one outside their immediate function or division. 


TEAMS When more than two functions or divisions share many common problems, 
direct contact and liaison roles may not provide sufficient coordination. In these 
cases, a more complex integrating mechanism, the team, may be appropriate. One 
manager from each relevant function or division is assigned to a team that meets to 
solve a specific mutual problem; team members are responsible for reporting back to 
their subunits on the issues addressed and the solutions recommended. Teams are in- 
creasingly being used at all organizational levels. 


Strategic Control Systems 


Strategic managers choose the organizational strategies and structure they hope will 
allow the organization to use its resources most effectively to pursue its business 
model and create value and profit. Then they create strategic control systems, tools 
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that allow them to monitor and evaluate whether, in fact, their strategy and structure 
are working as intended, how they could be improved, and how they should be 
changed if they are not working. 

Strategic control is not just about monitoring how well an organization and its 
members are performing currently or about how well the firm is using its existing re- 
sources. It is also about how to create the incentives to keep employees motivated and 
focused on the important problems that may confront an organization in the future 
so that they work together to find solutions that can help an organization perform 
better over time.”° To understand the vital importance of strategic control, consider 
how it helps managers to obtain superior efficiency, quality, innovation, and respon- 
siveness to customers, the four basic building blocks of competitive advantage: 


@ Control and efficiency. To determine how efficiently they are using organizational 
resources, managers must be able to measure accurately how many units of in- 
puts (raw materials, human resources, and so on) are being used to produce a 
unit of output. They must also be able to measure the number of units of outputs 
(goods and services) they produce. A control system contains the measures or 
yardsticks that allow managers to assess how efficiently they are producing goods 
and services. Moreover, if managers experiment to find a more efficient way to 
produce goods and services, these measures tell managers how successful they 
have been. Without a control system in place, managers have no idea how well 
their organizations are performing and how they can make it perform better, 
something that is becoming increasingly important in today’s highly competitive 
environment.”! 


@ Control and quality. Today, competition often revolves around increasing the 
quality of goods and services. In the car industry, for example, within each price 
range, cars compete against one another in terms of their features, design, and re- 
liability. So whether a customer buys a Ford 500, a GM Impala, a Chrysler 300, a 
Toyota Camry, or a Honda Accord depends significantly on the quality of each 
company’s product. Strategic control is important in determining the quality of 
goods and services because it gives managers feedback on product quality. If 
managers consistently measure the number of customers’ complaints and the 
number of new cars returned for repairs, they have a good indication of how 
much quality they have built into their product. 


@ Control and innovation. Strategic control can help to raise the level of innovation 
in an organization. Successful innovation takes place when managers create an 
organizational setting in which employees feel empowered to be creative and in 
which authority is decentralized to employees so that they feel free to experiment 
and take risks, such as at Nokia. Deciding on the appropriate control systems to 
encourage risk taking is an important management challenge and, as discussed 
later in the chapter, an organization’s culture becomes important in this regard. 


@ Control and responsiveness to customers. Finally, strategic managers can help make 
their organizations more responsive to customers if they develop a control system 
that allows them to evaluate how well employees with customer contact are per- 
forming their jobs. Monitoring employees’ behavior can help managers find ways 
to help increase employees’ performance level, perhaps by revealing areas in 
which skills training can help employees or by finding new procedures that allow 
employees to perform their jobs better. When employees know their behaviors 
are being monitored, they may have more incentive to be helpful and consistent 
in the way they act toward customers. 
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Strategic control systems are the formal target-setting, measurement, and 
feedback systems that allow strategic managers to evaluate whether a company is 
achieving superior efficiency, quality, innovation, and customer responsiveness 
and implementing its strategy successfully. An effective control system should have 
three characteristics. It should be flexible enough to allow managers to respond as 
necessary to unexpected events; it should provide accurate information, thus giving 
a true picture of organizational performance; and it should supply managers with 
the information in a timely manner because making decisions on the basis of out- 
dated information is a recipe for failure.*” As Figure 12.3 shows, designing an effec- 
tive strategic control system requires four steps: establishing standards and targets, 
creating measuring and monitoring systems, comparing performance against tar- 
gets, and evaluating the result. 


e Levels of Strategic Strategic control systems are developed to measure performance at four levels in a 
Control company: corporate, divisional, functional, and individual. Managers at all levels must 
develop the most appropriate set of measures to evaluate corporate-, business-, and 
functional-level performance. As the balanced scorecard approach discussed in Chap- 
ter 11 suggests, these measures should be tied as closely as possibly to the goals of de- 
veloping distinctive competencies in efficiency, quality, innovativeness, and respon- 
siveness to customers. Care must be taken, however, to ensure that the standards used 
at each level do not cause problems at the other levels—for example, that a division’s 
attempts to improve its performance does not conflict with corporate performance. 
Furthermore, controls at each level should provide the basis on which managers at 

lower levels design their control systems. Figure 12.4 illustrates these links. 


e Types of Strategic In Chapter 11, the balanced scorecard approach was discussed as a way to ensure 
Control Systems that managers complement the use of ROIC with other kinds of strategic controls to 
ensure they are pursuing strategies that maximize long-run profitability. Here, we 
consider three more types of control systems: personal control, output control, and 

behavior control. 


PERSONAL CONTROL Personal control is the desire to shape and influence the behav- 
ior of a person in a face-to-face interaction in the pursuit of a company’s goals. The 
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most obvious kind of personal control is direct supervision from a manager further 
up in the hierarchy. The personal approach is useful because managers can question 
and probe subordinates about problems or new issues they are facing to get a better 
understanding of the situation, as well as to ensure that subordinates are performing 
their work effectively and not hiding any information that could cause problems 
down the line. Personal control also can come from a group of peers, such as when 
people work in teams. Once again, personal control at the group level means that 
there is more possibility for learning to occur and competencies to develop, as well as 
greater opportunities to prevent free-riding or shirking. 


OuTPuT CONTROL Output control is a system in which strategic managers estimate 
or forecast appropriate performance goals for each division, department, and em- 
ployee and then measure actual performance relative to these goals. Often a com- 
pany’s reward system is linked to performance on these goals, so output control also 
provides an incentive structure for motivating employees at all levels in the organiza- 
tion. Goals keep managers informed about how well their strategies are creating a 
competitive advantage and building the distinctive competencies that lead to future 
success. Goals exist at all levels in an organization. 

Divisional goals state corporate managers’ expectations for each division con- 
cerning performance on dimensions such as efficiency, quality, innovation, and re- 
sponsiveness to customers. Generally, corporate managers set challenging divisional 
goals to encourage divisional managers to create more effective strategies and struc- 
tures in the future. At Dell, for example, each division is given a clear performance 
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goal to achieve, and divisional managers are given considerable autonomy in formu- 
lating a strategy to meet this goal. 

Output control at the functional and individual levels is a continuation of control 
at the divisional level. Divisional managers set goals for functional managers that will 
allow the division to achieve its goals. As at the divisional level, functional goals are 
established to encourage the development of the generic competencies that provide 
the company with a competitive advantage, and functional performance is evaluated 
by how well a function develops a competency. In the sales function, for example, 
goals related to efficiency (such as cost of sales), quality (such as number of returns), 
and customer responsiveness (such as the time needed to respond to customer 
needs) can be established for the whole function. 

Finally, functional managers establish goals that individual employees are ex- 
pected to achieve to allow the function to achieve its goals. Sales personnel, for exam- 
ple, can be given specific goals (related to functional goals) that they are required to 
achieve. Functions and individuals are then evaluated on the basis of achieving or 
not achieving their goals, and in sales, compensation is commonly pegged to achieve- 
ment. The achievement of these goals is a sign that the company’s strategy is working 
and meeting organizational objectives. 

The inappropriate use of output control can promote conflict among divisions. 
In general, setting across-the-board output targets, such as ROIC targets, for divi- 
sions can lead to destructive results if divisions single-mindedly try to maximize di- 
visional ROIC at the expense of corporate ROIC. Moreover, to reach output targets, 
divisions may start to distort the numbers and engage in strategic manipulation of 
the figures to make their divisions look good—which increases bureaucratic costs.”° 


BEHAVIOR CONTROL Behavior control is control through the establishment of a 
comprehensive system of rules and procedures to direct the actions or behavior of 
divisions, functions, and individuals.24 The intent of behavior controls is not to 
specify the goals but to standardize the way or means of reaching them. Rules stan- 
dardize behavior and make outcomes predictable. If employees follow the rules, 
then actions are performed and decisions are handled the same way time and time 
again. The result is predictability and accuracy, the aim of all control systems. The 
main kinds of behavior controls are operating budgets, standardization, and rules 
and procedures. 

Once managers at each level have been given a goal to achieve, they establish op- 
erating budgets that regulate how managers and workers are to attain those goals. An 
operating budget is a blueprint that states how managers intend to use organiza- 
tional resources to achieve organizational goals most efficiently. Most commonly, 
managers at one level allocate to managers at a lower level a specific amount of re- 
sources to use in the production of goods and services. Once they have been given a 
budget, lower-level managers must decide how they will allocate certain amounts of 
money for different organizational activities. They are then evaluated on the basis of 
their ability to stay inside the budget and make the best use of it. For example, man- 
agers at GE’s washing machine division might have a budget of $50 million to de- 
velop and sell a new line of washing machines; they have to decide how much money 
to allocate to R&D, engineering, sales, and so on, so that the division generates the 
most revenue and hence makes the biggest profit. Most commonly, large companies 
treat each division as a stand-alone profit center, and corporate managers evaluate 
each division’s performance by its relative contribution to corporate profitability, 
something discussed in detail in the next chapter. 


e Using Information 
Technology 
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Standardization refers to the degree to which a company specifies how decisions 
are to be made so that employees’ behavior becomes predictable.”° In practice, there 
are three things an organization can standardize: inputs, conversion activities, and 
outputs. 

When managers standardize, they screen inputs according to preestablished crite- 
ria, or standards, that determine which inputs to allow into the organization. If em- 
ployees are the input in question, for example, then one way of standardizing them is 
to specify which qualities and skills they must possess and then to select only appli- 
cants who possess them. If the inputs in question are raw materials or component 
parts, the same considerations apply. The Japanese are renowned for the high quality 
and precise tolerances they demand from component parts to minimize problems 
with the product at the manufacturing stage. Just-in-time inventory systems also 
help standardize the flow of inputs. 

The aim of standardizing conversion activities is to program work activities so that 
they are done the same way time and time again. The goal is predictability. Behavior 
controls, such as rules and procedures, are among the chief means by which compa- 
nies can standardize throughputs. Fast-food restaurants such as McDonald’s and 
Burger King standardize all aspects of their restaurant operations; the result is consis- 
tent fast food. 

The goal of standardizing outputs is to specify what the performance characteris- 
tics of the final product or service should be—the dimensions or tolerances the 
product should conform to, for example. To ensure that their products are standard- 
ized, companies apply quality control and use various criteria to measure this stan- 
dardization. One criterion might be the number of goods returned from customers 
or the number of customers’ complaints. On production lines, periodic sampling of 
products can indicate whether they are meeting performance characteristics. 

As with other kinds of controls, the use of behavior control is accompanied by 
potential pitfalls that must be managed if the organization is to avoid strategic 
problems. Top management must be careful to monitor and evaluate the usefulness 
of behavior controls over time. Rules constrain people and lead to standardized, pre- 
dictable behavior. However, rules are always easier to establish than to get rid of, and 
over time the number of rules an organization uses tends to increase. As new devel- 
opments lead to additional rules, often the old rules are not discarded, and the com- 
pany becomes overly bureaucratized. Consequently, the organization and the people 
in it become inflexible and are slow to react to changing or unusual circumstances. 
Such inflexibility can reduce a company’s competitive advantage by lowering the 
pace of innovation and reducing its responsiveness to customers. 


Information technology is playing an increasing role in strategy implementation at 
all organizational levels. In fact, it is making it much easier for organizations to cost- 
effectively develop output and behavior controls that give strategic managers much 
more and much better information to monitor the many aspects of their strategies 
and to respond appropriately. IT, which provides a way of standardizing behavior 
through the use of a consistent, often cross-functional software platform, is a form 
of behavior control. IT is also a form of output control; when all employees or func- 
tions use the same software platform to provide up-to-date information on their ac- 
tivities, this codifies and standardizes organizational knowledge and makes it easier 
to monitor progress toward strategic objectives. IT is also a kind of integrating 
mechanism because it provides people at all levels in the hierarchy and across all 
functions with more of the information and knowledge they need to perform their 


~ 


CHAPTER 12 


Control at Cypress Semiconductor 


In the fast-moving semiconductor business, a premium 
is placed on organizational adaptability. At Cypress 
Semiconductor, CEO T. J. Rodgers was facing a problem: 
how to control his growing 1,500-employee organization 
without developing a bureaucratic management hierar- 
chy. Rodgers believed that a tall hierarchy hinders the 
ability of an organization to adapt to changing condi- 
tions. He was committed to maintaining a flat and de- 
centralized organizational structure with a minimum of 
management layers. At the same time, he needed to con- 
trol his employees to ensure that they performed in a 
manner consistent with company goals. The solution that 
Rodgers adopted was to implement a computer-based in- 
formation system through which he can manage what 
every employee and team is doing in the decentralized 
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organization. Each employee maintains a list of ten to 
fifteen goals, such as “Meet with marketing for new 
product launch” or “Make sure to check with customer X.” 
Noted next to each goal is when it was agreed on, when it 
is due to be finished, and whether it has been finished. 
All of this information is stored on a central computer. 
Rodgers claims that he can review the goals of all 1,500 
employees in about four hours, and he does so each 
week. He can do this because he manages by exception, 
looking only for employees who are falling behind. He 
then calls them—not to scold but to ask whether there is 
anything he can do to help them get the job done. It 
takes only about half an hour each week for employees 
to review and update their lists. This system allows 
Rodgers to exercise control over his organization with- 
out resorting to the expensive layers of a management 
hierarchy.> 
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e Strategic Reward 
Systems 


roles effectively. For example, today functional-level employees are able to access 
information easily from other functions using cross-functional software systems that 
keep them all informed about changes in product design, engineering, manufactur- 
ing schedules, and marketing plans that will have an impact on their activities. In this 
sense, IT overlays the structure of tasks and roles that is normally regarded as the 
“real” organizational structure. The many ways in which IT affects strategy imple- 
mentation is discussed in different sections of this and the next chapter. Strategy in 
Action 12.2 illustrates one way in which IT can help managers monitor and coordi- 
nate the effectiveness with which their strategies are being put into action. 


Organizations strive to control employees’ behavior by linking reward systems to 
their control systems.*° Based on the company’s strategy (cost leadership or differen- 
tiation, for example), strategic managers must decide which behaviors to reward. 
They then create a control system to measure these behaviors and link the reward 
structure to them. Determining how to relate rewards to performance is a crucial 
strategic decision because it determines the incentive structure that affects the way 
managers and employees at all levels in the organization behave. As Chapter 11 
pointed out, top managers can be encouraged to work in shareholders’ interests by 
being rewarded with stock options linked to a company’s long-term performance. 
Companies such as Kodak and GM require managers to buy company stock. When 
managers become shareholders, they are more motivated to pursue long-term rather 
than short-term goals. Similarly, in designing a pay system for salespeople, the choice 
is whether to motivate them through straight salary or salary plus a bonus based on 
how much they sell. Neiman Marcus, the luxury retailer, pays employees a straight 
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salary because it wants to encourage high-quality service but discourage a hard-sell 
approach. Thus, there are no incentives based on quantity sold. On the other hand, 
the pay system for rewarding car salespeople encourages high-pressure selling; it typ- 
ically contains a large bonus based on the number and price of cars sold. 


Organizational Culture 


The third element that goes into successful strategy implementation is managing or- 
ganizational culture, the specific collection of values and norms shared by people and 
groups in an organization.’ Organizational values are beliefs and ideas about what 
kinds of goals the members of an organization should pursue and about the appro- 
priate kinds or standards of behavior organizational members should use to achieve 
these goals. Bill Gates is famous for the set of organizational values that he created for 
Microsoft: entrepreneurship, ownership, creativity, honesty, frankness, and open 
communication. By stressing entrepreneurship and ownership, he strives to get his 
employees to feel that Microsoft is not one big bureaucracy but a collection of 
smaller and very adaptive companies run by their members. Gates emphasizes giving 
lower-level managers autonomy and encourages them to take risks—to act like entre- 
preneurs, not corporate bureaucrats.78 

From organizational values develop organizational norms, guidelines, or expecta- 
tions that prescribe appropriate kinds of behavior by employees in particular situa- 
tions and control the behavior of organizational members toward one another. The 
norms of behavior for software programmers at Microsoft include working long 
hours and weekends, wearing whatever clothing is comfortable (but never a suit and 
tie), consuming junk food, and communicating with other employees by email and 
the company’s state-of-the-art intranet. 

Organizational culture functions as a kind of control because strategic managers 
can influence the kind of values and norms that develop in an organization—values 
and norms that specify appropriate and inappropriate behaviors and that shape and 
influence the way its members behave.” Strategic managers such as Gates deliber- 
ately cultivate values that tell their subordinates how they should perform their roles; 
at Microsoft and Nokia, innovation and creativity are stressed. These companies es- 
tablish and support norms that tell employees they should be innovative and entre- 
preneurial and should experiment even if there is a significant chance of failure. 

Other managers might cultivate values that tell employees they should always be 
conservative and cautious in their dealings with others, consult with their superiors 
before they make important decisions, and record their actions in writing so they can 
be held accountable for what happens. Managers of organizations such as chemical 
and oil companies, financial institutions, and insurance companies—any organization 
in which great caution is needed—may encourage a conservative, vigilant approach to 
making decisions.*? In a bank or mutual fund, for example, the risk of losing in- 
vestors’ money makes a cautious approach to investing highly appropriate. Thus, we 
might expect that managers of different kinds of organizations will deliberately try to 
cultivate and develop the organizational values and norms that are best suited to 
their strategy and structure. 

Organizational socialization is the term used to describe how people learn organi- 
zational culture. Through socialization, people internalize and learn the norms and 
values of the culture so that they become organizational members.*! Control through 
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culture is so powerful that once these values have been internalized, they become part 
of the individual’s values, and the individual follows organizational values without 
thinking about them.** Often the values and norms of an organization’s culture are 
transmitted to its members through the stories, myths, and language that people in 
the organization use, as well as by other means. 


e Culture and Organizational culture is created by the strategic leadership provided by an organi- 
Strategic Leadership zation’s founder and top managers. The organization’s founder is particularly im- 
portant in determining culture because the founder imprints his or her values and 
management style on the organization. Walt Disney’s conservative influence on the 
company he established continued until well after his death. Managers were afraid to 
experiment with new forms of entertainment because they were afraid “Walt Disney 
wouldn’t like it.” It took the installation of a new management team under Michael 
Eisner to turn around the company’s fortunes and allow it to deal with the realities of 
the new entertainment industry. 

The leadership style established by the founder is transmitted to the company’s 
managers, and as the company grows, it typically attracts new managers and em- 
ployees who share the same values. Moreover, members of the organization typically 
recruit and select only those who share their values. Thus, a company’s culture be- 
comes more and more distinct as its members become more similar. The virtue of 
these shared values and common culture is that they increase integration and improve 
coordination among organizational members. For example, the common language that 
typically emerges in an organization because people share the same beliefs and values 
facilitates cooperation among managers. Similarly, rules and procedures and direct 
supervision are less important when shared norms and values control behavior and 
motivate employees. When organizational members buy into cultural norms and val- 
ues, they feel a bond with the organization and are more committed to finding new 
ways to help it succeed. Strategy in Action 12.3 profiles how Ray Kroc built a strong 
culture at McDonald’s. 

Strategic leadership also affects organizational culture through the way managers 
design organizational structure, that is, the way they delegate authority and divide 
task relationships. Thus, the way an organization designs its structure affects the cul- 
tural norms and values that develop within the organization. Managers need to be 
aware of this fact when implementing their strategies. Michael Dell, for example, has 
tried to keep his company as flat as possible and has decentralized authority to lower- 
level managers and employees who are charged with striving to get as close to the 
customer as they can. As a result, he has created a cost-conscious customer service 
culture at Dell in which employees strive to provide high-quality customer service. 


e Traits of Strong and Few environments are stable for a prolonged period of time. If an organization is to 
Adaptive Corporate survive, managers must take actions that enable it to adapt to environmental 
Cultures changes. If they do not take such action, they may find themselves faced with declin- 
ing demand for their products. 

Managers can try to create an adaptive culture, one that is innovative and that 
encourages and rewards middle and lower-level managers for taking the initiative.*° 
Managers in organizations with adaptive cultures are able to introduce changes in 
the way the organization operates, including changes in its strategy and structure 
that allow it to adapt to changes in the external environment. Organizations with 
adaptive cultures are more likely to survive in a changing environment and indeed 

should have higher performance than organizations with inert cultures. 
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How Ray Kroc Established 
McDonald's Culture 


In the restaurant business, maintaining product quality is 
all-important because the quality of the food and the 
service varies with the chefs and waiters as they come and 
go. If a customer gets a bad meal, poor service, or dirty 
silverware, that customer may not come back, and other 
potential customers may stay away as negative comments 
travel by word of mouth. This was the problem that Ray 
Kroc, the man who pioneered McDonald’s growth, faced 
when McDonald’s franchises began to open by the thou- 
sands throughout the United States. Kroc solved his 
problem by developing a sophisticated control system 
that specified every detail of how each McDonald’s 
restaurant was to be operated and managed. This control 
system also created a distinct organizational culture. 
First, Kroc developed a comprehensive system of 
rules and procedures for franchise owners and employees 
to follow in running each restaurant. The most effective 
way to perform tasks, from cooking burgers to cleaning 
tables, was worked out in advance, written down in rule 
books, and then taught to each McDonald’s manager 
and employee through a formal training process. 
Prospective franchise owners had to attend “Hamburger 
University,’ the company’s training center in Chicago, 
where they learned all aspects of a McDonald’s operation 
in an intensive, month-long program. They were then 
expected to train their work force and make sure that 
employees thoroughly understood operating proce- 
dures. Kroc’s goal in establishing this system of rules 


and procedures was to build a common culture so that 
customers would always find the same level of quality in 
food and service. If customers always get what they ex- 
pect from a restaurant, the restaurant has developed su- 
perior customer responsiveness. 

Kroc also developed the McDonald’s franchise system 
to help the company control its structure as it grew. He 
believed that a manager who is also a franchise owner 
(and thus receives a large share of the profits) is more mo- 
tivated to buy into a company’s culture than a manager 
paid on a straight salary. Thus, the McDonald’s reward 
and incentive system allowed it to keep control over its op- 
erating structure as it expanded. Moreover, McDonald’s 
was very selective in selling to its franchisees; they had to 
be people with the skills and capabilities that Kroc be- 
lieved McDonald’s managers should have. 

Within each restaurant, franchise owners were in- 
structed to pay particular attention to training their 
employees and instilling in them McDonald’s concepts of 
efficiency, quality, and customer service. Shared norms, 
values, and an organizational culture also helped McDon- 
ald’s standardize employees’ behavior so that customers 
would know how they would be treated in a McDonald’s 
restaurant. Moreover, McDonald’s includes customers in 
its culture: it asks customers to bus their own tables, and it 
also shows concern for customers’ needs by building 
playgrounds, offering Happy Meals, and organizing birth- 
day parties for children. In creating its family-oriented 
culture, McDonald’s ensures future customer loyalty be- 
cause satisfied children are likely to become loyal adult 
customers.‘ 
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Several scholars in the field have tried to uncover the common traits that strong 
and adaptive corporate cultures share and to find out whether there is a particular set 
of values that dominates adaptive cultures that is missing from weak or inert ones. 
An early but still influential attempt is T. J. Peters and R. H. Waterman’s account of 
the values and norms characteristic of successful organizations and their cultures.*4 
They argue that adaptive organizations show three common value sets. First, success- 
ful companies have values promoting a bias for action. The emphasis is on autonomy 
and entrepreneurship, and employees are encouraged to take risks—for example, to 
create new products—even though there is no assurance that these products will be 
winners. Managers are closely involved in the day-to-day operations of the company 
and do not simply make strategic decisions isolated in some ivory tower, and em- 
ployees have a hands-on, value-driven approach. 
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The second set of values stems from the nature of the organization’s mission. The 
company must stick with what it does best and develop a business model focused on its 
mission. A company can easily get sidetracked into pursuing activities outside its area 
of expertise just because they seem to promise a quick return. Management should cul- 
tivate values so that a company sticks to its knitting, which means strengthening its 
business model. A company must also establish close relationships with customers as a 
way of improving its competitive position. After all, who knows more about a company’s 
performance than those who use its products or services? By emphasizing customer- 
oriented values, organizations are able to learn customers’ needs and improve their ability 
to develop products and services that customers desire. All of these management values 
are strongly represented in companies such as McDonald’s, Wal-Mart, and Toyota, 
which are sure of their mission and continually take steps to maintain it. 

The third set of values bears on how to operate the organization. A company should 
try to establish an organizational design that will motivate employees to do their best. 
Inherent in this set of values is the belief that productivity is obtained through people 
and that respect for the individual is the primary means by which a company can cre- 
ate the right atmosphere for productive behavior. An emphasis on entrepreneurship 
and respect for the employee leads to the establishment of a structure that gives em- 
ployees the latitude to make decisions and motivates them to succeed. Because a simple 
structure and a lean staff best fit this situation, the organization should be designed 
with only the number of managers and hierarchical levels that are necessary to get the 
job done. The organization should also be sufficiently decentralized to permit em- 
ployees’ participation but centralized enough for management to make sure that the 
company pursues its strategic mission and that cultural values are followed. 

In summary, these three main sets of values are at the heart of an organization’s 
culture, and management transmits and maintains them through strategic leader- 
ship. Strategy implementation continues as managers build strategic control systems 
that help perpetuate a strong adaptive culture, further the development of distinctive 
competencies, and provide employees with the incentive to build a company’s com- 
petitive advantage. Finally, organizational structure contributes to the implementa- 
tion process by providing the framework of tasks and roles that reduces transaction 
difficulties and allows employees to think and behave in ways that enable a company 
to achieve superior performance. 


Building Distinctive Competencies at the Functional Level 


In this section, we turn to the issue of creating specific kinds of structures, control 
systems, and cultures to implement a company’s business model. The first level of 
strategy to examine is the functional level because, as Chapters 3 and 4 discussed, a 
company’s business model is implemented through the functional strategies man- 
agers adopt to develop the distinctive competencies that allow a company to pursue a 
particular business model.*° What is the best kind of structure to use to group people 
and tasks to build competencies? The answer for most companies is to group them 
by function and create a functional structure. 


e Functional In the quest to deliver a final product to the customer, two related value chain man- 
Structure: Grouping agement problems increase. First, the range of value chain activities that must be per- 
by Function formed expands, and it quickly becomes clear that a company lacks the expertise 

needed to perform them effectively. For example, in a new company, it quickly 
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becomes apparent, as in Dell’s case, that the expertise necessary to perform them ef- 
fectively is lacking. It becomes apparent, perhaps, that the services of a professional 
accountant, a production manager, or a marketing expert are needed to take control 
of specialized tasks as sales increase. Second, it also becomes clear that a single person 
cannot successfully perform more than one value chain activity without becoming 
overloaded. The new company’s founder, for instance, who may have been perform- 
ing many value chain activities, realizes that he or she can no longer simultaneously 
make and sell the product. As most entrepreneurs discover, they have to decide how 
to group new employees to perform the various value chain activities most effi- 
ciently. Most choose the functional structure. 

Functional structures group people on the basis of their common expertise and 
experience or because they use the same resources.*° For example, engineers are 
grouped in a function because they perform the same tasks and use the same skills or 
equipment. Figure 12.5 shows a typical functional structure. Each of the rectangles 
represents a different functional specialization—R&D, sales and marketing, manu- 
facturing, and so on—and each function concentrates on its own specialized task.>” 

Functional structures have several advantages. First, if people who perform simi- 
lar tasks are grouped together, they can learn from one another and become more 
specialized and productive at what they do. This can create capabilities and compe- 
tencies in each function. Second, they can monitor each other to make sure that all 
are performing their tasks effectively and not shirking their responsibilities. As a re- 
sult, the work process becomes more efficient, reducing manufacturing costs and in- 
creasing operational flexibility. A third important advantage of functional structures 
is that they give managers greater control of organizational activities. As already 
noted, many difficulties arise when the number of levels in the hierarchy increases. If 
people are grouped into different functions, each with their own managers, then several 
different hierarchies are created, and the company can avoid becoming too tall. There 
will be one hierarchy in manufacturing, for example, and another in accounting and 
finance. Managing the business is much easier when different groups specialize in 
different organizational tasks and are managed separately. 


An important element of strategic control is to design a system that sets ambitious 
goals and targets for all managers and employees and then develops performance 
measures that stretch and encourage managers and employees to excel in their quest to 
raise performance. A functional structure promotes this goal because it increases the 
ability of managers and employees to monitor and make constant improvements to 
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operating procedures. The structure also encourages organizational learning because 
managers, working closely with subordinates, can mentor them and help develop 
their technical skills. 

Grouping by function also makes it easier to apply output control. Measurement 
criteria can be developed to suit the needs of each function to encourage members to 
stretch themselves. Each function knows how well it is contributing to overall per- 
formance, and indeed the part it plays in reducing the cost of goods sold or the gross 
margin. Managers can look closely to see if they are following the principle of the 
minimum chain of command and whether they need several levels of middle man- 
agers. Perhaps, instead of using middle managers, they could practice management 
by objectives, a system in which employees are encouraged to help set their own 
goals so that managers, like Cypress’s Rodgers, manage by exception, intervening only 
when they sense something is not going right. Given this increase in control, a func- 
tional structure also makes it possible to institute an effective strategic reward system 
in which pay can be closely linked to performance and managers can accurately as- 
sess the value of each person’s contributions. 


e Developing Culture Often functional structures offer the easiest way for managers to build a strong, cohe- 
at the Functional sive culture. We discussed earlier how Ray Kroc, who first developed a functional 
Level structure to implement his cost-leadership business model, worked hard to create 
values and norms that were shared by the members of McDonald’s different func- 
tions. To see how structure, control, and culture help create distinctive competencies, 
we consider how they affect the way three functions—manufacturing, R&D, and 

sales—operate. 


MANUFACTURING In manufacturing, functional strategy usually centers on improv- 
ing efficiency and quality. A company must create an organizational setting in which 
managers can learn how to economize on costs and lower the cost structure. Many 
companies today follow the lead of Japanese companies such as Toyota and Honda, 
which developed strong capabilities in manufacturing by operating total quality 
management (TQM) and flexible manufacturing systems (see Chapter 4). 

With TQM, the inputs and involvement of all employees in the decision-making 
process are necessary to improve production efficiency and quality. Thus, it becomes 
necessary to decentralize authority to motivate employees to improve the production 
process. In TQM, work teams are created, and workers are given the responsibility 
and authority to discover and implement improved work procedures. Managers as- 
sume the role of coach and facilitator, and team members jointly take on the supervi- 
sory burdens. Work teams are often given the responsibility to control and discipline 
their own members and even to decide who should work in their team. Frequently, 
work teams develop strong norms and values, and work-group culture becomes an 
important means of control; this type of control matches the new decentralized team 
approach. Quality control circles are created to exchange information and sugges- 
tions about problems and work procedures. A bonus system or employee stock own- 
ership plan (ESOP) is frequently established to motivate workers and to allow them 
to share in the increased value that TQM often produces. 

Nevertheless, to move down the experience curve quickly, most companies still 
exercise tight control over work activities and create behavior and output controls 
that standardize the manufacturing process. For example, human inputs are stan- 
dardized through the recruitment and training of skilled personnel; the work process 
is programmed, often by computers; and quality control is used to make sure that 
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outputs are being produced correctly. In addition, managers use output controls such 
as operating budgets to continuously monitor costs and quality. The extensive use of 
output controls and the continuous measurement of efficiency and quality ensure 
that the work team’s activities meet the goals set for the function by management. Ef- 
ficiency and quality increase as new and improved work rules and procedures are de- 
veloped to raise the level of standardization. The aim is to find the match between 
structure and control and a TQM approach so that manufacturing develops the dis- 
tinctive competency that leads to superior efficiency and quality. 


R&D The functional strategy for an R&D department is to develop distinctive com- 
petencies in innovation and quality as excellence that result in products that fit cus- 
tomers’ needs. Consequently, the R&D department’s structure, control, and culture 
should provide the coordination necessary for scientists and engineers to bring high- 
quality products quickly to market. Moreover, these systems should motivate R&D 
scientists to develop innovative products. 

In practice, R&D departments typically have a flat, decentralized structure that 
gives their members the freedom and autonomy to experiment and be innovative. 
Scientists and engineers are also grouped into teams because their performance can 
typically be judged only over the long term (it may take several years for a project to 
be completed). Consequently, extensive supervision by managers and the use of be- 
havior control are a waste of managerial time and effort.°* By letting teams manage 
their own transfer and handoff issues rather than using managers and the hierarchy of 
authority to coordinate work activities, managers avoid the information distortion 
problems that cause bureaucratic costs. Strategic managers take advantage of scientists’ 
ability to work jointly to solve problems and to enhance each other’s performance. In 
small teams, too, the professional values and norms that highly trained employees 
bring to the situation promote coordination. A culture for innovation frequently 
emerges to control employees’ behavior, as it did at Nokia, Intel, and Microsoft, where 
the race to be first energizes the R&D teams. To create an innovative culture and speed 
product development, Intel uses a team structure in its R&D function. Intel has many 
work teams that operate side by side to develop the next generation of chips. So, 
when it makes mistakes, as it has recently, it can act quickly to join each team’s inno- 
vations together to make a state-of-the-art chip that does meet customer needs, such 
as for multimedia chips. At the same time, to sustain its leading-edge technology, the 
company creates healthy competition between teams to encourage its scientists and 
engineers to champion new product innovations that will allow Intel to control the 
technology of tomorrow.” 

To spur teams to work effectively, the reward system should be linked to the per- 
formance of the team and company. If scientists, individually or in a team, do not 
share in the profits a company obtains from its new products, they may have little 
motivation to contribute wholeheartedly to the team. To prevent the departure of 
their key employees and encourage high motivation, companies such as Merck, Intel, 
and Microsoft give their researchers stock options, stock, and other rewards that are 
tied to their individual performance, their team’s performance, and the company’s 
performance. 


SALES Salespeople work directly with customers, and when they are dispersed in the 
field, these employees are especially difficult to monitor. The cost-effective way to 
monitor their behavior and encourage high responsiveness to customers is usually to 
develop sophisticated output and behavior controls. Output controls, such as specific 
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sales goals or goals for increasing responsiveness to customers, can be easily estab- 
lished and monitored by sales managers. These controls can then be linked to a 
bonus reward system to motivate salespeople. Behavior controls, such as detailed re- 
ports that salespeople file describing their interactions with customers, can also be 
used to standardize salespeople’s behavior and make it easier for supervisors to re- 
view their performance.*° 

Usually, few managers are needed to monitor salespeople’s activities, and a sales 
director and regional sales managers can oversee even large sales forces because out- 
puts and behavior controls are employed. Frequently, however, and especially when 
salespeople deal with complex products such as pharmaceutical drugs or even luxury 
clothing, it becomes important to develop shared employee values and norms about 
the importance of patient safety or high-quality customer service, and managers 
spend considerable time training and educating employees to create such norms. 

Similar considerations apply to the other functions, such as accounting, finance, 
engineering, and human resource management. Managers must implement func- 
tional strategy through the combination of structure, control, and culture to allow 
each function to create the competencies that lead to superior efficiency, quality, in- 
novation, and responsiveness to customers. Strategic managers must also develop the 
incentive systems that motivate and align employees’ interests with those of their 
companies. 


e Functional No matter how complex their strategies become, most companies always retain a 
Structure and functional orientation because of its many advantages. Whenever different functions 
Bureaucratic Costs work together, however, bureaucratic costs inevitably arise because of information 
distortions that lead to the communications and measurement problems discussed 
in Chapter 10. These problems often arise from the transfers or handoffs across dif- 
ferent functions that are necessary to deliver the final product to the customer.*! In- 
deed, the need to economize on the bureaucratic costs of solving such problems leads 
managers to adopt new organizational arrangements that reduce the scope of infor- 
mation distortions. Most commonly, companies divide their activities according to a 
more complex plan to match their business model and strategy in a discriminating 
way. These more complex structures are discussed later in the chapter. First, we re- 
view five areas in which information distortions can arise—communications, meas- 
urement, customers, location, and strategy. 


COMMUNICATION PROBLEMS As separate functional hierarchies evolve, functions can 
grow more remote from one another, and it becomes increasingly difficult to com- 
municate across functions and to coordinate their activities. This communication 
problem stems from differences in goal orientations: the various functions develop 
distinct outlooks or understandings of the strategic issues facing a company.” For 
example, the pursuit of different competencies can often lead to different time or 
goal orientations. Some functions, such as manufacturing, have a short time frame 
and concentrate on achieving short-run goals, such as reducing manufacturing costs. 
Others, such as R&D, have a long-term point of view; their product development 
goals may have a time horizon of several years. These factors may cause each function 
to develop a different view of the strategic issues facing the company. Manufacturing, 
for example, may see the strategic issue as the need to reduce costs, sales may see it as 
the need to increase customer responsiveness, and R&D may see it as the need to cre- 
ate new products. These communication and coordination problems among func- 
tions increase bureaucratic costs. 
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MEASUREMENT PROBLEMS Often a company’s product range widens as it develops 
new competencies and enters new market segments, as happened to Nokia. When 
this happens, a company may find it difficult to gauge or measure the contribution of 
a product or a group of products to its overall profitability—as we noted in Chapter 10. 
Consequently, the company may turn out some unprofitable products without realiz- 
ing it and may also make poor decisions about resource allocation. This means that the 
company’s measurement systems are not complex enough to serve its needs. Dell Com- 
puter’s explosive growth in the early 1990s, for example, caused it to lose control of its 
inventory management systems; hence, it could not accurately project supply and de- 
mand for the components that go into its personal computers. Problems with its orga- 
nizational structure plagued Dell, reducing efficiency and quality. As one manager 
commented, designing its structure to keep pace with its growth was like “building a 
high-performance car while going around the race track.”** However, Dell succeeded 
and today it still maintains its cost advantage over competitors like Gateway and HP. 


CUSTOMER PROBLEMS As the range and quality of an organization’s goods and serv- 
ices increase, often more, and different kinds of, customers are attracted to its prod- 
ucts. Servicing the needs of more customer groups and tailoring products to suit new 
kinds of customers result in increasing handoff problems among functions. It be- 
comes increasingly difficult to coordinate the activities of value chain functions 
across the growing product range. Also, functions like production, marketing, and 
sales have little opportunity to differentiate products and increase value for cus- 
tomers by specializing in the needs of particular customer groups. Instead, they are 
responsible for servicing the complete product range. Thus, the ability to identify 
and satisfy customer needs may fall short in a functional structure. 


LOCATION PROBLEMS Location factors may hamper coordination and control. If a 
growing company begins producing or selling in many different regional areas, then 
a functional structure may not be able to provide the flexibility needed for managers 
to respond to the different customer needs or preferences in the various regions. A 
functional structure is simply not the right way to handle regional diversity. 


STRATEGIC PROBLEMS Sometimes the combined effect of all these factors is that long- 
term strategic considerations are ignored because managers are preoccupied with solving 
communication and coordination problems. As a result, a company may lose direction 
and fail to take advantage of new opportunities while bureaucratic costs escalate. 
Experiencing one or more of these problems is a sign that bureaucratic costs are 
increasing and that managers must change and adapt their organization’s structure, 
control systems, and culture to economize on bureaucratic costs, build new distinctive 
competencies, and strengthen the company’s business model. These problems indicate 
that the company has outgrown its structure and that managers need to develop a 
more complex structure that can meet the needs of their competitive strategy. An al- 
ternative, however, is to reduce these problems by adopting the outsourcing option. 


Rather than move to a more complex, expensive structure, increasingly companies 
are turning to the outsourcing option (discussed in Chapter 9) and solving the orga- 
nizational design problem by contracting with other companies to perform spe- 
cific functional tasks. Obviously, it does not make sense to outsource activities in 
which a company has a distinctive competency because this would lessen its compet- 
itive advantage. But it does make sense to outsource and contract with companies to 
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perform particular value chain activities in which they specialize and therefore have a 
competitive advantage. 

Thus, one way of avoiding the kinds of communication and measurement prob- 
lems that arise when a company’s product line becomes complex is to reduce the 
number of functional value chain activities it performs. This allows a company to 
focus on those competencies that are at the heart of its competitive advantage and to 
economize on bureaucratic costs. Today, responsibility for activities such as a com- 
pany’s marketing, pension and health benefits, materials management, and informa- 
tion systems is being increasingly outsourced to companies that often specialize in 
the needs of a company in a particular industry. More outsourcing options, such as 
using a global network structure, are considered in Chapter 13. 


Implementing Strategy in a Single Industry 


Building capabilities in organizational design that allow a company to develop a 
competitive advantage starts at the functional level. However, to pursue its business 
model successfully, managers must find the right combination of structure, control, 
and culture that links and combines the competencies in a company’s value chain 
functions so that it enhances its ability to differentiate products or lower the cost 
structure. Therefore, it is important to coordinate and integrate across functions and 
business units or divisions. In organizational design, managers must consider two 
important issues: one concerns the revenue side of the profit equation and the other 
concerns the cost side, as Figure 12.6 illustrates. 

First, effective organizational design improves the way in which people and groups 
choose the business-level strategies that lead to increasing differentiation, more value for 
customers, and the opportunity to charge a premium price. For example, capabilities in 


FIGURE 12.6 Good 
organizational design 


How Organizational 
Design Increases 
Profitability 


e Implementing Cost 
Leadership 


PART 4 Implementing Strategy 


managing its structure and culture allow a company to more rapidly and effectively 
combine its distinctive competencies or transfer or leverage competencies across busi- 
ness units to create new and improved, differentiated products. 

Second, effective organizational design reduces the bureaucratic costs associated 
with solving the measurement and communications problems that derive from factors 
such as transferring a product in progress between functions or a lack of cooperation 
between marketing and manufacturing or between business units. A poorly designed 
or inappropriate choice of structure or control system or a slow-moving bureaucratic 
culture (for example, a structure that is too centralized, an incentive system that 
causes functions to compete instead of cooperate, or a culture whose value and 
norms have little impact on employees) can cause the motivation, communication, 
measurement, and coordination problems that lead to high bureaucratic costs. 

Effective organizational design often means moving to a more complex structure 
that economizes on bureaucratic costs. A more complex structure will cost more to 
operate because additional, experienced, and more highly paid managers will be 
needed; a more expensive IT system will be required; there may be a need for extra of- 
fices and buildings; and so on. However, these are simply costs of doing business, and 
a company will happily bear this extra expense provided its new structure leads to in- 
creased revenues from product differentiation and/or new ways to lower its overall 
cost structure by obtaining economies of scale or scope from its expanded operations. 

In the following sections, we first examine the implementation and organiza- 
tional design issues involved in pursuing a cost-leadership or differentiation business 
model. Then we describe different kinds of organizational structures that allow com- 
panies to pursue business models oriented at (1) managing a wide range of products; 
(2) being responsive to customers; (3) expanding nationally; (4) competing in a fast- 
changing, high-tech environment; and (5) focusing on a narrow product line. 


The aim of a company pursuing cost leadership is to become the lowest-cost pro- 
ducer in the industry, and this involves reducing costs across all functions in the or- 
ganization, including R&D and sales and marketing.“ If a company is pursuing a 
cost-leadership strategy, its R&D efforts probably focus on product and process de- 
velopment rather than on the more expensive product innovation, which carries no 
guarantee of success. In other words, the company stresses competencies that improve 
product characteristics or lower the cost of making existing products. Similarly, a 
company tries to decrease the cost of sales and marketing by offering a standard 
product to a mass market rather than different products aimed at different market 
segments, which is also more expensive.*° 

To implement cost leadership, a company chooses a combination of structure, 
control, and culture compatible with lowering its cost structure while preserving its 
ability to attract customers. In practice, the functional structure is the most suitable 
provided that care is taken to select integrating mechanisms that will reduce commu- 
nication and measurement problems. For example, a TQM program can be effectively 
implemented when a functional structure is overlaid with cross-functional teams be- 
cause now team members can search for ways to improve operating rules and proce- 
dures that lower the cost structure or standardize and raise product quality.*° 

Cost leadership also requires that managers continuously monitor their structures 
and control systems to find ways to restructure or streamline them so that they operate 
more effectively. For example, managers need to be alert to ways of using IT to standard- 
ize operations and lower costs. To reduce costs further, cost leaders use the cheapest and 
easiest forms of control available: output controls. For each function, a cost leader 
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adopts output controls that allow it to closely monitor and evaluate functional per- 
formance. In the manufacturing function, for example, the company imposes tight 
controls and stresses meeting budgets based on production, cost, or quality targets.4” 
In R&D, the emphasis also falls on the bottom line, and to demonstrate their contribu- 
tion to cost savings, R&D teams focus on improving process technology. Cost leaders are 
likely to reward employees through generous incentive and bonus plans to encourage 
high performance. Their culture is often based on values that emphasize the bottom 
line, such as those of Dell, Wal-Mart, and McDonald’s. 


elmplementing Effective strategy implementation can improve a company’s ability to add value and 
Differentiation to differentiate its products. To make its product unique in the eyes of the customer, 
for example, a differentiated company must design its structure, control, and culture 
around the particular source of its competitive advantage.*® Specifically, differentia- 
tors need to design their structures around the source of their distinctive competen- 
cies, the differentiated qualities of their product, and the customer groups they serve. 
Commonly, in pursuing differentiation, a company starts to produce a wider range of 
products to serve more market segments, which means it has to customize its products 
for different groups of customers. These factors make it more difficult to standardize 
activities and usually increase the bureaucratic costs associated with managing the 
handoffs or transfers between functions. Integration becomes much more of a prob- 
lem; communications, measurement, location, and strategic problems increasingly 
arise; and the demands on functional managers increase. 

To respond to these problems, strategic managers develop more sophisticated con- 
trol systems, increasingly make use of IT, and focus on developing cultural norms and 
values that overcome problems associated with differences in functional orientations 
and focus on cross-functional objectives. The control systems used to match the struc- 
ture should be geared to a company’s distinctive competencies. For successful differ- 
entiation, it is important that the various functions do not pull in different directions; 
indeed, cooperation among the functions is vital for cross-functional integration. 
However, when functions work together, output controls become much harder to use. 
In general, it is much more difficult to measure the performance of people in different 
functions when they are engaged in cooperative efforts. Consequently, a differentiator 
must rely more on behavior controls and shared norms and values. 

That is why companies pursuing differentiation often have a markedly different 
kind of culture from those pursuing cost leadership. Because human resources—good 
scientists, designers, or marketing employees—are often the source of differentiation, 
these organizations have a culture based on professionalism or collegiality, one that 
emphasizes the distinctiveness of the human resources rather than the high pressure 
of the bottom line.*? HP, Motorola, and Coca-Cola, all of which emphasize some kind 
of distinctive competency, exemplify companies with professional cultures. 

In practice, the implementation decisions that confront managers who must si- 
multaneously strive for differentiation and a low cost structure are dealt with together 
as strategic managers move to implement new, more complex kinds of organizational 
structure. As a company’s business model and strategies evolve, strategic managers 
usually start to superimpose a more complex divisional grouping of activities on its 
functional structure to better coordinate value chain activities. This is especially true 
of companies seeking to become broad differentiators, the companies that have the abil- 
ity to both increase differentiation and lower their cost structures. These companies are 
the most profitable in their industry, and they have to be especially adept at organiza- 
tional design because this is a major source of a differentiation and cost advantage (see 
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Figure 12.6). No matter what their business model, however, more complex structures 
cost more to operate than a simple functional structure, but managers are willing to 
bear this extra cost as long as the new structure makes better use of functional compe- 
tencies, increases revenues, and lowers the overall cost structure. 


The structure that organizations most commonly adopt to solve the control prob- 
lems that result from producing many different kinds of products for many different 
market segments is the product structure. The intent is to break up a company’s grow- 
ing product line into a number of smaller, more manageable subunits to reduce bu- 
reaucratic costs due to communication, measurement, and other problems. Nokia 
moved to a product structure as it grew in size; its structure is shown in Figure 12.7. 

An organization that chooses a product structure first divides its overall product 
line into product groups or categories (see Figure 12.7). Each product group focuses on 
satisfying the needs of a particular customer group and is managed by its own team of 
managers. Second, to keep costs as low as possible, value chain support functions such 
as basic R&D, marketing, materials, and finance are centralized at the top of the organ- 
ization, and the different product groups share their services. Each support function, in 
turn, is divided into product-oriented teams of functional specialists who focus on the 
needs of one particular product group. This arrangement allows each team to specialize 
and become expert in managing the needs of its product group. Because all of the R&D 
teams belong to the same centralized function, however, they can share knowledge and 
information with each other and so can build their competence over time. 

Strategic control systems can now be developed to measure the performance of 
each product group separately from the others. Thus, the performance of each prod- 
uct group is easy to monitor and evaluate, and corporate managers at the center can 
move more quickly to intervene if necessary. Also, the strategic reward system can be 
linked more closely to the performance of each product group, although top managers 
can still decide to make rewards based on corporate performance an important part 
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of the incentive system. Doing so will encourage the different product groups to 
share ideas and knowledge and promote the development of a corporate culture, as 
well as the product group culture that naturally develops inside each product group. 
A product structure is commonly used by food processors, furniture makers, per- 
sonal and health products companies, and large electronics companies like Nokia. 


e Market Structure: Suppose the source of competitive advantage in an industry depends on the ability to 

Increasing meet the needs of distinct and important sets of customers or different customer 

Responsiveness to — groups. What is the best way of implementing strategy now? Many companies de- 

Customer Groups velop a market structure that is conceptually quite similar to the product structure 
except that the focus is on customer groups instead of product groups. 

For a company pursuing a strategy based on increasing responsiveness to cus- 
tomers, it is vital that the nature and needs of each different customer group be iden- 
tified. Then employees and functions are grouped by customer or market segment, 
and a different set of managers becomes responsible for developing the products that 
each group of customers wants and tailoring or customizing products to the needs of 
each particular customer group. In other words, to promote superior responsiveness 
to customers, companies design a structure around their customers and a market 
structure is adopted. A typical market structure is shown in Figure 12.8. 

A market structure brings customer group managers and employees closer to spe- 
cific groups of customers. These people can then take their detailed knowledge and 
feed it back to the support functions, which are kept centralized to reduce costs. For 
example, information about changes in customers’ preferences can be quickly fed back 
to R&D and product design so that a company can protect its competitive advantage 
by supplying a constant stream of improved products for its installed customer base. 
This is especially important when a company serves well-identified customer groups 
such as Fortune 500 companies or small businesses. The Opening Case describes how 
Dell uses a market structure to maximize its responsiveness to important customer 
groups while at the same time keeping its overall cost structure as low as possible. 


e Geographic Suppose a company starts to expand nationally through internal expansion or by en- 
Structure: Expanding gaging in horizontal integration and merging with other companies to expand its ge- 
Nationally ographical reach. A company pursuing this competitive approach frequently moves 

to a geographic structure in which geographic regions become the basis for the 

grouping of organizational activities (see Figure 12.9). A company may divide its 

manufacturing operations and establish manufacturing plants in different regions of 
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the country, for example. This allows it to be responsive to the needs of regional cus- 
tomers and reduces transportation costs. Similarly, as a service organization such as a 
store chain or bank expands beyond one geographic area, it may begin to organize 
sales and marketing activities on a regional level to better serve the needs of cus- 
tomers in different regions. 

A geographic structure provides more coordination and control than a func- 
tional structure does because several regional hierarchies are created to take over the 
work, just as in a product structure, where several product group hierarchies are cre- 
ated. A company such as FedEx clearly needs to operate a geographic structure to ful- 
fill its corporate goal: next-day delivery. Large merchandising organizations, such as 
Neiman Marcus, Dillard’s Department Stores, and Wal-Mart, also moved to a geo- 
graphic structure as they started building stores across the country. With this type of 
structure, different regional clothing needs (for example, sunwear in the South, down 
coats in the Midwest) can be handled as required. At the same time, because the infor- 
mation systems, purchasing, distribution, and marketing functions remain centralized, 
they can leverage their skills across all the regions. Thus, in using a geographic struc- 
ture, a company can achieve economies of scale in buying, distributing, and selling and 
lower its cost structure while at the same time being more responsive (differentiated) to 
customer needs. 

Neiman Marcus developed a geographic structure similar to the one shown in 
Figure 12.9 to manage its nationwide chain of stores. In each region, it established a 
team of regional buyers to respond to the needs of customers in each geographic 
area, for example, the western, central, eastern, and southern regions. The regional 
buyers then fed their information to the central buyers at corporate headquarters, 
who coordinated their demands to obtain purchasing economies and to ensure that 
Neiman Marcus’s high-quality standards, on which its differentiation advantage de- 
pends, were maintained nationally. 
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e Matrix and The communication and measurement problems that lead to bureaucratic costs esca- 
Product-Team late quickly when technology is rapidly changing and industry boundaries are blur- 
Structures: ring. Frequently, competitive success depends on fast mobilization of a company’s 
Competing in Fast- skills and resources, and managers face complex strategy implementation issues. A 
Changing, High-Tech new grouping of people and resources becomes necessary, often one that is based on 
Environments fostering a company’s distinctive competencies in R&D, and managers need to make 
structure, control, and culture choices around the R&D function. At the same time, 
they need to ensure that implementation will result in new products that meet cus- 
tomer needs in a way that is cost-effective and will not result in high-priced products 

that are so expensive customers will not wish to buy them. 


MATRIX STRUCTURE To address these problems, many companies choose a matrix 
structure.°? In a matrix structure, value chain activities are grouped in two ways (see 
Figure 12.10). First, activities are grouped vertically by function so that there is a famil- 
iar differentiation of tasks into functions such as engineering, sales and marketing, and 
R&D. In addition, superimposed on this vertical pattern is a horizontal pattern based 
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on grouping by product or project in which people and resources are grouped to meet 
ongoing product development needs. The resulting network of reporting relationships 
among projects and functions is designed to make R&D the focus of attention. 

Matrix structures are flat and decentralized, and employees inside a matrix have 
two bosses: a functional boss, who is the head of a function, and a product or project boss, 
who is responsible for managing the individual projects. Employees work on a project 
team with specialists from other functions and report to the project boss on project 
matters and the functional boss on matters relating to functional issues. All employees 
who work in a project team are called two-boss employees and are responsible for 
managing coordination and communication among the functions and projects. 

Implementing a matrix structure promotes innovation and speeds product devel- 
opment because this type of structure permits intensive cross-functional integration. 
Integrating mechanisms such as teams help transfer knowledge among functions and 
are designed around the R&D function. Sales, marketing, and production targets are 
geared to R&D goals, marketing devises advertising programs that focus on techno- 
logical possibilities, and salespeople are evaluated on their understanding of new- 
product characteristics and their ability to inform potential customers about them. 

Matrix structures were first developed by companies in high-technology indus- 
tries such as aerospace and electronics, for example, TRW and Hughes. These compa- 
nies were developing radically new products in uncertain, competitive environments, 
and speed of product development was the crucial consideration. They needed a 
structure that could respond to this need, but the functional structure was too inflexi- 
ble to allow the complex role and task interactions that are necessary to meet new- 
product development requirements. Moreover, employees in these companies tend to 
be highly qualified and professional and perform best in autonomous, flexible work- 
ing conditions. The matrix structure provides such conditions. 

This structure requires a minimum of direct hierarchical control by supervisors. 
Team members control their own behavior, and participation in project teams allows 
them to monitor other team members and to learn from each other. Furthermore, as the 
project goes through its different phases, different specialists from various functions are 
required. For example, at the first stage, the services of R&D specialists may be called for, 
and then, at the next stage, engineers and marketing specialists may be needed to 
make cost and marketing projections. As the demand for the type of specialist 
changes, team members can be moved to other projects that require their services. 
Thus, the matrix structure can make maximum use of employees’ skills as existing 
projects are completed and new ones come into existence. The freedom given by the 
matrix not only provides the autonomy to motivate employees but also leaves top 
management free to concentrate on strategic issues because they do not have to be- 
come involved in operating matters. On all these counts, the matrix is an excellent tool 
for creating the flexibility necessary for quick reactions to competitive conditions. 

In terms of strategic control and culture, the development of norms and values 
based on innovation and product excellence is vital if a matrix structure is to work effec- 
tively.°! The constant movement of employees around the matrix means that time and 
money are spent establishing new team relationships and getting the project off the 
ground. The two-boss employee’s role, balancing as it does the interests of the project 
with the function, means that cooperation among employees is problematic and conflict 
between different functions and between functions and projects is possible and must 
be managed. Furthermore, the changing composition of product teams, the ambiguity 
arising from having two bosses, and the greater difficulty of monitoring and evaluating 
the work of teams increase the problems of coordinating task activities. A strong and 
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cohesive culture with unifying norms and values can mitigate these problems, as can a 
strategic reward system based on a group- and organizational-level reward system. 


PRoDUCT-TEAM STRUCTURE A major structural innovation in recent years has been 
the product-team structure. Its advantages are similar to those of a matrix structure, 
but it is much easier and far less costly to operate because of the way people are or- 
ganized into permanent cross-functional teams, as Figure 12.11 illustrates. In the 
product-team structure, as in the matrix structure, tasks are divided along product or 
project lines. However, instead of being assigned only temporarily to different proj- 
ects, as in the matrix structure, functional specialists become part of a permanent 
cross-functional team that focuses on the development of one particular range of 
products such as luxury cars or computer workstations. As a result, the problems as- 
sociated with coordinating cross-functional transfers or handoffs are much lower 
than in a matrix structure, in which tasks and reporting relationships change rapidly. 
Moreover, cross-functional teams are formed at the beginning of the product develop- 
ment process so that any difficulties that arise can be ironed out early, before they lead 
to major redesign problems. When all functions have direct input from the beginning, 
design costs and subsequent manufacturing costs can be kept low. Moreover, the use 
of cross-functional teams speeds innovation and customer responsiveness because, 
when authority is decentralized, team decisions can be made more quickly. 

A product-team structure groups tasks by product, and each product group is 
managed by a cross-functional product team that has all the support services neces- 
sary to bring the product to market. This is why it is different from the product struc- 
ture, where support functions remain centralized. The role of the product team is to 
protect and enhance a company’s differentiation advantage and at the same time co- 
ordinate with manufacturing to lower costs. 


eFocusingona _ As Chapter 5 discussed, a focused company concentrates on developing a narrow 
Narrow Product Line range of products aimed at one or two market segments, which may be defined by 
type of customer or location. As a result, a focuser tends to have a higher cost struc- 

ture than a cost leader or differentiator because output levels are lower, making it 

harder to obtain substantial scale economies. For this reason, a focused company 
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must exercise cost control. On the other hand, some attribute of its product gives the 

focuser its distinctive competency—possibly its ability to provide customers with 

high-quality, personalized service. For both reasons, the structure and control system 

adopted by a focused company has to be inexpensive to operate but flexible enough 

to allow a distinctive competency to emerge. 

A company using a focus strategy normally adopts a functional structure to meet 

these needs. This structure is appropriate because it is complex enough to manage 

the activities necessary to make and sell a narrow range of products for one or a few 

market segments. At the same time, the handoff problems are likely to be relatively 

easy to solve because a focuser remains small and specialized. Thus, a functional 

structure can provide all the integration necessary, provided that the focused firm has 

a strong, adaptive culture, which is vital to the development of some kind of distinc- 

tive competency.°? Additionally, because such a company’s competitive advantage is 

often based on personalized service, the flexibility of this kind of structure lets the 

company respond quickly to customers’ needs and change its products in response to 

customers’ requests. The way in which Lexmark reorganized itself to focus on the pro- 

duction of office printers, an approach examined in Strategy in Action 12.4, illustrates 

many of the issues in implementing a focus strategy. 

¢ 

: ° ° ‘ 
' strategy in Action 3 
ay en eee eee ee 4 
I i} 
: Restructuring at Lexmark decentralized authority to the managers of each of the 
I company’s four product lines and told them to develop : 
: Lexmark, a printer and typewriter manufacturer, wasone their own plans and goals. In addition, to continue the I 
of IBM’s many divisions, but IBM sold it after years of process of decentralization, product managers were in- : 
I losses brought on by high operating costs and an inability _ structed to develop cross-functional teams comprised of 1 
: to produce new printers that could compete with those employees from all functions, with the goal of finding ; 
I made by HP and Canon. Marvin Mann, an ex-IBM exec- new and improved ways of organizing task activities to : 
' utive, was given the task of finding a way to restructure reduce costs. The teams were to use competitive bench- 1 
the company and turn it around. Mann realized at once = marking and evaluate their competitors’ products in ' 
I that the company had to focus on producing a particular _—_ order to establish new performance standards to guide ! 
: kind of printer to lower its out-of-control cost structure. their activities. Finally, as an incentive for employees to 
I One of the biggest contributors to its high cost struc- work hard at increasing efficiency, innovation, and qual- : 
' ture was Lexmark’s structure and control system, so __ ity, Mann established a company stock ownership scheme 1 
! Mann decided to transform it. Then, he believed, he to reward employees for their efforts. : 
I could begin to focus the company on producing a line of Manns strategy of restructuring Lexmark to focus on ! 
: state-of-the-art laser and inkjet office printers. Like the | a narrow range of printers was successful. Within two 
I rest of IBM at that time, Lexmark had developed a tall, _—_years, the cost of launching new products went down by : 
: centralized structure, and all important decision making 50% and its new-product development cycle speeded up I 
was made by top managers. This slowed decision making _ by 30%. Focusing on a narrow range of products also im- ' 
I and made it very difficult to communicate across functions proved Lexmark’s R&D competence. Lexmark is a tech- 1 
: because so many managers at different levels and in differ- nology leader in the laser and inkjet industry and makes 
I ent functions had to approve new plans. Moving quicklyto —_ the printers sold by Dell—showing that it is a focused i 
' change this system, Mann streamlined the company’s hi- _cost leader in the printer market. Its stock has performed I 
erarchy, which meant terminating 50% of its managers. well asa result, and the company is enjoying considerable : 
I This action cut out three levels in the hierarchy. He then success against HP and Japanese competitors.‘ : 
: 4 
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The message of the preceding sections is clear. Strategic managers must continu- 
ally monitor the performance of their organization as measured by its ability to in- 
crease differentiation, lower costs, and increase profitability. When managers sense 
declining performance or sense ways to increase performance, they must move 
quickly to change the way people and activities are organized and controlled. Organi- 
zational design, the process of combining and harmonizing structure, control, and 
culture, is a demanding and difficult task but one that is crucial to promoting and 
sustaining competitive advantage. 


Restructuring and Reengineering 


To improve performance, a single business company often employs restructuring and 
reengineering. Restructuring a company involves two steps: (1) streamlining the hi- 
erarchy of authority and reducing the number of levels in the hierarchy to a mini- 
mum, and then (2) reducing the number of employees to lower operating costs. 
When Jack Smith took over as head of GM, for example, GM had more than twenty- 
two levels in the hierarchy and more than 20,000 corporate managers. Describing his 
organization as a top-heavy bureaucracy, Smith quickly moved to slash costs and re- 
structure the company. Today, GM has only twelve levels in the hierarchy and half as 
many corporate managers. In 2004, Kodak announced it would lay off 20% of its 
work force over a three-year period to reduce costs. 

Restructuring and downsizing become necessary for many reasons.°° Sometimes 
a change in the business environment occurs that could not have been foreseen; per- 
haps a shift in technology made the company’s products obsolete, as happened to 
Kodak when the use of digital cameras exploded. Sometimes an organization has ex- 
cess capacity because customers no longer want the goods and services it provides; 
maybe the goods and services are outdated or offer poor value for the money. Some- 
times organizations downsize because they have grown too tall and inflexible and bu- 
reaucratic costs have become much too high—as happened to IBM. Sometimes they 
restructure even when they are in a strong position simply to build and improve their 
competitive advantage and stay on top—which Dell and Microsoft frequently do. 

All too often, however, companies are forced to downsize and lay off employees 
because they fail to monitor and control their basic business operations and have not 
made the incremental changes to their strategies and structures over time that allow 
them to adjust to changing conditions. Advances in management, such as the devel- 
opment of new models for organizing work activities, or advances in information 
technology offer strategic managers the opportunity to implement their strategies in 
more effective ways. 

One way of helping a company operate more effectively is to use reengineering, 
which involves the “fundamental rethinking and radical redesign of business 
processes to achieve dramatic improvements in critical, contemporary measures of 
performance such as cost, quality, service, and speed.”*4 As this definition suggests, 
strategic managers who use reengineering must completely rethink how they organ- 
ize their value chain activities. Instead of focusing on how a company’s functions op- 
erate, strategic managers make business processes the focus of attention. 

A business process is any activity that is vital to delivering goods and services to 
customers quickly or that promotes high quality or low costs (such as IT, materials 
management, or product development) and that is not the responsibility of any one 
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function but cuts across functions. Because reengineering focuses on business processes 
and not on functions, a company that reengineers always has to adopt a different ap- 
proach to organizing its activities. Companies that take up reengineering deliberately 
ignore the existing arrangement of tasks, roles, and work activities. They start the 
reengineering process with the customer (not the product or service) and ask: How 
can we reorganize the way we do our work, our business processes, to provide the 
best quality and the lowest-cost goods and services to the customer? 

Frequently, when companies ask this question, they realize that there are more ef- 
fective ways to organize their value chain activities. For example, a business process 
that encompasses members of ten different functions working sequentially to pro- 
vide goods and services might be performed by one person or a few people at a frac- 
tion of the cost. Often individual jobs become increasingly complex, and people are 
grouped into cross-functional teams as business processes are reengineered to reduce 
costs and increase quality. 

Hallmark Cards, for example, reengineered its card design process with great suc- 
cess. Before the reengineering effort, artists, writers, and editors worked separately in 
different functions to produce all kinds of cards. After reengineering, these same 
artists, writers, and editors were put in cross-functional teams, each of which now 
works on a specific type of card, such as birthday, Christmas, or Mother’s Day. The 
result is that the time it takes to bring a new card to market dropped from years to 
months, and Hallmark’s performance increased dramatically. 

Reengineering and total quality management (TQM), discussed in Chapter 4, are 
highly interrelated and complementary. After reengineering has taken place and 
value chain activities have been altered to speed the product to the final customer, 
TQM takes over, with its focus on how to continue to improve and refine the new 
process and find better ways of managing task and role relationships. Successful or- 
ganizations examine both issues simultaneously and continuously attempt to iden- 
tify new and better processes for meeting the goals of increased efficiency, quality, 
and customer responsiveness. Thus, they are always seeking to improve their visions 
of their desired future. 

Another example of reengineering is the change program that took place at IBM 
Credit, a wholly owned division of IBM that manages the financing and leasing of 
IBM computers, particularly mainframes, to IBM’s customers. Before reengineer- 
ing took place, a financing request arrived at the division’s headquarters in Old 
Greenwich, Connecticut, and went through a five-step approval process that in- 
volved the activities of five different functions. First, the IBM salesperson called the 
credit department, which logged the request and recorded details about the potential 
customer. Second, this information was taken to the credit-checking department, 
where a credit check on the potential customer was done. Third, when the credit 
check was complete, the request was taken to the contracts department, which wrote 
the contract. Fourth, from the contracts department, it went to the pricing depart- 
ment, which determined the actual financial details of the loan, such as the interest 
rate and the term of the loan. Finally, the whole package of information was assem- 
bled by the dispatching department and delivered to the sales representative, who 
gave it to the customer. 

This series of cross-functional activities took an average of seven days to com- 
plete, and sales representatives constantly complained that this delay resulted in a low 
level of customer responsiveness that reduced customer satisfaction. Also, potential 
customers were tempted to shop around for financing and even to look at competi- 
tors’ machines. The delay in closing the deal caused uncertainty for all concerned. 
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The change process began when two senior IBM credit managers reviewed the fi- 
nance approval process. They found that the time spent by different specialists in the 
different functions actually processing a loan application was only ninety minutes. 
The seven-day approval process was caused by the delay in transmitting information 
and requests between departments. The managers also learned that the activities taking 
place in each department were not complex; each department had its own computer 
system containing its own work procedures, but the work done in each department was 
pretty routine. 

Armed with this information, IBM managers realized that the approval process 
could be reengineered into one overarching process handled by one person with a 
computer system containing all the necessary information and work procedures to 
perform the five loan-processing activities. If the application were complex, a team of 
experts stood ready to help process it, but IBM found that, after the reengineering ef- 
fort, a typical application could be done in four hours rather than the previous seven 
days. A sales representative could go back to the customer the same day to close the 
deal, and all the uncertainty surrounding the transaction was removed. 

As reengineering consultants Hammer and Champy note, this dramatic perform- 
ance increase was brought about by a radical change to the process as a whole. 
Change through reengineering requires managers to go back to the basics and pull 
apart each step in the work process to identify a better way to coordinate and inte- 
grate the activities necessary to provide customers with goods and services. As this 
example makes clear, the introduction of new IT is an integral aspect of reengineer- 
ing. IT also allows a company to restructure its hierarchy because it provides more 
and better-quality information. IT today is an integral part of the strategy implemen- 
tation process. 


Summary of Chapter 


1. Implementing a company’s business model and strate- 4. Strategic control provides the monitoring and incentive 


gies successfully depends on organizational design, the 
process of selecting the right combination of organiza- 
tional structure, control systems, and culture. Compa- 
nies need to monitor and oversee the organizational 
design process to achieve superior profitability. 


systems necessary to make an organizational structure 
work as intended and extends corporate governance 
down to all levels inside the company. The main kinds 
of strategic control systems are personal control, output 
control, and behavior control. Information technology 


2. Effective organizational design can increase profitabil- is an aid to output and behavior control, and reward 
ity in two ways. First, it economizes on bureaucratic systems are linked to every control system. 
costs and helps a company lower its cost structure. Organizational culture is the set of values, norms, be- 
Second, it enhances the ability of a company’s value liefs, and attitudes that help to energize and motivate 
creation functions to achieve superior efficiency, qual- employees and control their behavior. Culture is a way 
ity, innovativeness, and customer responsiveness and of doing something, and a company’s founder and top 
to obtain the advantages of differentiation. managers help determine which kinds of values 

3. The main issues in designing organizational structure emerge in an organization. 


are how to group tasks, functions, and divisions; how 
to allocate authority and responsibility (whether to 
have a tall or flat organization, or to have a centralized 
or decentralized structure); and how to use integrat- 
ing mechanisms to improve coordination between 
functions (such as direct contacts, liaison roles, and 
teams). 


. At the functional level, each function requires a differ- 


ent combination of structure and control system to 
achieve its functional objectives. 


. To successfully implement a company’s business 


model, structure, control, and culture must be com- 
bined in ways that increase the relationships among 
all functions to build distinctive competencies. 
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8. Cost leadership and differentiation each require a 


structure and control system that strengthens the busi- 
ness model that is the source of their competitive ad- 
vantage. Managers have to use organizational design in 
a way that balances pressures to increase differentia- 
tion against pressures to lower the cost structure. 


Discussion Questions 


1. What is the relationship among organizational struc- 


ture, control, and culture? Give some examples of 
when and under what conditions a mismatch among 
these components might arise. 


. What kind of structure best describes the way your (a) 


business school and (b) university operate? Why is the 
structure appropriate? Would another structure fit better? 


. When would a company choose a matrix structure? 


What are the problems associated with managing this 


SMALL-GROUP EXERCISE 


Deciding on an Organizational Structure 
Break up into groups of three to five people, and discuss 
the following scenario. You are a group of managers of a 
major soft drink company that is going head-to-head 
with Coca-Cola to increase market share. Your business 
model is based on increasing your product range to offer 
a soft drink in every segment of the market to attract cus- 
tomers. Currently you have a functional structure. What 
you are trying to work out now is how best to implement 
your business model in order to launch your new prod- 
ucts. Should you move to a more complex kind of prod- 
uct structure and, if so, which one? Alternatively, should 
you establish new-venture divisions and spin off each 
kind of new soft drink into its own company so that it 
can focus its resources on its market niche? Thinking 
strategically, debate the pros and cons of the possible or- 
ganizational structures, and decide which structure you 
will implement. 
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Find an example of a company that competes in one in- 
dustry and has recently changed the way it implements 
its business model and strategies. What changes did it 


9. 


10. 


Other specialized kinds of structures include the 
product, market, geographic, matrix, and product- 
team structures. Each has a specialized use and is im- 
plemented as a company’s strategy warrants. 
Restructuring and reengineering are two ways of imple- 
menting a company’s business model more effectively. 


structure, and why might a product-team structure be 
preferable? 

For each of the structures discussed in the chapter, 
outline the most suitable control systems. 


. What kind of structure, controls, and culture would 


you be likely to find in (a) a small manufacturing 
company, (b) a chain store, (c) a high-tech company, 
and (d) a Big Four accounting firm? 


make? Why did it make these changes? What effect did 
these changes have on the behavior of people and 
functions? 


STRATEGIC MANAGEMENT PROJECT 
Module 12 


This module asks you to identify how your company im- 
plements its business model and strategy. For this part of 
your project, you need to obtain information about your 
company’s structure, control systems, and culture. This 
information may be hard to obtain unless you can inter- 
view managers directly. But you can make many infer- 
ences about the company’s structure from the nature of 
its activities, and if you write to the company, it may pro- 
vide you with an organizational chart and other informa- 
tion. Also, published information, such as compensation 
for top management, is available in the company’s annual 
reports or 10-K reports. If your company is well known, 
magazines such as Fortune and Business Week frequently 
report on corporate culture or control issues. Neverthe- 
less, you may be forced to make some bold assumptions 

to complete this part of the project. 
1. How large is the company as measured by the number 
of its employees? How many levels in the hierarchy 
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does it have from the top to the bottom? Based on 
these two measures and any other information you 
may have, would you say your company operates 
with a relatively tall or flat structure? Does your 
company have a centralized or decentralized ap- 
proach to decision making? 

2. What changes (if any) would you make to the way 
the company allocates authority and responsibility? 

3. Draw an organizational chart showing the main way 
in which your company groups its activities. Based on 
this chart, decide what kind of structure (functional, 
product, or divisional) your company is using. 

4. Why did your company choose this structure? In 
what ways is it appropriate for its business model? In 
what ways is it not? 

5. What kind of integration or integration mecha- 
nisms does your company use? 

6. What are the main kinds of control systems your 
company is using? What kinds of behaviors is the 
organization trying to (a) shape and (b) motivate 
through the use of these control systems? 

7. What role does the top management team play in 
creating the culture of your organization? Can you 
identify the characteristic norms and values that de- 
scribe the way people behave in your organization? 
How does the design of the organization’s structure 
affect its culture? 

8. What are the sources of your company’s distinctive 
competencies? Which functions are most impor- 
tant to it? How does your company design its struc- 
ture, control, and culture to enhance its (a) efficiency, 
(b) quality, (c) innovativeness, and (d) responsive- 
ness to customers? 

9. How does it design its structure and control systems 
to strengthen its business model? For example, what 
steps does it take to further cross-functional integra- 
tion? Does it have a functional, product, or matrix 


structure? 

10. How does your company’s culture support its busi- 
ness model? Can you determine any ways in which 
its top management team influences its culture? 

11. Based on this analysis, would you say your company is 


coordinating and motivating its people and subunits 
effectively? Why or why not? What changes (if any) 
would you make to the way your company’s structure 
operates? What use could it make of restructuring or 
reengineering? 
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ETHICS EXERCISE 


Rose checked and rechecked the petty cash log. No mat- 
ter how many times she calculated the amount, the log 
always ended up $100 short. Only Rose, Jason, and their 
boss David had access to the petty cash account. A month 
ago, the account had been short $150, and the month be- 
fore that, $75 had been missing. On both occasions, Jason 
figured out where the money had gone. Rose called him 
now. “Jason, do you know anything about a missing $100 
in the petty cash account? I can’t find a $100 expense 
anywhere in the log and we're definitely missing money.” 
Jason told Rose he would be right down. 

Jason finally arrived at Rose’s desk a half an hour later. 
“No problem, Rose,” he said. “David doesn’t have the receipt 
anymore, but he used the money to take care of dinner with 
a client.” 

Rose paused; the same excuse had been offered on 
previous occasions. “Jason, we can’t keep logging expenses 
without receipts. Accounting is going to question our 
records sooner or later.” 

Jason glanced around and said quietly, “Trust me, Rose. 
This is what we have to do—just do it.” Then he walked 
away. 

Rose knew something was wrong. She was worried 
that Jason was somehow stealing from petty cash. Finally 
she decided to tell David, their boss. When she arrived for 
her 1:00 appointment in David’s office, she was surprised 
to see Jason already there. He wouldn't meet her eyes, and 
she assumed that David had already discovered his steal- 
ing. Before she could speak, David said, in a voice that 
Rose had never heard before, “It seems that I have to let 
you in on a little secret, Rose. From time to time, I need a 
little extra from petty cash. For a corporation this size, 
$100 here, $200 there is nothing. I’ve already had a few 
chats with Jason here, who needs to keep his job to help 
his mother. It seems to me that you need your job, too— 
kids at home, right? Well, if either of you mentions these 
little ‘expenses’ of mine to anyone, you'll be fired in- 
stantly. Who will they believe, you two peons, or me— 
with 25 years of loyal service to the company? All I have 
to do is tell them that you’ve been the ones robbing petty 
cash!” 

1. Define the ethical dilemmas addressed in this case. 

2. What should the company do to ensure that em- 
ployees feel safe reporting wrongdoing? 

3. What would you do if you were in Rose’s situation? 
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Nokia's New Product Structure 


Nokia is the largest cellular or mobile phone maker in the 
world, with sales of over $45 billion in 2006. The company 
was a pioneer of cell phone technology, and throughout 
the 1990s, its sales surged every year; however, business 
has not been as good in the 2000s. Like Motorola, another 
cell phone pioneer, Nokia’s profits have fallen because it 
has run into tough competition from companies like 
Samsung, Sony, and hand-held makers like Palm that have 
been rushing to offer their customers new and improved 
varieties of hand-held devices or smart phones. In the 
Opening Case to Chapter 5, we saw how Samsung was the 
first company to realize that customers wanted a color 
screen so that they could play games on their phones, and 
Samsung was also one of the first to realize the potential of 
integrating digital cameras into phones. The market is 
growing for game-playing phones, Internet-connected 
phones, and smart phones that include functions such as 
an MP3 player, record keeping software, and applications 
software for PowerPoint presentations and word process- 
ing. Also growing rapidly is the market for wireless tech- 
nology that can securely link smart phones used in the 
field to the company’s central databases and the PCs in 
employees’ offices or homes, especially now that broad- 
band communication is becoming the norm. 

Analysts claim that Nokia was slow to sense these 
emerging trends partly because of its organizational 
structure and culture. Nokia’s way of operating was to 
push down or decentralize decision making to lower lev- 
els, where teams of employees were responsible for devel- 
oping innovative new cell phone software and hardware. 
Bureaucracy was kept to a minimum, and team members 
normally discussed product development in informal 
meetings. In addition, Nokia’s culture was based on 
Finnish values and norms that emphasized democratic, 
shared, and informal work relationships rather than the 
use of formal authority. 

This way of implementing strategy had led to supe- 
rior innovation and a successful business model, but as 
Nokia grew bigger, problems emerged. While the cell 
phone market was changing rapidly, Nokia’s team struc- 
ture resulted in slow decision making. It was taking more 
and more time for Nokia to create new products and 


bring them to market. Higher-level managers had to wait 
longer to find out what the teams below them were doing, 
and then top managers from all parts of the organization 
had to meet in so-called company committees to decide 
which products should be given the most funding and the 
highest priority. Another problem was that Nokia’s top 
managers, headquartered in Espoo, Finland, were remote 
from global customers, and its marketing and engineering 
managers were slow to pick up on developing wireless 
trends, such as customers’ desire for digital cameras. In 
particular, they did not appreciate how fast the global 
market was fragmenting into customers in rich countries 
like Japan and the United States who wanted sophisti- 
cated, broadband-capable smart phones and were pre- 
pared to pay high prices for them, and customers in devel- 
oping countries such as China, India, and those in South 
America who needed an inexpensive cell phone infra- 
structure and service, as well as inexpensive cell phones. 

In the early 2000s, when the company’s sales started to 
fall and its Japanese competitors took the lead, Nokia’s 
managers realized they needed to change the way the com- 
pany operated to quicken Nokia’s response to the changing 
marketplace. Nokia’s CEO, Jorma Ollila, announced that in 
2004, Nokia would split its activities into four separate 
product divisions, each of which would focus on develop- 
ing cell phone software and hardware for a particular mar- 
ket segment. Three of these were new divisions: (1) the 
mobile phone division, which would primarily design and 
sell low-cost, low-priced handsets mostly for voice calls; (2) 
the multimedia division, which would design and sell ad- 
vanced smart phones with features such as gaming and 
picture taking and which would pursue differentiation 
and, Nokia managers hoped, premium pricing; and (3) the 
networks division, which would sell the technology neces- 
sary to build mobile phone networks and create wireless 
infrastructure in regions and countries around the globe. 
Finally, Nokia announced it would greatly expand the ac- 
tivities of its enterprise solutions division, which was re- 
sponsible for developing hardware and software products 
for corporate customers in search of a wireless corporate 
intranet. Here, it was competing directly against compa- 
nies like Microsoft, IBM, and HP. 
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The plan was that each product division would be 
under the control of its own team of top executives and 
that each team would build the business model necessary 
to compete successfully in its market segment. By decen- 
tralizing control to each division, Nokia hoped to speed 
up team decision making, reasoning that managers would 
be in much closer contact with these teams and could in- 
tervene quickly as the need arises. Nokia hoped the new 
structure would allow it to innovate new models of cell 
phones at a faster rate and at a lower cost and thus combat 
the threat from Samsung. In addition, to get closer to its 
customers, Nokia announced that it would expand its 
overseas operations—for example, by outsourcing more 
manufacturing to Asia and establishing more local sales 
offices. It would also create a U.S. headquarters for its 
new enterprise solutions division, and it hired a former 


HP executive, Mary McDowell, to head the division and 
spearhead its push into this large and profitable corporate 
networking market. Only time will tell if Nokia’s new 
structure will be successful, but the company has intro- 
duced many new products in the last few years and its 
sales are once again on the upward path, which has hurt 
competitors like Motorola and Samsung.°° 


Case Discussion Questions 
1, Why and how did Nokia move to a product structure 
to better implement its business model? 


. What organizational design lessons could other com- 
panies learn from Nokia’s example? 


. Go to the Internet and try to discover any recent 
changes Nokia has made to its structure. 


CHAPTER Implementing Strategy in Companies 


That Compete Across Industries 
and Countries 


OPENING CASE 


Ford Has a New CEO and a New Global Structure 


Designing a global business organization to operate in many countries is a critical issue for 
multinational companies. Ford is a good example of a company that has experienced these types 
of problems. Ford realized early that there was a major opportunity to increase profitability by 
taking its skills in carmaking to countries abroad. Over time, it established carmaking business 
units in different countries in Europe, Asia, and Australia. Decision-making authority was de- 
centralized to each unit, which controlled its own activities and developed cars suited to its local 
market. The result was that each unit came to operate independently from the Ford parent com- 
pany in the United States. Ford of Europe, for example, became the largest and most profitable 
carmaker in Europe. 

Ford remained a highly profitable enterprise until Japanese carmakers began to flood the 
world with their small, reliable, low-priced cars in the 1970s and 1980s. When car buyers began 
buying these imports in large numbers, Ford tried to draw on the skills of its European unit to 
help build smaller, more fuel-efficient cars for the U.S. market. But it had never before tried to 
get its U.S. and European design and manufacturing units to cooperate, and this proved very 
difficult to achieve because of the nature of its global organizational structure. In the 1990s, 
Ford embarked on a massive project to create a new global matrix structure for the company 
that would solve the decentralized task and authority problems that were preventing it from uti- 
lizing its resources effectively. In its Ford 2000 plan, for example, it laid out a timetable of how 
all its global carmaking units would learn to cooperate with one set of global support functions 
such as design, purchasing, and so on. However, huge political problems arose with its new 
structure; the redesign went through one change after another; and by the mid 2000s, Ford was 
still operating as a collection of different “empires.” Its U.S., European, and Asia/Pacific units 
were operating almost autonomously. 

So Ford decided to restructure itself. It moved to a so-called world structure in which one set 
of managers was given authority over the whole of a specific global operation such as manufac- 
turing or car design. Then it began to design cars for the global market. Its new structure never 
worked to quicken car design and production, even though it constantly changed global lines of 
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authority and the locations in which it operated to in- 
crease profitability. Ford went through multiple reorgani- 
zations to try to meet the Japanese challenge but nothing 
worked. By 2006, it was in deep trouble. Losing billions of 
dollars, Ford announced in September 2006 a revamped 
“Way Forward” plan to turn around its U.S. and global op- 
erations, a plan that called for cutting 44,000 jobs; closing 
sixteen plants; and freshening 70% of the company’s Ford, 
Mercury, and Lincoln car lineup. 

But in October 2006, Ford also appointed a new presi- 
dent and CEO, Alan Mulally, an expert in organizational 
design, to help turn around its operations. Mulally, a for- 
mer Boeing executive, had led that company’s global reor- 
ganization effort. Now he began to work out how to 
change Ford’s global structure to reduce costs and speed 
product development. In the structure Mulally inherited, 
Ford’s Americas unit reported to the CEO, but its other 
global and functional operations reported to the next two 
most senior executives, Mark Fields, president of Ford’s 
Americas operation, and Mark Schulz, president of inter- 
national operations. Mulally decided that Ford’s downsiz- 
ing should be accompanied by a major reorganization of 
its hierarchy, and he decided to flatten Ford’s structure and 
recentralize control. At the same time, however, he put the 
focus on teamwork and adopted a cross-functional ap- 
proach to handling the enormous value chain challenges 
that still confronted the organization. 

The position of president of international operations 
was eliminated and Mark Fields continues to report to 
Mulally, but so too do the heads of the other two world 
regions—Lewis Booth, head of Ford of Europe, and John 
Parker, head of Ford of Asia Pacific and Africa, and 
Mazda. Two levels in the hierarchy are now gone, and 
Mulally’s new organizational design clearly defines each 
global executive’s role in the company’s hierarchy so Ford 
can begin acting like one company instead of separate 
global units, each with their own interests.! In addition, 
the heads of its global value chain functions also now 
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report directly to Mulally, not to Fields; these heads in- 
clude Tony Brown, global head of purchasing; Nick 
Smither, head of information technology (IT); Richard 
Parry-Jones, chief technical officer; and Bennie Fowler, 
head of quality and advanced manufacturing engineer- 
ing. Mulally’s goal is to provide a centralized focus on 
using the company’s global functional assets to better 
support its carmaking business units. 

At the same time, Mulally also took a major restructur- 
ing step when he announced the creation of a new posi- 
tion, global product development chief, who is responsible 
for overseeing the development of Ford’s entire global lines 
of vehicles. He appointed Derrick Kuzak, head of product 
development in the Americas, to head Ford’s new global 
engineering design effort, and he also reports directly to 
Mulally. Kuzak oversees efforts to streamline product de- 
velopment and engineering systems around the world. As 
Mulally commented, “An integrated, global product devel- 
opment team supporting our automotive business units 
will enable us to make the best use of our global assets and 
capabilities and accelerate development of the new vehicles 
our customers prefer, and do so more efficiently.” 

So Mulally’s goal is to force a cross-functional ap- 
proach on all his top managers—one that he will person- 
ally oversee—to standardize its global carmaking and 
allow functional units to continuously improve quality, 
productivity, and the speed at which new products can be 
introduced. But beyond streamlining and standardizing 
its approach, its new-product development group must 
also ensure that its new vehicles—vehicles that it intends 
to introduce at a rapid rate in the rest of the 2000s—are 
customized to better meet the needs of regional cus- 
tomers All Ford’s executives understand the company’s 
very survival is at stake; they must work together to accel- 
erate efforts to reduce costs and catch up to more efficient 
competitors such as Toyota. If Mulally’s new global de- 
sign cannot achieve this goal, it is likely that Ford will be 
taken over by a competitor in the next decade. 


The story of Ford’s efforts to develop a competitive global business model to compete ef- 
fectively in car markets around the world suggests how complex strategic thinking can be- 
come at the corporate level. Companies have to continually examine how to improve the 
way they implement their business and multibusiness models to increase their long-run 
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profitability and grow their profits. This chapter takes off where the last one ends and 
examines how to implement strategy when a company decides to enter and compete in 
new industries, or in new countries when it expands globally, and when it chooses 
strategies such as merger or outsourcing to strengthen its business model. The strategy 
implementation issue remains the same: how to use organizational design and combine 
organizational structure, control, and culture to allow a company to pursue its business 
model and strategies successfully. Once a company decides to compete across industries 
and countries, however, it confronts a new set of problems, some of them continuations 
of problems discussed in Chapter 12 and some of them a direct consequence of its deci- 
sion to enter and compete in overseas markets and new industries. As a result, it has to 
make a new series of organizational design decisions to successfully implement its new 
global and multibusiness model. By the end of the chapter, you will appreciate the many 
complex issues and choices confronting managers of multibusiness and global companies 
and the reasons that strategy implementation is an integral part of achieving superior 
performance. 


Managing Corporate Strategy Through the Multidivisional Structure 


As Chapter 10 discussed, corporate-level strategies such as vertical integration or di- 
versification can be used in many ways to strengthen a company’s business model to 
improve its competitive position. However, substantial implementation problems 
also arise, many of them due to the increasing bureaucratic costs associated with 
managing a larger collection of companies that operate in different industries. These 
costs are especially high when a company is seeking to gain the differentiation and 
low-cost advantages of transferring, sharing, or leveraging its distinctive competen- 
cies across its business units in different industries. For companies pursuing a 
multibusiness model, the problems and costs of managing the handoffs or transfers 
between value chain functions across industries to obtain these benefits rise sharply. 
The need to economize on these costs propels strategic managers to search for im- 
proved ways of implementing the corporate-level strategies necessary to pursue a 
multibusiness model. 

As a company begins to enter new industries and produce completely different 
kinds of products such as cars, fast food, and computers, the structures described in 
Chapter 12, like the functional and product structures, are not up to the task. They can- 
not provide sufficient coordination between functions and motivation to employees 
that implementing a multibusiness model requires. As a result, the control problems 
that give rise to bureaucratic costs, such as those related to measurement, customers, 
location, or strategy, escalate. Experiencing these problems is a sign that the company 
has outgrown its structure. Strategic managers need to invest more resources to de- 
velop a more complex structure—one that can meet the needs of its multibusiness 
model and strategies. The answer for most large, complex companies is to move to a 
multidivisional structure, design a cross-industry control system, and fashion a corpo- 
rate culture to reduce these problems and economize on bureaucratic costs. 

The multidivisional structure possesses two main innovations over a functional 
or product structure, and these innovations allow a company to grow and diversify 
while reducing the coordination and control problems inherent in entering and 
competing in new industries. First, in each industry in which a company operates, 
strategic managers organize its business units or companies in that industry into 


CHAPTER 13 Implementing Strategy in Companies That Compete Across Industries and Countries 


one or more divisions. Sometimes each division contains a full set of all the value 
chain functions it needs to pursue its business model; in this case, it is called a self- 
contained division. For example, GE competes in over 150 different industries, and 
in each industry, all of its divisions are self-sufficient and perform all the value cre- 
ation functions. Sometimes, however, divisions in different industries share value 
chain functions to obtain cost savings and to benefit from leveraging competencies 
across divisions, as discussed in detail below. For example, PepsiCo has two major 
divisions in the soft drink and snack foods industries; each has its own research 
and development (R&D) and manufacturing functions, but they share the market- 
ing and distribution functions to lower operating costs and achieve the gains from 
differentiation. 

Second, the office of corporate headquarters staff is created to monitor divisional 
activities and to exercise financial control over each of the divisions.° This staff con- 
tains the corporate-level managers who oversee the activities of divisional managers. 
Hence, the organizational hierarchy is taller in a multidivisional structure than in a 
product or functional structure. The role of the new level of corporate management 
is to develop strategic control systems that lower a company’s overall cost structure, 
including finding ways to economize on the costs of controlling the handoffs and 
transfers between divisions. The extra cost of these corporate managers is more than 
justified if their actions can lower the cost structure of the operating divisions or in- 
crease the divisions’ ability to differentiate their product—both of which boost a 
company’s return on invested capital (ROIC). 

In the multidivisional structure, the day-to-day operations of each division are 
the responsibility of divisional management; that is, divisional management has op- 
erating responsibility. The corporate headquarters, which includes top executives as 
well as their support staff, is responsible for overseeing the company’s long-term 
multibusiness model and for providing guidance for interdivisional projects. These 
executives have strategic responsibility. Such a combination of self-contained divi- 
sions with a centralized corporate management provides the extra coordination and 
control necessary to manage entry into new industries. 

Figure 13.1 illustrates a typical multidivisional structure found in a large chemi- 
cal company such as DuPont. Although this company might easily have twenty dif- 
ferent divisions, only three—the oil, pharmaceuticals, and plastics divisions—are 
represented here. Each division possesses some combination of the value chain func- 
tions it needs to pursue its own business model. Each is also normally treated by the 
corporate center as a profit center, and strategic control measures such as ROIC are 
used to monitor and evaluate each division’s performance.’ The use of this kind of 
output control makes it easier for corporate managers to identify high-performing 
and underperforming divisions and to take corrective action as necessary. 

Because they have been separated into subunits by industry, each division is also 
able to develop the structure (for example, a product, matrix, or market structure) 
and culture that best suit its particular business model. As a result, implementing a 
multidivisional structure allows a multibusiness company to let each separate divi- 
sion adopt the structure and control systems necessary to implement its business 
model and strategies effectively. 

Figure 13.1 shows that the oil division has a functional structure because it is pur- 
suing cost leadership. The pharmaceuticals division has a product-team structure to 
encourage speedy development of new drugs, and the plastics division has a matrix 
structure to allow it to quickly develop new kinds of customized plastic products to 
suit the changing needs of its customers. These divisions are pursuing differentiation 
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FIGURE 13.1 


Multidivisional Structure 


Typical Chemical Company 


Oil division 
(functional structure) 


Plastics division 
Pharmaceuticals division (matrix structure) 


(product-team structure) 


based on a distinctive competence in innovation. Sometimes the size of its opera- 
tions alone is enough to compel a company to use a multidivisional structure. For ex- 
ample, inside one industry, the car industry, Ford operates the whole corporation 
through a multidivisional structure, and each of its main car brands—Ford, Jaguar, 
Mercury, Mazda, Lincoln, and so on—is organized as a separate division. In addition, 
as we discussed in the Opening Case, Ford has an overseas division in each country in 
which it assembles cars abroad. 

In fact, the executive most famous for employing the multidivisional structure in 
this way was also the CEO of a car company, Alfred Sloan, former CEO of GM. He 
implemented its multidivisional structure in 1921, noting that GM “needs to find a 
principle for coordination without losing the advantages of decentralization.” Sloan 
placed each of GM’s different car brands in a self-contained division with support 
services like sales, production, engineering, and finance. Each division became a profit 
center and was evaluated on its return on investment. Sloan was quite clear about the 
main advantage of linking decentralization to return on investment: it raised the visi- 
bility of each division’s performance. And, Sloan observed, it (1) “increases the morale 
of the organization by placing each operation on its own foundation, . . . assuming its 
own responsibility and contributing its share to the final result”; (2) “develops statis- 
tics correctly reflecting .. . the true measure of efficiency”; and (3) “enables the cor- 
poration to direct the placing of additional capital where it will result in the greatest 
benefit to the corporation as a whole.” 

Sloan recommended that exchanges or handoffs between divisions be set by a 
transfer-pricing scheme based on cost plus some predetermined rate of return. To 
avoid protecting a high-cost internal supplier, however, he also recommended a 
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number of steps involving analysis of the operations of outside competitors to deter- 
mine the fair price. Sloan established a strong, professional, centralized headquarters 
management staff to perform such calculations. Corporate management’s primary 
role was to audit divisional performance and plan strategy for the total organization. 
Divisional managers were to be responsible for all product-related decisions. 

As the Opening Case related, fierce competition from efficient Japanese competi- 
tors has resulted in Ford CEO Mulally reorganizing the way Ford’s multidivisional 
structure operated, both domestically and globally. The duplication of R&D and en- 
gineering between divisions at home and abroad, and the purchasing of components 
by each global division independently, was costing the company billions of extra dol- 
lars. Globally, Ford’s goal is to streamline the number of cars in its product range and 
the number of different plants in which its cars are made. As Ford’s experience sug- 
gests, operating a multidivisional structure is a continuing challenge for managers. 
Because the multidivisional structure is so widely used, it is necessary to look closely 
at its advantages and disadvantages. 


e Advantages of a When managed effectively at both the corporate and the divisional levels, a multidi- 
Multidivisional  visional structure offers several advantages. Together, they can raise corporate prof- 
Structure — itability to a new peak because they allow a company to more effectively implement 

its multibusiness model and strategies at all levels. 


ENHANCED CORPORATE FINANCIAL CONTROL The profitability of different business divi- 
sions is clearly visible in the multidivisional structure.® Because each division is its own 
profit center, financial controls can be applied to each business on the basis of profitabil- 
ity criteria such as ROIC. Typically, these controls cover establishing targets, monitoring 
performance on a regular basis, and selectively intervening when problems arise. Corpo- 
rate headquarters is also in a better position to allocate corporate financial resources 
among competing divisions. The visibility of divisional performance means that corpo- 
rate headquarters can identify the divisions in which investment of funds will yield the 
greatest long-term ROIC. In a sense, the corporate office is in a position to act as the in- 
vestor or banker in an internal capital market, channeling funds to high-yield uses. 


ENHANCED STRATEGIC CONTROL The multidivisional structure frees corporate man- 
agers from business-level responsibilities. Corporate managers have the time and scope 
for contemplating wider strategic issues and for developing responses to environmental 
changes, such as quickly changing industry boundaries. The multidivisional structure 
also enables corporate headquarters to obtain the proper information to perform long- 
run strategic and scenario planning for the entire corporation, including decisions 
about which businesses to expand and which to exit. 


GrowTH The multidivisional structure lets the company overcome an organizational 
limit to its growth. Because information overload at the center is reduced, corporate 
managers can consider emerging opportunities for further growth and diversification. 
Communication problems are reduced because the same set of standardized account- 
ing and financial output controls can be used for all divisions. Also, from a behavior 
control perspective, corporate managers can implement a policy of management by 
exception, which means that they intervene only when problems arise. 


STRONGER PURSUIT OF INTERNAL EFFICIENCY As a company grows, it often becomes 
difficult for managers to accurately assess the profit contribution of each functional 


448 
as ae 


PART 4 Implementing Strategy 


e Problems in 
Implementing a 
Multidivisional 
Structure 


activity because their activities are so interdependent. This means that it is often 
more difficult for top managers to evaluate how well their company is performing 
relative to others in its industry. As a result, inside one company, considerable degrees 
of organizational slack—that is, the unproductive use of functional resources—can 
go undetected. For example, the head of the finance function might employ a larger 
staff than is required for efficiency to reduce work pressures inside the department 
and to bring the manager higher status. In a multidivisional structure, however, cor- 
porate managers can compare the performance of one division against another in 
terms of its cost structure or the profit it generates. The corporate office is thus in a 
better position to identify the managerial inefficiencies that result in bureaucratic 
costs, and divisional managers have no alibis for poor performance. 


Although research suggests that large companies that adopt a multidivisional struc- 
ture outperform those that retain the functional structure, this structure has its dis- 
advantages as well.’ Good management can eliminate some of them, but others are 
inherent in the way the structure operates and require constant managerial attention, 
as Ford’s problems suggest. 


ESTABLISHING THE DIVISIONAL-CORPORATE AUTHORITY RELATIONSHIP The authority 
relationship between corporate headquarters and the divisions must be correctly 
established. The multidivisional structure introduces a new level in the hierarchy: the 
corporate level. The problem lies in deciding how much authority and control to 
delegate to the operating divisions and how much authority to retain at corporate 
headquarters to increase long-run profitability. This was the problem Sloan encoun- 
tered when he implemented GM’s multidivisional structure.® Sloan found that when 
headquarters retained too much power and authority, the operating divisions lacked 
sufficient autonomy to develop the business model and strategies that best met their 
needs. On the other hand, when too much power was delegated to the divisions, they 
pursued divisional objectives, with little heed to the needs of the whole corporation. 
As a result, not all the potential gains from using this structure could be achieved. At 
Ford, Mulally has recentralized control at the global level to force carmaking and 
functional divisions to cooperate and improve efficiency and effectiveness. 

Thus, the central issue in managing the multidivisional structure is how much 
authority should be centralized at corporate headquarters and how much should be 
decentralized to the divisions. This issue must be decided by each company in refer- 
ence to the nature of its business- and corporate-level strategies. There are no easy 
answers, and as the environment changes or the company alters its multibusiness 
model strategies over time, the balance between corporate and divisional control will 
also change. 


DISTORTION OF INFORMATION If corporate headquarters places too much emphasis 
on each division’s individual profitability—for instance, by setting very high and 
stringent ROIC targets—divisional managers may choose to distort the information 
they supply to top management and paint a rosy picture at the expense of future 
profitability. Bureaucratic costs now increase as divisions may attempt to make ROIC 
look better by cutting product development, new investments, or marketing expen- 
ditures. Although such actions might boost short-run ROIC, they do so at the cost of 
cutting back on the investments and expenditures that are necessary to maintain the 
long-term profitability of the company. The problem stems from too tight financial 
control. GM suffered from this problem in recent years as declining performance 
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prompted divisional managers to try to make their divisions look good to corporate 
headquarters and thus secure greater funds for future investment. Managing the 
corporate-divisional interface requires coping with subtle power issues. 


ComPETITION FOR Resources The third problem of managing a multidivisional 
structure is that the divisions themselves may compete for resources, and this rivalry 
can make it difficult or impossible to obtain the gains from transferring, sharing, or 
leveraging distinctive competencies across business units. For example, the amount 
of capital for investment that corporate managers have to distribute to the divisions 
is fixed. Generally, the divisions that can demonstrate the highest ROIC get the lion’s 
share of the money. Because that large share strengthens them in the next time pe- 
riod, the strong divisions grow stronger. Consequently, divisions may actively com- 
pete for resources and thereby reduce interdivisional coordination. As a result, the 
potential gains from pursuing a multibusiness model will be lost. 


TRANSFER PRICING Divisional competition may lead to battles over transfer pric- 
ing, that is, conflicts over establishing the fair or “competitive” price of a resource or 
skill developed in one division that is to be transferred and sold to other divisions 
that require it. As we discussed in Chapter 9, one of the origins of the problems of 
handoffs or transfers between divisions, and thus a major source of bureaucratic 
costs, is the problem of setting prices for resource transfers to obtain the benefits of 
the multibusiness models when pursuing a vertical integration or related diversifi- 
cation strategy. 

Rivalry among divisions is common in the transfer pricing process because each 
supplying division has the incentive to set the highest price for its resources or skills 
to maximize its own revenues and profits. However, purchasing divisions view at- 
tempts to charge high prices as undermining their own profitability—hence the 
problem. Such competition can completely undermine the corporate culture and 
turn the company into a battleground. If such battles go unresolved, the benefits of 
the multibusiness model will not be achieved. Hence, there is a need for the sensitive 
design of incentive and control systems to make the multidivisional structure work. 


SHORT-TERM R&D Focus If corporate headquarters sets extremely high and rigid 
ROIC targets, there is a danger that the divisions will cut back on R&D expenditures 
to improve their financial performance. Although this inflates divisional perform- 
ance in the short term, it undermines a division’s ability to develop new products and 
leads to a fall in the stream of long-term profits. Hence, corporate headquarters per- 
sonnel must carefully control their interactions with the divisions to ensure that both 
the short- and long-term goals of the business are being achieved. 


DUPLICATION OF FUNCTIONAL RESOURCES Because each division often possesses its 
own set of value chain functions, multidivisional structures are expensive to run and 
manage. R&D is an especially costly activity, and so some companies centralize such 
functions at the corporate level to serve all divisions. The duplication of specialist 
services is not a problem if the cost and differentiation gains from having separate 
specialist functions are substantial, however. Corporate managers decide whether 
duplication is financially justified and, if so, which functions to centralize or decen- 
tralize to optimize short- and long-run profitability. 

In sum, the advantages of divisional structures must be balanced against the 
problems of implementing them, but an observant, professional management team 
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that is aware of the issues involved can manage these problems. The increasing use of 
information technology is also making implementation easier. We discuss informa- 
tion technology after we describe the use of structure, control, and culture for differ- 
ent kinds of multibusiness models. 


Once strategic managers select a multidivisional structure, they must then make 
choices about what kind of integrating mechanisms and control systems to use to 
make the structure work efficiently. Such choices depend on whether a company 
chooses to pursue a multibusiness model based on a strategy of unrelated diversifica- 
tion, vertical integration, or related diversification. 

As discussed in Chapter 9, many possible differentiation and cost advantages de- 
rive from vertical integration. A company can coordinate resource-scheduling deci- 
sions among divisions operating in adjacent industries to reduce manufacturing 
costs and improve quality, for example.? This might mean locating a rolling mill next 
to a steel furnace to save the costs of reheating steel ingots and make it easier to con- 
trol the quality of the final product. 

The principal benefits from related diversification also come from transferring, 
sharing, or leveraging functional resources or skills across divisions, such as sharing 
distribution and sales networks to increase differentiation or lower the overall cost 
structure. With both strategies, the benefits to the company come from some exchange 
of distinctive competencies among divisions. To secure these benefits, the company 
must coordinate activities among divisions. Consequently, structure and control must 
be designed to manage the handoffs or transfers among divisions. 

In the case of unrelated diversification, the multibusiness model is based on 
using general managerial capabilities in entrepreneurship, organizational design, or 
strategy—for example, through top managers’ ability to create a culture that supports 
entrepreneurial behavior that leads to rapid product development; or from restructur- 
ing an underperforming company and establishing an efficient internal capital mar- 
ket that allows corporate managers to make superior capital allocation decisions than 
would be possible using the external capital market. With this strategy, there are no 
exchanges among divisions, each operates separately and independently, and the ex- 
changes that need to be coordinated take place between divisions and corporate head- 
quarters. Structure and control must therefore be designed to allow each division to 
operate independently while giving corporate managers easy ability to monitor and to 
intervene if necessary. 

The choice of structure and control mechanisms depends on the degree to which 
a company using a multidivisional structure needs to control the handoffs and inter- 
actions among divisions. The more interdependent the divisions—that is, the more 
they depend on each other for skills, resources, and competencies—the greater are 
the bureaucratic costs associated with obtaining the potential benefits from a partic- 
ular strategy.!° Table 13.1 indicates what forms of structure and control companies 
should adopt to economize on the bureaucratic costs associated with the three cor- 
porate strategies of unrelated diversification, vertical integration, and related diversi- 
fication.'! We examine these strategies in detail in the next sections. 


UNRELATED DIVERSIFICATION Because there are no exchanges or linkages among divi- 
sions, unrelated diversification is the easiest and cheapest strategy to manage; it is 
associated with the lowest level of bureaucratic costs. The main advantage of the 
structure and control system is that it allows corporate managers to evaluate divi- 
sional performance easily and accurately. Thus, companies use a multidivisional 
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TABLE 13.1 
Corporate Strategy and Structure and Control 


Type of Control 


Corporate Appropriate Need for Financial Behavior Organizational 
Strategy Structure Integration Control Control Culture 


Unrelated Multidivisional Low (no Great use Some use (e.g., _ Little use 
Diversification exchanges (e.g., ROIC) budgets) 

between 

divisions) 


Vertical Multidivisional Medium Great use Great use (e.g., Some use (e.g., 

Integration (scheduling (e.g., ROIC, standardization, shared norms 
resource transfer pricing) budgets) and values) 
transfers) 


Related Multidivisional High (achieving Little use Great use(e.g., Great use (e.g., 

Diversification synergies between rules, budgets) norms, values, 
divisions by common 
integrating roles) language) 


structure, and each division is evaluated by output controls such as return on in- 
vested capital. A company also applies sophisticated accounting controls to obtain 
information quickly from the divisions so that corporate managers can readily 
compare divisions on several dimensions. UTC, Tyco, Textron, and Dover are good 
examples of companies that use sophisticated computer networks and accounting 
controls to manage their structures, which allow them almost daily access to divi- 
sional performance. 

Divisions usually have considerable autonomy unless they fail to reach their ROIC 
goals. Generally, corporate headquarters will not intervene in the operations of a di- 
vision unless there are problems. If problems arise, corporate headquarters may step 
in to take corrective action, perhaps replacing managers or providing additional fi- 
nancial resources, depending on the reason for the problem. If they see no possibility 
of a turnaround, they may decide to divest the division. The multidivisional structure 
allows the unrelated company to operate its businesses as a portfolio of investments 
that can be bought and sold as business conditions change. Often managers in the 
various divisions do not know one another; they may not even know what other 
companies are in the corporate portfolio. Hence, the idea of a corporate culture is 
meaningless. 

The use of financial controls to manage a company means that no integration 
among divisions is necessary. This is why the bureaucratic costs of managing an un- 
related company are low. The biggest problem facing corporate personnel is deter- 
mining capital allocations to the various divisions so that the overall profitability of 
the portfolio is maximized. They also have to oversee divisional managers and make 
sure that divisions are achieving ROIC targets. 

Alco Standard, based in Valley Forge, Pennsylvania, demonstrates how to operate 
a successful strategy of unrelated diversification. Alco is one of the largest office supply 
companies in the United States, distributing office and paper supplies and materials 
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through a nationwide network of wholly owned distribution companies. The policy 
of Alco’s top management is that authority and control should be completely decen- 
tralized to the managers in each of the company’s fifty divisions. Each division is left 
alone to make its own manufacturing or purchasing decisions even though some po- 
tential benefits, in the form of corporatewide purchasing or marketing, are being 
lost. Top management pursues this nonintervention policy because it believes that 
the gains from allowing its managers to act as independent entrepreneurs exceed any 
potential cost savings that might result from coordinating interdivisional activities. It 
believes that a decentralized operating system allows a big company to act in a way 
that is similar to a small company, avoiding the problem of growing bureaucracy and 
organizational inertia. 

At Alco, top management interprets its role as relieving the divisions of administra- 
tive chores, such as bookkeeping and accounting, and collecting market information 
on competitive pricing and products, which allows divisional managers to improve 
their business-level strategy. Centralizing these information activities reduces each di- 
vision’s cost structure and provides the standardization that lets top management 
make better decisions about resource allocation. Alco’s division heads are regarded as 
partners in the corporate enterprise and are rewarded through stock options linked 
to the performance of their divisions. So far, Alco has been very successful with its 
decentralized operating structure and has achieved a compound growth rate of 19% 
a year. 


VERTICAL INTEGRATION Vertical integration is a more expensive strategy to manage 
than unrelated diversification because sequential resource flows from one division to 
the next must be coordinated. Once again, the multidivisional structure economizes 
on the bureaucratic costs associated with achieving such coordination. This structure 
provides the centralized control necessary for the vertically integrated company to 
achieve benefits from the control of resource transfers. Corporate personnel assume 
the responsibility for devising financial output and behavior controls that solve the 
problems of transferring resources from one division to the next; for example, they 
are involved in solving transfer pricing problems. Also, complex rules and procedures 
are instituted that specify how exchanges are to be made to solve potential transac- 
tion problems. As previously noted, complex resource exchanges can lead to conflict 
among divisions, and corporate managers must try to minimize divisional conflicts. 
Centralizing authority at corporate headquarters must be done with care in vertically 
related companies. It carries the risk of involving corporate managers in operating 
issues at the business level to the point that the divisions lose their autonomy and 
motivation. These companies must strike the right balance of centralized control at 
corporate headquarters and decentralized control at the divisional level if they are to 
implement this strategy successfully. 

Because their interests are at stake, divisions need to have input into scheduling 
and decisions regarding resource transfer. For example, the plastics division in a 
chemical company has a vital interest in the activities of the oil division because the 
quality of the products it gets from the oil division determines the quality of its own 
products. Divisional integrating mechanisms can bring about direct coordination 
and information transfers among divisions.!* To handle communication among di- 
visions, a company sets up teams for that purpose; it can also use integrating roles 
whereby an experienced senior manager assumes responsibility for managing com- 
plex transfers between two or more divisions. The use of integrating roles to coordi- 
nate divisions is common in high-tech and chemical companies, for example. 
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Thus, a strategy of vertical integration is managed through a combination of cor- 
porate and divisional controls. As a result, the organizational structure and control 
systems used for managing this strategy to economize on bureaucratic costs are more 
complex and more difficult to implement than those used for unrelated diversifica- 
tion. However, as long as the benefits that derive from vertical integration are real- 
ized, the extra expense in implementing this strategy can be justified. 


RELATED DIVERSIFICATION In the case of related diversification, the gains from pur- 
suing this multibusiness model derive from the transfer, sharing, or leveraging of 
R&D knowledge, industry information, customer bases, and so on, across divisions. 
Also, with this structure, the high level of resource sharing and joint production by 
divisions makes it hard for corporate managers to measure the performance of each 
individual division.!* Thus, bureaucratic costs are substantial. The multidivisional 
structure helps to economize on these costs because it provides some of the extra co- 
ordination and control that is required. However, if a related company is to obtain 
the potential benefits from using its competencies efficiently and effectively, it has to 
adopt more complicated forms of integration and control at the divisional level to 
make the structure work. 

First, output control is difficult to use because divisions share resources, so it is 
not easy to measure the performance of an individual division. Therefore, a company 
needs to develop a corporate culture that stresses cooperation among divisions and 
corporate rather than purely divisional goals. Second, corporate managers must es- 
tablish sophisticated integrating devices to ensure coordination among divisions. In- 
tegrating roles and even integrating teams of managers are often essential because 
they provide the context in which managers from different divisions can meet and 
develop a common vision of corporate goals. This is Mulally’s intention at Ford, 
where he is trying to essentially create a high-level integrating team composed of its 
top operating and functional managers to coordinate its global strategy. 

An organization with a multidivisional structure must have the right mix of in- 
centives and rewards for cooperation if it is to achieve gains from sharing skills and 
resources among divisions.'* With unrelated diversification, divisions operate au- 
tonomously, and the company can quite easily reward managers on their division’s 
individual performance. With related diversification, however, rewarding divisions is 
more difficult because they are engaged in so many shared activities, and strategic 
managers must be sensitive and alert to achieve equity in rewards among divisions. 
The aim always is to design structure and control systems so that they can maximize 
the benefits from pursuing the strategy while economizing on bureaucratic costs. 


eThe Role of The expanding use of IT is increasing the advantages and reducing the problems as- 

Information sociated with implementing a multibusiness model effectively because it facilitates 

Technology output control, behavior control, and integration between divisions and between di- 
visions and corporate headquarters. 

On the advantage side, IT provides a common software platform that can make it 
much less problematic for divisions to share information and knowledge and to ob- 
tain the benefits from leveraging their competencies. IT also facilitates output and fi- 
nancial control, making it easier for corporate headquarters to monitor divisional 
performance and decide when to intervene selectively. It also helps corporate man- 
agers better use their strategic and implementation skills because they can react more 
quickly given that they possess higher-quality, more timely information from the use 
of a sophisticated cross-organizational IT infrastructure. 
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In a similar fashion, IT makes it easier to manage the problems that occur when 
implementing a multidivisional structure. Because it provides both corporate and di- 
visional managers with more and better information, it makes it easier for corporate 
managers to decentralize control to divisional managers and yet react quickly if the 
need arises. IT can also make it more difficult to distort information and hide bad 
news because divisional managers must provide standardized information that can 
be compared across divisions. Finally, IT eases the transfer pricing problem because 
divisional managers have access to detailed up-to-date information about how much 
a certain resource or skill would cost to buy in the external marketplace. Thus, a fair 
transfer price is easier to determine. The way in which SAP’s enterprise resources 
planning (ERP) software helps to integrate the activities of divisions in a multidivi- 
sional structure is discussed in Strategy in Action 13.1. 


SAP's ERP Systems 


SAP is the world’s leading supplier of enterprise resources 
planning (ERP) software; it introduced the world’s first 
ERP system in 1973. So great was the demand for its soft- 
ware that it had to train thousands of IT consultants from 
companies like IBM, HP, Accenture, and Cap Gemini to 
install and customize it to meet the needs of companies 
around the globe. SAP’s ERP system is popular because it 
manages functional activities at all stages of a company’s 
value chain, as well as resource transfers between a com- 
pany’s different divisions. 

First, SAP’s software has modules specifically de- 
signed to manage each core functional activity. Each 
module contains the set of best practices that SAP’s IT 
engineers have found works in building competencies in 
efficiency, quality, innovation, and responsiveness to cus- 
tomers. Each function inputs its data into its functional 
module in the way specified by SAP. For example, sales 
inputs all the information about customer needs required 
by SAP’s sales module, and materials management inputs 
information about the product specifications it requires 
from suppliers into SAP’s materials-management mod- 
ule. Each SAP module functions as an expert system that 
can reason through the information that functional 
managers put into it. It then provides managers with 
real-time feedback about the current state of vital func- 
tional operations—and gives recommendations that 
allow managers to improve them. However, the magic of 
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ERP does not stop there. SAP’s ERP software then con- 
nects across functions inside each division. This means 
that managers in all functions of a division have access to 
other functions’ expert systems, and SAP’s software is de- 
signed to alert managers when their functional opera- 
tions are affected by changes taking place in another 
function. Thus, SAP’s ERP software allows managers 
throughout a division to better coordinate their activities, 
which is a major source of competitive advantage. 
Moreover, SAP software, running on corporate 
mainframe computers, takes the information from all 
the different expert systems in the divisions and creates a 
companywide ERP system that provides corporate man- 
agers with an overview of the operations of all a com- 
pany’s divisions. In essence, SAP’s ERP system creates a 
sophisticated corporate-level expert system that can rea- 
son through the huge volume of information being pro- 
vided by all its divisions and functions. The ERP system 
can then recognize and diagnose common issues and 
problems and recommend organizationwide solutions, 
such as by suggesting new ways to leverage, transfer, and 
share competencies and resources. Top managers, armed 
with the knowledge that their ERP software provides, can 
also use it to adjust their business model with the chang- 
ing environment. The result, SAP claims, is that when a 
multidivisional company implements its corporatewide 
ERP software, it can achieve productivity gains of 30 to 
50%, which amounts to billions of dollars of savings for 
large multinational companies like Nestlé and Exxon.* 
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Implementing Strategy Across Countries 


Global strategy can play a crucial role in strengthening the business model of both 
single-business and multibusiness companies. Indeed, few large companies that have ex- 
panded into new industries have not already expanded globally and replicated their 
business model in new countries to grow their profits. Companies can use four basic 
strategies as they begin to market their products and establish production facilities abroad: 


e A localization strategy is oriented toward local responsiveness, and a company de- 
centralizes control to subsidiaries and divisions in each country in which it oper- 
ates to produce and customize products to local markets. 


e@ An international strategy is based on R&D and marketing being centralized at home 
and all the other value creation functions being decentralized to national units. 


e@ A global standardization strategy is oriented toward cost reduction, with all the 
principal value creation functions centralized at the optimal global location. 


e@ A transnational strategy is focused so that it can achieve local responsiveness and 
cost reduction. Some functions are centralized and others are decentralized at the 
global location best suited to achieving these objectives. 


The need to coordinate and integrate global value chain activities increases as a com- 
pany moves from a localization to an international, to a global standardization, and then 
to a transnational strategy. To obtain the benefits of pursuing a transnational strategy, a 
company must transfer its distinctive competencies to the global location where they 
can create the most value and establish a global network to coordinate its divisions at 
home and abroad. The objective of such coordination is to obtain the benefits from 
transferring or leveraging competencies across a company’s global business units. Thus, 
the bureaucratic costs associated with solving the communication and measurement 
problems that arise in managing handoffs or transfers across countries are much higher 
for companies pursuing a transnational strategy than it is for those pursuing the other 
strategies. The localization strategy does not require coordinating activities on a global 
level because value creation activities are handled locally, by country or world region. 
The international and global standardization strategies fit between the other two strate- 
gies: although products have to be sold and marketed globally, and hence global product 
transfers must be managed, there is less need to coordinate skill and resource transfers 
when using an international strategy than there is when using a transnational strategy. 

The implication is that, as companies change from a localization to an interna- 
tional, global standardization, or transnational strategy, they require a more complex 
structure, control system, and culture to coordinate the value creation activities asso- 
ciated with implementing that strategy. More complex structures economize on bu- 
reaucratic costs. In general, the choice of structure and control systems for managing 
a global business is a function of three factors: 


1. The decision about how to distribute and allocate responsibility and authority 
between managers at home and abroad so that effective control over a company’s 
global operations is maintained 


2. The selection of the organizational structure that groups divisions both at home 
and abroad in a way that allows the best use of resources and serves the needs of 
foreign customers most effectively 


3. The selection of the right kinds of integration and control mechanisms and orga- 
nizational culture to make the overall global structure function effectively 


TABLE 13.2 
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Global Strategy/Structure Relationships 


Global 


Localization International Standardization Transnational 
Strategy Strategy Strategy Strategy 


Low <——_—_————————— Need for Coordination ——————_5 High 
Low <———_——————————- Bureaucratic Costs -——————5 High 


Centralization Decentralized to Core competencies Centralized at Simultaneously 
of Authority national unit centralized; others optimal global centralized and 


decentralized to location decentralized 


national units 


Horizontal Global-area Global-division Global product- Global-matrix 
Differentiation structure structure group structure structure, 


matrix-in-the-mind 


Need for Complex Low Medium High Very high 


Integrating 
Mechanisms 


Organizational Not important Quite important Important Very important 


Culture 
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Global-Area Structure 


Table 13.2 summarizes the appropriate design choices for companies pursuing 
each of these strategies. 


When a company pursues a localization strategy, it generally operates with a global- 
area structure (see Figure 13.2). When using this structure, a company duplicates all 
value creation activities and establishes an overseas division in every country or 
world area in which it operates. Authority is decentralized to managers in each over- 
seas division, who devise the appropriate strategy for responding to the needs of the 
local environment. Managers at global headquarters use market and output controls, 
such as ROIC, growth in market share, and operation costs, to evaluate the perform- 
ance of overseas divisions. On the basis of such global comparisons, they can make 
decisions about capital allocation and orchestrate the transfer of new knowledge 
among divisions. 

A company that makes and sells the same products in many different countries 
often groups its overseas divisions into world regions to simplify the coordination of 


Corporate 
Headquarters 
North American South American European Pacific 


region region region region 
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products across countries. Europe might be one region, the Pacific Rim another, and 
the Middle East a third. Grouping allows the same set of output and behavior controls 
to be applied across all divisions inside a region. Thus, global companies can reduce 
communications and transfer problems because information can be transmitted more 
easily across countries with broadly similar cultures. For example, consumers’ prefer- 
ences regarding product design and marketing are likely to be more similar among 
countries in one world region than among countries in different world regions. 

Because the overseas divisions themselves have little or no contact with others in 
different regions, no integrating mechanisms are needed. Nor does a global organiza- 
tional culture develop because there are no transfers of skills or resources or transfer 
of managerial personnel among the various world regions. Historically, car compa- 
nies such as DaimlerChrysler, GM, and Ford used global-area structures to manage 
their overseas operations. Ford of Europe, for example, had little or no contact with 
its U.S. parent; capital was the principal resource exchanged. 

One problem with a global-area structure and a localization strategy is that the 
duplication of specialist activities across countries raises a company’s overall cost 
structure. Moreover, the company is not taking advantage of opportunities to trans- 
fer, share, or leverage its competencies and capabilities on a global basis; for example, 
it cannot apply the low-cost manufacturing expertise that it has developed in one 
world region to another. Thus, localization companies lose the many benefits of op- 
erating globally. As Chapter 8 discussed, the popularity of this strategic orientation 
has decreased. 


elmplementing an A company pursuing an international strategy adopts a different route to global ex- 
International pansion. Normally, the company shifts to this strategy when it decides to sell domes- 
Strategy _ tically made products in markets abroad. Until the 1990s, for example, companies 
such as Mercedes-Benz and Jaguar made no attempt to produce in a foreign market; 
instead, they distributed and sold their domestically produced cars internationally. 
Such companies usually just add a foreign sales organization to their existing structure 
and continue to use the same control system. If a company is using a functional 
structure, this department has to coordinate manufacturing, sales, and R&D activi- 
ties with the needs of the foreign market. Efforts at customization are minimal. In 
overseas countries, a company usually establishes a subsidiary to handle local sales 
and distribution. For example, the Mercedes-Benz overseas subsidiaries allocate deal- 
erships; organize supplies of spare parts; and, of course, sell cars. A system of behav- 
ior controls is then established to keep the home office informed of changes in sales, 
spare parts requirements, and so on. 

A company with many different products or businesses operating from a multidivi- 
sional structure has the challenging problem of coordinating the flow of different prod- 
ucts across different countries. To manage these transfers, many companies create a 
global division, which they add to their existing divisional structure (see Figure 13.3).!° 
Global operations are managed as a separate divisional business, with managers given 
the authority and responsibility for coordinating domestic product divisions with 
overseas markets. The global division also monitors and controls the overseas sub- 
sidiaries that market the products and decides how much authority to delegate to man- 
agers in these countries. 

This arrangement of tasks and roles reduces the transaction of managing hand- 
offs across countries and world regions. However, managers abroad are essentially 
under the control of managers in the global division, and if domestic and overseas 
managers compete for control of strategy making, conflict and lack of cooperation 
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may result. Many companies such as IBM, Citibank, and DaimlerChrysler have expe- 
rienced this problem. Very often, significant strategic control has been decentralized 
to overseas divisions. When cost pressures force corporate managers to reassess their 
strategy and they decide to intervene, such intervention frequently provokes resist- 
ance, much of it due to differences in culture—not just corporate but also country 
differences. 


When a company embarks on a global standardization strategy today, it locates its 
manufacturing and other value chain activities at the global location that will allow it 
to increase efficiency, quality, and innovation. In doing so, it has to solve the prob- 
lems of coordinating and integrating its global value chain activities. It has to find a 
structure that lowers the bureaucratic costs associated with resource transfers be- 
tween corporate headquarters and its overseas divisions and provides the centralized 
control that a global standardization strategy requires. The answer for many compa- 
nies is a global product-group structure (see Figure 13.4). 

In this structure, a product-group headquarters is created to coordinate the activ- 
ities of a company’s home and overseas operations. The managers at each product 


Product Product Product 
group 1 group 2 group 3 


a a 


United United 


: J [F 
States Kingdom acd poe 


CHAPTER 13 Implementing Strategy in Companies That Compete Across Industries and Countries 


group’s headquarters decide where to locate the different functions at the optimal 
global location for performing that activity. For example, Phillips has one product 
group responsible for global R&D, manufacturing, marketing, and sales of its light 
bulbs; another for medical equipment; and so on. The headquarters of the medical 
division and its R&D is located in Bothell, Washington; manufacturing is done in 
Taiwan; and the products are sold by sales subsidiaries in each local market. 

The product-group structure allows managers to decide how best to pursue a 
global standardization strategy—for example, to decide which value chain activities, 
such as manufacturing or product design, should be performed in which country to 
increase efficiency. Increasingly, U.S. and Japanese companies are moving manufac- 
turing to low-cost countries such as China but establishing product design centers in 
Europe or the United States to take advantage of foreign skills and capabilities and 
thus obtain the benefits from this strategy. 


elmplementing a The main failing of the global product-group structure is that, although it allows a 
Transnational company to achieve superior efficiency and quality, it is weak when it comes to re- 
Strategy sponsiveness to customers because the focus is still on centralized control to reduce 
costs. Moreover, this structure makes it difficult for the different product divisions to 
trade information and knowledge and to obtain the benefits from transferring, shar- 
ing, and leveraging their competencies. Sometimes the potential gains from sharing 
product, marketing, or R&D knowledge among product groups are high, but so too 
are the bureaucratic costs associated with achieving these gains. Is there a structure 
that can simultaneously economize on these costs and provide the coordination nec- 
essary to obtain these benefits? 

In the 1990s, many companies implemented a global-matrix structure to simulta- 
neously lower their global cost structures and differentiate their activities through 
superior innovation and responsiveness to customers globally. Figure 13.5 shows 
such a structure that might be used by a company like Ford, HP, SAP, or Nestlé. On 
the vertical axis, instead of functions are the company’s product groups. These groups 
provide specialist services such as R&D, product design, and marketing information 
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Using IT to Make Nestlé’s Global 
Structure Work 


Nestlé, based in Vevey, Switzerland, is the world’s biggest 
food company, with global sales in excess of $65 billion in 
2004. The company has been pursuing an ambitious pro- 
gram of global expansion by acquiring many famous 
companies—for instance, Perrier, the French mineral 
water producer, and Rowntree, the British candy maker. 
In the United States, Nestlé bought the giant Carnation 
Company, Stouffer Foods, Contadina, Ralston Purina, 
and Dreyer’s Grand Ice Cream. 

Traditionally, Nestlé pursued a localization strategy 
and managed its operating companies through a global- 
area structure. In each country, each individual division 
(such as its Carnation division) was responsible for man- 
aging all aspects of its business-level strategy: in other 
words, companies were free to control their own product 
development and marketing and to manage all local op- 
erations. Nestlé’s corporate executives at the Vevey head- 
quarters made acquisitions, expansions, and corporate 
resource decisions such as capital investment. Because all 
important decisions were made centrally, the size of the 
corporate staff increased dramatically. 

In the 1990s, Nestlé realized it had major problems. 
Corporate managers had become remote from the diffi- 
culties experienced by the individual operating divisions 
or companies, and the centralized structure slowed deci- 
sion making and made it difficult for Nestlé to respond 
quickly to the changing environment. Moreover, the 
company was forfeiting all the possible benefits from 
sharing and leveraging its distinctive competencies in 
food product development and marketing, both between 
divisions in a product group and between product 
groups and world regions. Because each product group 
operated separately, corporate executives could not inte- 
grate product-group activities around the world. To raise 
corporate performance, Nestlé’s managers sought to find 
a new way of organizing its activities. 

Its CEO at the time, Helmut Maucher, started restruc- 
turing Nestlé from the top down. He stripped away the 
power of corporate managers by decentralizing authority 
to the managers of seven global product groups that he 
created to oversee the company’s major product lines (for 
example, coffee, milk, and candy). Each global product 


group was to integrate the activities of all the operating 
divisions in its group to transfer and leverage distinctive 
competencies to create value. After the change, managers 
in the candy product group, for instance, began orches- 
trating the marketing and sale of Rowntree candy prod- 
ucts, such as After Eight Mints and Smarties, throughout 
Europe and the United States, and sales climbed by 60%. 

Maucher then grouped all divisions within a country 
or world region into one national or regional strategic 
business unit (SBU) and created a team of SBU managers 
to link, coordinate, and oversee their activities. When the 
different divisions started to share joint purchasing, mar- 
keting, and sales activities, major cost savings resulted. In 
the United States, the SBU management team reduced 
the number of sales officers nationwide from 115 to 
twenty-two and decreased the number of suppliers of 
packaging from forty-three to three. 

Finally, Maucher decided to use a matrix structure to 
integrate the activities of the seven global-product 
groups with the operations of Nestlé’s country-based 
SBUs. The goal of this matrix structure is to have the 
company pursue a transnational strategy that allows it to 
obtain the gains from both differentiation through global 
learning and cost reduction. For example, regional SBU 
managers now spend considerable time in Vevey with 
product-group executives discussing ways of exploiting 
and sharing the resources of the company on a global 
basis. 

Although the new decentralized matrix structure im- 
proved Nestlé’s ability to coordinate its structure, by 
1998, it was clear that it still was not providing enough 
integration and coordination. Although more coordina- 
tion was taking place between product groups inside a re- 
gion such as the United States, little coordination was 
taking place across world regions. Nestlé’s top managers 
searched for ways to improve integration on a global 
scale. Their conclusion was that more output and behay- 
ior control was needed so that different product groups 
and regional SBUs could learn from and understand what 
everyone else was doing—for example, what their prod- 
uct development plans were or how each product group 
handled its global supply chain. 

Nestlé’s solution was to sign a $300 million contract 
with SAP in 2002 to install and maintain a companywide 
ERP system to integrate across all its global operations. 
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to its overseas divisions, which are often grouped by world region. These might be 
the petroleum, plastics, pharmaceuticals, or fertilizer product groups. On the hori- 
zontal axis are the company’s overseas divisions in the various countries or world regions 
in which it operates. Managers at the regional or country level control local operations. 
Through a system of output and behavior controls, they then report to managers in 
product-group headquarters in the United States and ultimately to the CEO. Managers 
for world regions or countries are also responsible for working with U.S. product- 
group managers to develop the control and reward systems that will promote trans- 
fer, sharing, or leveraging of competencies. 

Implementing a matrix structure thus decentralizes control to overseas managers 
and provides them with considerable flexibility for managing local issues, but it can 
still give product-group and top corporate executives in the United States the central- 
ized control they need to coordinate company activities on a global level. The matrix 
structure can allow knowledge and experience to be transferred among divisions in 
both product groups and geographic regions because it offers many opportunities 
for face-to-face contact between managers at home and abroad. The matrix also fa- 
cilitates the transmission of a company’s norms and values and, hence, the develop- 
ment of a global corporate culture. This is especially important for a company with 
far-flung global operations for which lines of communication are longer. Club Med, 
for instance, uses a matrix to standardize high-quality customer service across its 
global vacation villages. Nestlé’s experience with the global-matrix structure is pro- 
filed in Strategy in Action 13.2. 

Nestlé is not the only company to find the task of integrating and controlling a 
global-matrix structure a difficult task. Some, like ABB and Motorola, and Ford dis- 
cussed in the Opening Case, have dismantled their matrix structures and moved to a 
simplified global product-group approach using IT to integrate across countries. If a 
matrix is chosen, however, other possible ways of making it work effectively include 
developing a strong cross-country organizational culture to facilitate communica- 
tion and coordination among managers. For example, many companies are increas- 
ingly transferring managers between their domestic and overseas operations so they 
can implant the domestic culture in the new location and also learn by studying how 
their structure and systems work in the foreign country. 
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Toyota has made great efforts to understand how to manage car plants in overseas 
locations and how to transplant its culture into those plants. When it decided to 
enter and make cars in the United States, it first formed a joint venture with GM, and 
the companies combined their expertise in this carmaking venture, which was 
known as NUMMIL. Toyota was responsible for implanting its knowledge of lean pro- 
duction in this plant; all the workers were cross-trained and taught how to monitor 
and benchmark their own performance and how to work in quality teams to improve 
it. Toyota then took all its learning from this venture and transferred it to its wholly 
owned car plant in Georgetown, Kentucky, where it turns out cars with as good a re- 
liability record as those produced in its Japanese plants. 

Every Toyota plant is under the control of Japanese managers, however, and 
managers from Toyota’s Japanese headquarters are constantly monitoring its plants’ 
performance and transferring and implanting Toyota’s R&D innovations into its 
next car models. Toyota used a similar implementation strategy when it established 
car component and assembly operations in south Wales to serve the European 
Union market. Indeed, it chose south Wales and Virginia as locations for its plants 
because both regions have a strong local culture based on family and tradition that 
closely parallels Japan’s culture. Toyota’s managers felt that a similar local culture 
would enable them to better implement Toyota’s highly efficient work processes and 
procedures. 

As the example of Toyota suggests, forming global networks of managers who can 
move to and work in other countries so they can turn to each other for help is an im- 
portant aspect of helping a company realize the benefits from its global operations. 
When managers can hold a matrix-in-the-mind—that is, learn to think about how 
they could transfer competencies around the company to create value—they can 
work to develop an information network that lets a company capitalize globally on 
the skills and capabilities of its employees.!®° To foster the development of the matrix- 
in-the-mind concept and promote cooperation, companies are increasingly making 
use of IT’s integrating capability by using online teleconferencing, email, and global 
intranets among the parts of their global operations. For example, Hitachi coordi- 
nates its nineteen Japanese laboratories by means of an online teleconferencing sys- 
tem. Both Microsoft and HP make extensive use of global intranets to integrate their 
activities, and Nestlé still hopes its Globe Project will accomplish the same goal. 


Entry Mode and Implementation 


e Internal New 
Venturing 


As we discussed in Chapter 10, many organizations today are altering their business 
models and strategies and restructuring their organizations to find new ways to use 
their resources and capabilities to create value. This section focuses on the implemen- 
tation issues that arise when companies use the three different modes of entry into 
new industries: internal new venturing, joint ventures, and mergers and acquisitions. 


Chapter 10 discussed how companies can enter new industries by using internal new 
venturing and by transferring and leveraging their existing resources to create the set 
of value chain activities necessary to compete effectively in a new industry. How can 
managers create a setting in which employees are to be encouraged to act in ways that 
allow them to see how their functional competencies or products can be used in 
other industries? Specifically, how can structure, control, and culture be used to in- 
crease the success of the new-venturing process? 
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At the heart of the issue is that corporate managers must treat the internal new- 
venturing process as a form of entrepreneurship and the people who are to pioneer 
and lead new ventures as intrapreneurs (inside or internal entrepreneurs). This 
means that organizational structure, control, and culture must be designed to en- 
courage creativity and give new-venture managers autonomy and freedom to de- 
velop and champion new products. At the same time, corporate managers want to 
make sure that the investment in new markets will be profitable and that a fit does 
exist between the new industry and the old one so that benefits can in fact be lever- 
aged.!” As we discussed in Chapter 10, 3M is one company that carefully uses struc- 
ture, control, and culture to create a formal organizationwide new-venturing process 
that is one of the best known for promoting product innovation. 3M’s goal is that at 
least 30% of its growth in sales each year should be attributed to new products devel- 
oped within the past five years. To achieve this challenging goal, 3M has developed an 
implementation formula to ensure that its employees are provided with the freedom 
and motivation to experiment and take risks. 

On the structure side, 3M recognized early the increasing importance of linking 
and coordinating the efforts of people in different functions to speed product devel- 
opment. As noted in the previous chapter, people in different functions tend to de- 
velop different subunit orientations and to focus their efforts on their own tasks to 
the exclusion of the needs of other functions. The danger of such tendencies is that 
each function will develop norms and values that suit its own needs but do little to 
promote organizational coordination and integration. 

To avoid this problem, 3M established a system of cross-functional teams com- 
posed of members of product development, process development, marketing, manu- 
facturing, packaging, and other functions to create organizationwide norms and values 
of innovation. So that all groups have a common focus, the teams work closely with 
customers; customers’ needs become the platform on which the different functions can 
then apply their skills and capabilities.!® For example, one of 3M’s cross-functional 
teams worked closely with disposable diaper manufacturers to develop the right kind 
of sticky tape for their needs. To promote integration in the team and foster coopera- 
tive norms and values, each team is headed by a so-called product champion who 
takes responsibility for building cohesive team relationships and developing a team 
culture. In addition, one of 3M’s senior managers becomes a management sponsor 
whose job is to help the team get resources and to provide support when the going 
gets tough. After all, product development is a highly risky process; many projects do 
not succeed. 

3M is also careful to use integrating mechanisms such as high-level product de- 
velopment committees to screen new ideas. Proven entrepreneurs and experienced 
managers from the other divisions and from R&D, marketing, sales, and manufactur- 
ing serve on this committee to screen the new ideas. New-product champions defend 
their products and projects before this committee to secure the resources for devel- 
oping them. (Chapter 4 described this development funnel.) On the control side, 3M 
copied HP and developed a companywide norm that researchers should use 15% of 
their time on their own projects, which helps create new products such as Post-it 
Notes. In addition, 3M is careful to establish career ladders for its scientists in order 
to gain their long-term commitment, and it rewards successful product innovators. 
For example, it established the Golden Step program that gives employees substantial 
monetary bonuses to honor and reward the launch of successful new products and to 
develop norms and values that support and reward the sharing of information 
among scientists and people in different functions. 


PART 4 


Implementing Strategy 


3M’s structure and control systems have created an atmosphere in which employ- 
ees know it is better to take a chance and risk making a mistake than to do nothing at 
all. Managers understand that their job is to encourage creativity in their employees 
and teams and to foster a culture of innovation. However, the regular work of the or- 
ganization goes on side by side with all this intrapreneurial activity. 

The other main approach to internal new venturing has been championed by 
those who believe that the best way to encourage new-product development is to sep- 
arate this effort from the rest of the organization. To provide new-venture managers 
with the autonomy to experiment and take risks, the company sets up a new-venture 
division, separate and independent from its other divisions, for the development of a 
new product. The logic behind this is that if a new-product team works from within a 
company’s existing structure, its members will never have the freedom or autonomy 
to pursue radical new-product ideas. Away from the day-to-day scrutiny of top man- 
agers, new-venture managers will be able to pursue the creation of a new product and 
develop a new business model as though they were external entrepreneurs. 

The new-venture division is controlled in a way that reinforces the entrepreneur- 
ial spirit. Thus, strict output controls are regarded as inappropriate because they can 
promote short-term thinking and inhibit risk taking. Instead, stock options are often 
used to reinforce a culture for entrepreneurship. Another issue with output controls 
is to keep top managers at bay. The thinking is that the upfront R&D costs of new 
venturing are high and its success is uncertain. After spending millions of dollars, 
corporate managers might become concerned about the new-venture division’s per- 
formance and might try to introduce tight output controls or strong budgets to in- 
crease accountability, measures that hurt the entrepreneurial culture.!? Corporate 
managers may believe it is important to institute behavior and output controls that 
put some limits on freedom of action; otherwise, costly mistakes may be made and 
resources wasted on frivolous ideas. 

Recently, there have been some indications that 3M’s internal approach may be su- 
perior to the use of external new-venture divisions. It appears that many new-venture 
divisions have failed to get successful new products to market. And even if they do, usu- 
ally the new-venture division eventually begins to operate like any other division, and a 
company’s cost structure rises because of the duplication of value chain activities. 

Another issue is that scientists are often not the best people to develop successful 
business models because they lack formal training. Just as many medical doctors are 
earning MBAs today to understand the many strategic issues confronting their pro- 
fession, so scientists need to be able to think strategically, and these skills may be 
lacking in a new-venture division. 

HP illustrates many of these issues. Early in its history, HP used the new-venturing 
approach. As soon as a new self-supporting product was developed in one of HP’s 
operating divisions, a new-venture division was spun off to develop and market the 
product. In this fashion, HP’s goal was to keep its divisions small and entrepreneur- 
ial. Soon HP had over twenty-eight different divisions, each with its own value chain 
functions. At first, the value these divisions created exceeded their operating costs, 
but then problems emerged because of changing technological conditions. Because 
they were operated separately, the divisions could not learn from each other, and be- 
cause they all had separate R&D departments, sales forces, and so on, they began to 
compete for resources. For example, when one HP scientist pioneered what was to 
become biotechnology, the managers of other divisions could not see how it related 
to HP’s existing activities and would not fund it. HP became saddled with high oper- 
ating costs and missed product opportunities. To solve the problem, it merged some 
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divisions and brought their technologies and product lines together. It also sold off 
divisions to other companies to focus its activities and thus make it easier to transfer 
resources between its divisions. 


e Joint Venturing Internal new venturing is one important way in which large, established companies 
can maintain their momentum and grow from within.7° One alternative is for two 
companies to establish a joint venture and to collaborate on the development of a 
new business model to compete in a new market or industry. Often in joint ventur- 
ing, two or more companies agree to pool specific resources and capabilities that they 
believe will create more value for both companies, and they appoint managers from 
both companies to oversee the new operation. In this case, no separate entity is set 
up. Sometimes companies do establish a separate company and agree to share own- 
ership of the new company, often 50/50 ownership, but sometimes one company in- 
sists on having a 51% or more stake to give it the controlling interest. The companies 
then transfer to the new company whatever resources and capabilities they have 
agreed on to help it pursue the business model that will promote both companies’ in- 
terests. From an implementation perspective, important issues concern the way the 
venture is structured and controlled and the problems that frequently emerge in 
managing differences between the cultures of companies in a joint venture. 

Allocating authority and responsibility is the first major implementation issue 
companies have to decide on. Both companies need to be able to monitor the 
progress of the joint venture so that they can learn from its activities and benefit 
from their investment in it. Some companies prefer to establish a new company and 
obtain a 51% ownership of it because then they can solve the problem of which com- 
pany will have the ultimate authority and control over the new venture. As discussed in 
Chapter 8, a company also risks losing control of its core technology or competence 
when it enters into a strategic alliance. Because the future is unknown, it is unclear 
which company will benefit the most from whatever innovations the new company 
might develop.”! A joint venture can also be dangerous not only because the partners 
may take whatever they learn and then go it alone, but also because the other party 
might be acquired by a competitor. For example, Compaq shared its technical knowl- 
edge with a company in the computer storage industry to promote joint product devel- 
opment, only to watch helplessly as that company was acquired by Sun Microsystems, 
which consequently obtained Compaq’s knowledge. 

The implementation issues are strongly dependent on whether the purpose of the 
joint venture is to share and develop technology, jointly distribute and market prod- 
ucts and brands, or share access to customers. Sometimes companies can simply re- 
alize the joint benefits from collaboration without having to form a new company. 
For example, Nestlé and Coca-Cola announced a ten-year joint venture, to be called 
Beverage Partners Worldwide, through which Coca-Cola will distribute and sell 
Nestlé’s Nestea iced tea, Nescafé, and other brands throughout the globe.” Simi- 
larly, Starbuck’s Frappuccino is distributed by Pepsi. In this kind of joint venture, 
both companies can gain from sharing and pooling different competencies so that 
both realize value that would not otherwise be possible. In these cases, issues of own- 
ership are less important, although the issue of allocating responsibility and moni- 
toring performance remains. 

Once the ownership issue has been settled, one company appoints the CEO, who is 
responsible for creating a cohesive top management team from the ranks of managers 
who have been transferred from the parent companies. The job of the top manage- 
ment team is to develop a successful business model. These managers then need to 
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e Mergers and 
Acquisitions 


choose an organizational structure, such as the functional or product team, that will 
make the best use of the resources and skills transferred from the parent. The need to 
provide a framework that combines their activities and integrates people and func- 
tions is of paramount importance. So is the need to build a new company culture that 
can unite the members of the hitherto different cultures. In essence, top managers 
need to solve all the implementation problems discussed in the previous chapter. 

Because solving these issues is expensive and time-consuming, it is not surprising 
that, if a lot is at stake and the future possibilities are unknown, many companies de- 
cide that they would be better off by acquiring the other company and integrating it 
into their operations. This has been Microsoft’s favored strategy in recent years as it 
enters new industries in the computer sector. Normally, it takes a 51% stake in an 
emerging company that gives it the right to buy out the company and integrate it into 
Microsoft should it have technology that proves vital to Microsoft’s future interests. 
Then, Microsoft shares its resources and expertise with the new company to spur its 
research and development. If the stakes are less, however, and the future is easier to 
forecast, as in the venture between Coca-Cola and Nestlé, then it makes sense to es- 
tablish a new entity that can manage the transfers of complementary resources and 
skills between companies. 


Mergers and acquisitions are the third and most widely used vehicle that companies 
can use to enter new industries or countries.”> How to implement structure, control 
systems, and culture to manage a new acquisition is important because many acqui- 
sitions are unsuccessful. And one of the main reasons acquisitions perform poorly is 
that many companies do not anticipate the difficulties associated with merging or in- 
tegrating new companies into their existing operations.”* 

At the level of structure, managers of both the acquiring and acquired companies 
have to confront the problem of how to establish new lines of authority and responsibil- 
ity that will allow them to make the best use of both companies’ competencies. The mas- 
sive merger between HP and Compag illustrates the issues. Before the merger, the top 
management teams of both companies spent thousands of hours analyzing the range 
of both companies’ activities and performing a value chain analysis to determine how 
cost and differentiation advantages might be achieved. Based on this analysis, they 
merged all of both company’s divisions into four main product groups. 

Imagine the problems deciding who would control which group and which op- 
erating division and to whom these managers would report! To counter fears that 
infighting would prevent the benefits of the merger from being realized, the compa- 
nies’ top executives were careful to announce in press releases that the process of 
merging divisions was going smoothly and that battles over responsibilities and con- 
trol of resources were being resolved. One problem with a mishandled merger is that 
skilled managers who feel they have been demoted will leave the company, and if 
many do leave, this also may prevent the benefits of the merger from being realized. 

Once the issue of lines of authority has been addressed, the merged companies 
must decide how to coordinate and streamline operations to reduce costs and lever- 
age competencies. For large companies, as for HP, the answer is the multidivisional 
structure, but important control issues have to be resolved. In general, the more 
similar or related are the acquired companies’ products and markets, the easier it is 
to integrate their operations. If the acquiring company has an efficient control sys- 
tem, it can be adapted to the new company to standardize the way its activities are 
monitored and measured. Or managers can work hard to combine the best elements 
of each company’s control systems and cultures or introduce a new IT system. 
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If managers make unrelated acquisitions, however, and then try to interfere with 
a company’s strategy in an industry they know little about or apply inappropriate 
structure and controls to manage the new business, then major strategy implementa- 
tion problems can arise. For example, if managers try to integrate unrelated compa- 
nies with related ones in the search for some elusive benefits, apply the wrong kinds 
of controls at the divisional level, or interfere in business-level strategy, corporate 
performance can suffer as bureaucratic costs skyrocket. These mistakes explain why 
related acquisitions are sometimes more successful than unrelated ones.”° 

Even in the case of related diversification, the business processes of each company 
frequently are different, and their computer systems may be incompatible, as in the 
Nestlé case. The issue facing the merged company is how to use output and behavior 
controls to standardize business processes and reduce the cost of handing off and 
transferring resources. While installing the SAP software, for example, managers in 
charge of the U.S. effort discovered that each of Nestlé’s 150 different U.S. divisions 
was buying its own supply of vanilla from the same set of suppliers. However, the di- 
visions were not sharing information about these purchases, and vanilla suppliers, 
dealing with each Nestlé division separately, tried to charge each division as much as 
they could, with the result that each division paid a different price for the same 
input!*° Each division at Nestlé used a different code for its independent purchase, 
and managers at U.S. headquarters did not have the information to discover this. 
SAP’s software provides such information. 

Finally, even when acquiring a company in a closely related industry, managers 
must realize that each company has a unique culture, or way of doing things. Such idio- 
syncrasies must be understood in order to manage the merged company effectively. In- 
deed, such idiosyncrasies are likely to be especially important when companies from 
different countries merge. Over time, top managers can change the culture and alter the 
internal workings of the company, but this is a difficult implementation task. 

In sum, managers’ capabilities in organizational design are vital in ensuring the 
success of a merger or acquisition. Their ability to integrate and connect divisions to 
leverage competencies ultimately determines how well the new merged company will 
perform.”’ The path to merger and acquisition is fraught with danger, which is why 
some companies claim that internal new venturing is the safest path and that it is best 
to grow organically from within. Yet with industry boundaries blurring and new 
global competitors emerging, companies often do not have the time or resources to 
go it alone. How to enter a new industry or country is a complex implementation 
issue that requires thorough strategic analysis. 


Information Technology, the Internet, and Outsourcing 


The many ways in which advances in information technology (IT) affect strategy im- 
plementation is an important issue today. Evidence that managerial capabilities in 
managing IT can bea source of competitive advantage is growing; companies that do 
not adopt leading-edge information systems are likely to be at a competitive disad- 
vantage. IT includes the many different varieties of computer software platforms and 
databases and the computer hardware on which they run, such as mainframes and 
servers. IT also encompasses a broad array of communication media and devices that 
link people, including voice mail, email, voice conferencing, videoconferencing, the 
Internet, groupware and corporate intranets, cell phones, fax machines, personal dig- 
ital assistants (PDAs), smart phones, and so on.”8 
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At the level of organizational structure, control, and culture, IT has given strategic 
managers many new options in implementing their strategies. IT is instrumental in 
both shaping and integrating resources and capabilities—capabilities that can be dif- 
ficult to imitate because they are often embedded in firm-specific IT skills. Wal-Mart, 
for example, legally protected what it regards as a core competency in IT by blocking 
the movement of some of its key programmers to dot-coms like Amazon.com. A 
company’s ability to pursue a cost-leadership or differentiation business model de- 
pends on its possession of distinctive competencies in efficiency, quality, innovation, 
and customer responsiveness, and IT has a major impact on these sources of compet- 
itive advantage.”° 

Information technology enables companies to integrate knowledge and expertise 
across functional groups so that they can deliver new differentiated goods and services 
to customers. The way in which Citibank implemented an organizationwide IT system 
to increase responsiveness to customers is instructive. In the 2000s, Citibank set a goal to 
be the premier global international financial company. After studying its business 
model, managers found that the main customer complaint was the amount of time cus- 
tomers had to wait for a response to their request, so Citibank managers set out to 
solve this problem. Teams of managers examined the way Citibank’s current IT system 
worked and then redesigned it to empower employees and reduce the handoffs be- 
tween people and functions. Employees were then given extensive training in operat- 
ing the new IT system. Citibank has been able to document significant time and cost 
savings, as well as an increase in the level of personalized service it is able to offer its 
clients, which has led to a significant increase in the number of global customers.°° 

Indeed, IT has important effects on a company’s ability to innovate. It improves 
the base of knowledge that employees draw on when they engage in problem solving 
and decision making and provides a mechanism for promoting collaboration and in- 
formation sharing both inside and across functions and business units. However, 
knowledge or information availability alone will not lead to innovation; the ability to 
use knowledge creatively is the key to promoting innovation and creating competi- 
tive advantage. One argument is that the absolute level of knowledge a firm possesses 
does not lead to competitive advantage, but the speed or velocity with which it is cir- 
culated in the firm does.*! 

IT transfers knowledge where it can add the highest value to the organization. 
The project-based work that is characteristic of matrix structures provides a vivid ex- 
ample of this process. As a project progresses, the need for particular team members 
waxes and wanes. Some employees will be part of a project from beginning to end, 
and others will be asked to participate only at key times when their expertise is re- 
quired. IT provides managers with the real-time capability to monitor project 
progress and needs, to allocate resources accordingly, and thus to increase the value 
added of each employee. Traditionally, product design has involved sequential pro- 
cessing across functions, with handoffs as each stage of the process is completed 
(see Chapter 4). This linear process is being replaced by parallel, concurrent engi- 
neering made possible through the application of IT that allows employees to work 
simultaneously with continual interaction through electronic communication. All of 
this can promote innovation. 

IT has major effects on other aspects of a company’s structure and control systems. 
The increasing use of IT has been associated with a flattening of the organizational 
hierarchy and a move toward greater decentralization and increased integration 
within organizations. By providing managers with high-quality, timely, and relatively 
complete electronic information, IT has reduced the need for a management hierarchy 
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to coordinate organizational activities. Email systems and the development of organi- 
zationwide corporate intranets are breaking down the barriers that have traditionally 
separated departments, and the result has been improved performance.*? To facilitate 
the use of IT and to make organizational structure work, however, a company must 
create a control and incentive structure to motivate people and subunits, as Strategy 


in Action 13.3 suggests. 


Some companies are taking full advantage of IT’s ability to help them integrate 
their activities to respond better to customer needs. These companies make the most 


Oracle's New Approach to Control 


As we discussed in Chapter 9, Oracle is the second largest 
independent software company after Microsoft. Like Bill 
Gates, Microsoft’s chair, Oracle’s cofounder and chair, 
Larry Ellison, recognized in 1999 that his company had 
a major problem: it was not using the software it had 
developed to control its own activities, even though its 
customers were using the software to control theirs! As a 
result, Oracle was having a difficult time understanding 
its customers’ needs, and internally it was not experienc- 
ing the cost savings that could result from implementing 
its own database and financial control software. Ellison 
moved quickly to change Oracle’s control systems so that 
they were Internet-based. 

One of the main advantages of Internet-based con- 
trol software is that it permits the centralized manage- 
ment of a company’s widespread operations. Corporate 
managers can easily compare and contrast the perform- 
ance of different divisions spread throughout the globe in 
real time and can quickly identify problems and take cor- 
rective action. However, to his embarrassment, Ellison 
discovered that Oracle’s financial and human resource 
information was located on over seventy different com- 
puting systems across the world. It took a lot of time and 
effort to track basic details such as the size of the com- 
pany’s work force and the sales of its leading products. 
As a result, it took a long time to take corrective action, 
and many opportunities were being missed. 

Recognizing the irony of the situation, Ellison ordered 
his managers to change the way the company controlled— 
that is, monitored and evaluated—its activities and to im- 
plement its new Internet-based control systems as quickly 
as possible. His goal was to have all of Oracle’s sales, 
cost, profit, and human resource information systems 


consolidated in two locations and to make this informa- 
tion available to managers throughout the company with 
one click of a mouse. In addition, he instructed managers 
to investigate which kinds of activities were being moni- 
tored and controlled by people and, wherever possible, to 
substitute Internet-based control. For example, previ- 
ously Oracle had over 300 people responsible for moni- 
toring and managing tasks such as paper-based travel 
planning and expense report systems. These tasks were 
automated into software systems and put online, and em- 
ployees were made responsible for filing their own re- 
ports. These 300 people were then transferred into sales 
and consulting positions. The savings was over $1 billion 
a year. 

By using Internet-based software control systems, 
Oracle’s managers are also able to get closer to their cus- 
tomers. Oracle gave all its salespeople new customer rela- 
tionship management software and instructed them to 
enter into the system detailed information about cus- 
tomers’ purchases, future plans, Web orders, and service 
requests. As a result, headquarters managers can now 
track sales orders easily, and if they see problems such as 
lost sales or multiple service requests, they can quickly 
contact customers to solve those problems. This speed 
builds better customer relations. 

So amazed was Ellison at the result of implementing 
Internet software systems that he radically rethought 
Oracle’s control systems. He now believes that, because 
of the advances of modern computer information sys- 
tems, Oracle’s employees should be doing only one of 
three tasks: building its products, servicing its products, 
or selling its products. All other activities should be auto- 
mated by developing new information control systems, 
and it should be the manager’s job to use control only to 
facilitate one of these three front-line activities.‘ 
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e Strategic 
Outsourcing and 
Network Structure 


cost-effective use of their employees’ skills by using a virtual organizational structure. 
The virtual organization is composed of people who are linked by computers, fax 
machines, computer-aided design systems, and video teleconferencing and who may 
rarely, if ever, see one another face to face. People come and go as their services are 
needed, much as in a matrix structure. 

Accenture, the global management consulting company, is becoming just such a 
virtual organization. Consultants are connected by laptops to an organization’s 
knowledge management system, its company-specific information system that system- 
atizes the knowledge of its employees and provides them with access to other employees 
who have the expertise to solve the problems that they encounter as they perform their 
jobs. The consultants pool their knowledge in a massive internal database that they can 
access easily through computer and the company’s intranet. The company’s 40,000 
consultants often work from their homes, traveling to meet the company’s clients 
throughout the world and only rarely stopping at one of Accenture’s branch offices to 
meet their superiors and colleagues. CEO George Shaheen says that the company’s 
headquarters are wherever he happens to be at the time. (He spends 80% of his time 
traveling.)°? 


Information technology has also affected a company’s ability to pursue strategic out- 
sourcing to strengthen its business model. As Chapter 9 discussed, the use of strategic 
outsourcing is increasing rapidly because organizations recognize the many opportu- 
nities it offers to promote differentiation, reduce costs, and increase flexibility. Recall 
that outsourcing occurs as companies use short- and long-term contracts, joint ven- 
tures, and strategic alliances to form relationships with other companies. IT increases 
the efficiency of such relationships. For example, it allows for the more efficient 
movement of raw materials and component parts between a company and its suppli- 
ers and distributors. It also promotes the transfer, sharing, and leveraging of compe- 
tencies between companies, which can lead to design and engineering improvements 
that increase differentiation and lower costs. 

As a consequence, there has been growing interest in electronic business-to-business 
(B2B) networks in which most or all of the companies in an industry (for example, car- 
makers) use the same software platform to link to each other and establish industry 
specifications and standards. Then these companies jointly list the quantity and 
specifications of the inputs they require and invite bids from the thousands of po- 
tential suppliers around the world. Because suppliers use the same software plat- 
form, electronic bidding, auctions, and transactions are possible between buyers and 
sellers around the world. The idea is that high-volume standardized transactions can 
help drive down costs and raise quality at the industry level. The role Li & Fung plays 
in managing the global supply chain for companies in Southeast Asia is instructive in 
this regard, as Strategy in Action 13.4 shows. 

Cross-company global electronic networks reduce the costs associated with find- 
ing and monitoring competing suppliers and make global strategic alliances and 
joint ventures more attractive than vertical integration. In addition, companies that 
use electronic networks not only reduce costs because they increase the pool of po- 
tential suppliers, they also reduce the bargaining power of suppliers. Beyond using IT 
to link backward with suppliers, companies can also use IT to link forward in the 
value chain to connect its operations with those of customers, something that re- 
duces their costs and creates a disincentive for customers to seek other suppliers. 

To implement outsourcing effectively, strategic managers must decide what organi- 
zational arrangements to adopt. Increasingly, a network structure—the set of strategic 
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Li & Fung's Global Supply-Chain lowest cost per unit, Target might first negotiate with a 
Man agement yarn manufacturer in Vietnam to make the yarn, then ! 
ship the yarn to a Chinese supplier to weave it into cloth, : 

Finding the overseas suppliers that offer the lowest- and then ship the cloth to several different factories in I 
priced and highest-quality products is an important task Malaysia and the Philippines to cut the cloth and sew the 
facing the managers of global organizations. These sup- __ shirts. Another company might take responsibility for : 
pliers are located in thousands of cities in many countries packaging and shipping the shirts to wherever in the I 
around the world, so finding them is difficult. Often world they are required. Because a company like Target : 
global companies use the services of foreign intermedi- _ has thousands of different clothing products under pro- ! 
aries or brokers, located near these suppliers, to find the duction and these products change all the time, the prob- 
one that best meets their input requirements. Li& Fung, —_ lems of managing such a supply chain to get the full cost : 
now run by brothers Victor and William Fung, is one of _ savings from global expansion are clear. I 
these brokers that have helped hundreds of global com- This is the opportunity that Li & Fung has capitalized : 
panies locate suitable foreign suppliers, especially suppli- on. Realizing that many global companies do not have the I 
ers in mainland China. time or expertise to find such specialized low-price sup- : 
In the 2000s, managing global companies’ supply _ pliers, they moved quickly to provide such a service. Li & : 
chains became an even more complicated task because | Fung employs 3,600 agents who travel across thirty-seven I 
overseas suppliers were increasingly specializing in just countries to find new suppliers and inspect existing sup- : 
one part of the task of producing a product in their _ pliers to find new ways to help their clients, global com- I 
search for ways to reduce costs. In the past, a company — panies, get lower prices or higher-quality products. 
such as Target might have negotiated with a supplier to | Global companies are happy to outsource their supply- : 
manufacture 1 million units of a shirt ata certain cost per chain management to Li & Fung because they realize sig- I 
unit. But with specialization, Target might find it can re- nificant cost savings. And although they pay a hefty fee to : 
duce the costs of producing the shirt even further by —_—_ Li & Fung, they avoid the costs of employing their own 
splitting the operations involved in producing the shirt agents. As the complexity of supply-chain management i 
and having different suppliers, often in different coun- continues to increase, more and more companies like Li : 
tries, perform each operation. For example, to get the  & Fung will be appearing.‘ ) 
¢ 


alliances that an organization creates with suppliers, manufacturers, and distributors 
to produce and market a product—is becoming the structure of choice to implement 
outsourcing. An example of a network structure is the series of strategic alliances that 
Japanese carmakers such as Toyota and Honda, and now Ford and GM, have formed 
with their suppliers of inputs, such as car axles, gearboxes, and air conditioning sys- 
tems. Members of the network work together on a long-term basis to find new ways 
to reduce costs and increase the quality of their products. Moreover, developing a 
network structure allows an organization to avoid the high bureaucratic costs of op- 
erating a complex organizational structure. Finally, a network structure allows a 
company to form strategic alliances with foreign suppliers, which gives managers ac- 
cess to low-cost foreign sources of inputs. The way Nike uses a global network struc- 
ture to produce and market its sports, casual, and dress shoes is instructive. 

Nike, located in Beaverton, Oregon, is the largest and most profitable sports shoe 
manufacturer in the world. The key to Nike’s success is the network structure that 
Philip Knight, its founder and CEO, created to allow his company to produce and 
market shoes. The most successful companies today simultaneously pursue a low-cost 


and a differentiation strategy. Knight realized this early and created an organizational 


By far, the largest function at Nike’s headquarters in Beaverton is the design func- 
tion, which is staffed by talented designers who pioneer innovations in sports shoe 
design such as the air pump and Air Jordans that Nike introduced so successfully. De- 
signers use computer-aided design (CAD) to design their shoes, and all new-product 
information, including manufacturing instructions, is stored electronically. When 
the designers have done their work, they relay the blueprints for the new products 
electronically to a network of suppliers and manufacturers throughout Southeast 
Asia with which Nike has formed strategic alliances. Instructions for the design of a 
new sole, for example, may be sent to a supplier in Taiwan, and instructions for the 
leather uppers may be sent to a supplier in Malaysia. These suppliers produce the 
shoe parts, which are then sent for final assembly to a manufacturer in China with 
which Nike has established an alliance. From China, these shoes are shipped to dis- 
tributors throughout the world. Of the 99 million pairs of shoes Nike makes each 


There are three main advantages to this network structure for Nike. First, Nike can 
lower its cost structure because wages in Southeast Asia are a fraction of what they are 
in the United States. Second, Nike can respond to changes in sports shoe fashion very 
quickly. Using its global computer system, it can, literally overnight, change the in- 
structions it gives to each of its suppliers so that, within a few weeks, its foreign manu- 
facturers are producing new kinds of shoes. Any alliance partners that fail to meet 
Nike’s standards are replaced with new partners, so Nike has great control over its net- 
work structure. In fact, the company works closely with its suppliers to take advantage 
of any new developments in technology that can help it reduce costs and increase 
quality. Third, the ability to outsource all its manufacturing abroad allows Nike to 
keep its U.S. structure fluid and flexible. Nike uses a functional structure to organize 
its activities and decentralizes control of the design process to teams that are assigned 
to develop each of the new kinds of sports shoes for which Nike is known. 

In conclusion, the implications of IT for strategy implementation are still evolv- 
ing and will continue to do so as new software and hardware reshape a company’s 
business model and its strategies. IT is changing the nature of value chain activities 
both inside and between organizations, affecting all four building blocks of competi- 
tive advantage. For the multibusiness company, as for the single-business company, 
the need to be alert to such changes to strengthen its position in its core business has 
become vital, and the success of companies like Dell and Wal-Mart compared to the 
failure of others like Gateway and Kmart can be traced, in part, to their success in de- 
veloping the IT capabilities that lead to sustained competitive advantage. 


472 PART 4 Implementing Strategy 
SSS 555 
structure to allow his company to achieve this goal. 
year, 99% are made in Southeast Asia. 
Summary of Chapter 


1. A company uses organizational design to combine 


it economizes on the bureaucratic costs associated 


structure, control systems, and culture in ways that 
allow it to implement its multibusiness model 
successfully. 


. As acompany grows and diversifies, it adopts a multi- 


divisional structure. Although this structure costs 
more to operate than a functional or product structure, 


with operating through a functional structure and en- 
ables a company to handle its value creation activities 
more effectively. 


. As companies change their corporate strategies 


over time, they must change their structures because 
different strategies are managed in different ways. In 
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particular, the move from unrelated diversification to 
vertical integration to related diversification increases 
the bureaucratic costs associated with managing a 
multibusiness model. Each requires a different combi- 
nation of structure, control, and culture to economize 
on those costs. 

4. Asa company moves from a localization to an inter- 
national, global standardization, and transnational 
strategy, it also needs to switch to a more complex 
structure that allows it to coordinate increasingly 
complex resource transfers. Similarly, it needs to 
adopt a more complex integration and control sys- 
tem that facilitates resource sharing and the leverag- 
ing of competencies around the globe. When the 
gains are substantial, companies frequently adopt a 
global-matrix structure to share knowledge and ex- 
pertise or to implement their control systems and 
culture. 


Discussion Questions 


1. When would a company decide to change from a 
functional to a multidivisional structure? 

2. If a related company begins to buy unrelated busi- 
nesses, in what ways should it change its structure or 
control mechanisms to manage the acquisitions? 

3. What prompts a company to change from a global 
standardization to a transnational strategy, and 


5. To encourage internal new venturing, companies 
must design an internal venturing process that gives 
new-venture managers the autonomy they need to de- 
velop new products. Corporate managers need to pro- 
vide the oversight that keeps new-venture managers 
motivated and on track. 

6. The profitability of mergers and acquisitions depends 
on the structure and control systems that companies 
adopt to manage them and the way a company inte- 
grates them into its existing businesses. 

7. IT is having increasingly important effects on the way 
multibusiness companies implement their strategies. 
Not only does IT help improve the efficiency with which 
the multidivisional structure operates, it also allows for 
the better control of complex value chain activities. The 
growth of outsourcing has also been promoted by IT, 
and some companies have developed network struc- 
tures to coordinate their global value chain activities. 


what new implementation problems arise as it does 
so? 

4. How would you design a structure and control system 
to encourage entrepreneurship in a large, established 
corporation? 

5. What are the problems associated with implementing a 
strategy of related diversification through acquisitions? 
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should collect information to determine if your company 
competes across industries or countries and also to see 
what role IT plays in allowing it to implement its busi- 
ness model. If your company does operate across coun- 
tries or industries, answer the following questions: 

1. Does your company use a multidivisional structure? 
Why or why not? What crucial implementation 
problems must your company manage to imple- 
ment its strategy effectively? For example, what kind 
of integration mechanisms does it employ? 

2. What are your company’s corporate-level strategies? 
How do they affect the way it uses organizational 
structure, control, and culture? 

3. What kind of international strategy does your com- 
pany pursue? How does it control its global activi- 
ties? What kind of structure does it use? Why? 

4. Can you suggest ways of altering the company’s 
structure or control systems to strengthen its busi- 
ness model? Would these changes increase or de- 
crease bureaucratic costs? 

5. Does your company have a particular entry mode 
that it has used to implement its strategy? 

6. In what ways does your company use IT to coordi- 
nate its value chain activities? 

7. Assess how well your company has implemented its 
multibusiness (or business) model. 


ETHICS EXERCISE 


Becky had been working at Cool Clothing Inc. for twelve 
years. Her early years with the company, then small, had 


been happy, stress-free ones. As the company grew and 
grew, however, rumors began to surface regarding prac- 
tices that were less than ethical. Now, Becky was begin- 
ning to suspect that some of these rumors were in fact 
true. 

Cool Clothing Inc. had followed the trend of using 
overseas workers to assemble its clothes, always main- 
taining that it was one of the companies adhering to strict 
standards regarding the treatment of its workers. The 
company claimed to be offering a fair wage and reason- 
able working hours and conditions. Regardless of its 
claims, rumors of mistreatment had been swirling for 
some time now. Some of the sources of these rumors were 
fairly reliable, and Becky was concerned. She had taken 
the matter to her supervisor, only to be dismissed. She 
had then requested appointments with her supervisor’s 
boss and finally the president and CEO of the company, 
but her requests had been inexplicably denied. 

Becky did not feel that she could continue to work 
for a company that would mistreat its workers, but if she 
quit her job, nothing would change and she would be out 
of a paycheck. She needed to figure out a way to stay with 
the company while at the same time fighting for the 
rights of these workers. 

1. Define the ethical dilemma presented in this case. 

2. What would you do if you were in Becky’s position? 

3. What might Becky do to verify the rumors once and 
for all? 

4. Who could help Becky find assistance for the mis- 
treated workers? 


GM Searches for the Right Global Structure 


In the past, GM, like the other major U.S. carmakers, de- 
centralized control of its overseas car operations to the 
managers who controlled its global car divisions in coun- 
tries such as the United Kingdom, Germany, Australia, 
and Sweden. Each of GM’s global car divisions was re- 
sponsible for designing cars that suited local customer 


tastes, and each global division had its own design, com- 
ponent parts, manufacturing, and sales functions. Today, 
GM has to rethink the way its global structure operates. 
Although it is the world’s biggest carmaker in terms of 
sales volume, it is one of the least profitable. GM cur- 
rently makes only about 1% profit margin on the cars it 
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sells in the United States, and it loses money on its sales 
overseas. The problem facing GM is finding ways to make 
its global structure operate more efficiently and effec- 
tively to implement its global business model. 

The major reason for GM’s low profit margins is its 
high cost structure, which is largely due to the way it has al- 
lowed its global divisions to operate autonomously in a de- 
centralized fashion. Over time, this mode of operating led 
its divisions to become fiercely independent to protect their 
own interests, and this independence resulted in a massive 
duplication of functional activities. For example, when GM 
asked its Saab division to work on building a small car based 
on the Vectra platform developed by its German division as 
a way to share resources, Saab managers proceeded to give 
the car a whole new electrical system and engine mounting, 
expensive modifications that eroded all the potential cost 
savings from sharing resources. 

To reduce its global cost structure, GM decided to 
place all authority over important car design and produc- 
tion decisions with top managers at its U.S. corporate 
headquarters. Now its top executives tell its global divi- 
sions what they must do to keep costs down, such as 
which global component suppliers to buy from. To show 
how this approach can reduce costs, GM’s global divi- 
sions bought 270 different kinds of radios from global 
suppliers in the past. They set and achieved a goal of re- 
ducing this number to fifty by 2006, which slashed 40% 
off the cost of its global radio purchases. 

Another goal of GM’s policy of recentralizing control 
of decision making is to better coordinate the activities of 
its global engineering and design groups to speed the de- 
velopment of new car models. GM now tells its global di- 
visions how they should work together and share their 
expertise to design cars that can be sold anywhere in the 
world. It currently takes GM about five years to design a 
new car model, whereas it takes Toyota only three—a 
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tremendous advantage. Now a global council in Detroit 
makes the key model development decisions. Although 
this activity involves a $7 billion yearly investment in new 
car design, it also prevents global car divisions from pur- 
suing their own goals. In fact, after the Saab debacle, GM 
basically took away all authority from Saab’s engineering 
department and its engineers now work according to 
GM’s master plan. Similarly, GM’s Daewoo division in 
Korea decided it didn’t want to use an existing GM SUV 
platform and modify it to fit the Korean market; instead, 
it wanted to create a new one from scratch. GM squashed 
the resistance and took the steps necessary to make its 
Daewoo division toe the line. Although GM wants cars to 
be customized to the needs of each market, CEO Rich 
Waggoner says he wants “all these variations to be ‘plug 
and play,” meaning that they do not involve costly re- 
designs that can adds hundreds of millions of dollars to 
the new car design budget. 

Despite its cost problems, GM, like other U.S. car- 
makers, has been rapidly catching up with the quality of 
Japanese carmakers and has closed the gap substantially. 
So on the differentiation side of the equation, it must fa- 
cilitate communication among its global car divisions to 
take advantage of the enormous pool of talent that it has 
throughout the world. If it can use its new, more central- 
ized global product-group structure to design cars that 
better satisfy customer needs more quickly, it will be able 
to compete effectively against companies such as Toyota 
and Honda in the future. 


Case Discussion Questions 

1, What kind of global multibusiness model is GM 
pursuing? 

2. How has GM been changing its global structure to 
allow it to coordinate the production and sale of its 
products most effectively around the world? 
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Appendix: 
Analyzing a Case Study and 
Writing a Case Study Analysis 


What Is Case Study Analysis? 


Case study analysis is an integral part of a course in strategic management. The pur- 
pose of a case study is to provide students with experience of the strategic manage- 
ment problems that actual organizations face. A case study presents an account of 
what happened to a business or industry over a number of years. It chronicles the 
events that managers had to deal with, such as changes in the competitive environment, 
and charts the managers’ response, which usually involved changing the business- or 
corporate-level strategy. The cases in this book cover a wide range of issues and prob- 
lems that managers have had to confront. Some cases are about finding the right 
business-level strategy to compete in changing conditions. Some are about compa- 
nies that grew by acquisition, with little concern for the rationale behind their 
growth, and how growth by acquisition affected their future profitability. Each case is 
different because each organization is different. The underlying thread in all cases, 
however, is the use of strategic management techniques to solve business problems. 
Cases prove valuable in a strategic management course for several reasons. First, 
cases provide you, the student, with experience of organizational problems that you 
probably have not had the opportunity to experience firsthand. In a relatively short pe- 
riod of time, you will have the chance to appreciate and analyze the problems faced by 
many different companies and to understand how managers tried to deal with them. 
Second, cases illustrate the theory and content of strategic management. The 
meaning and implications of this information are made clearer when they are ap- 
plied to case studies. The theory and concepts help reveal what is going on in the 
companies studied and allow you to evaluate the solutions that specific companies 
adopted to deal with their problems. Consequently, when you analyze cases, you will 
be like a detective who, with a set of conceptual tools, probes what happened and 
what or who was responsible and then marshals the evidence that provides the solu- 
tion. Top managers enjoy the thrill of testing their problem-solving abilities in the 
real world. It is important to remember that no one knows what the right answer is. 
All that managers can do is to make the best guess. In fact, managers say repeatedly 
that they are happy if they are right only half the time in solving strategic problems. 
Strategic management is an uncertain game, and using cases to see how theory can 
be put into practice is one way of improving your skills of diagnostic investigation. 
Third, case studies provide you with the opportunity to participate in class and to 
gain experience in presenting your ideas to others. Instructors may sometimes call on 
students as a group to identify what is going on in a case, and through classroom dis- 
cussion the issues in and solutions to the case problem will reveal themselves. In such a 
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situation, you will have to organize your views and conclusions so that you can present 
them to the class. Your classmates may have analyzed the issues differently from you, and 
they will want you to argue your points before they will accept your conclusions, so be 
prepared for debate. This mode of discussion is an example of the dialectical approach 
to decision making. This is how decisions are made in the actual business world. 

Instructors also may assign an individual, but more commonly a group, to analyze 
the case before the whole class. The individual or group probably will be responsible 
for a thirty- to forty-minute presentation of the case to the class. That presentation 
must cover the issues posed, the problems facing the company, and a series of recom- 
mendations for resolving the problems. The discussion then will be thrown open to 
the class, and you will have to defend your ideas. Through such discussions and pre- 
sentations, you will experience how to convey your ideas effectively to others. Remem- 
ber that a great deal of managers’ time is spent in these kinds of situations: presenting 
their ideas and engaging in discussion with other managers who have their own views 
about what is going on. Thus, you will experience in the classroom the actual process 
of strategic management, and this will serve you well in your future career. 

If you work in groups to analyze case studies, you also will learn about the group 
process involved in working as a team. When people work in groups, it is often diffi- 
cult to schedule time and allocate responsibility for the case analysis. There are al- 
ways group members who shirk their responsibilities and group members who are so 
sure of their own ideas that they try to dominate the group’s analysis. Most of the 
strategic management takes place in groups, however, and it is best if you learn about 
these problems now. 


Analyzing a Case Study 


The purpose of the case study is to let you apply the concepts of strategic management 

when you analyze the issues facing a specific company. To analyze a case study, therefore, 

you must examine closely the issues confronting the company. Most often you will need 

to read the case several times—once to grasp the overall picture of what is happening to 

the company and then several times more to discover and grasp the specific problems. 
Generally, detailed analysis of a case study should include eight areas: 


The history, development, and growth of the company over time 

The identification of the company’s internal strengths and weaknesses 
The nature of the external environment surrounding the company 

A SWOT analysis 

The kind of corporate-level strategy that the company is pursuing 
The nature of the company’s business-level strategy 


The company’s structure and control systems and how they match its strategy 
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Recommendations 


To analyze a case, you need to apply the concepts taught in this course to each of 
these areas. To help you further, we next offer a summary of the steps you can take to 
analyze the case material for each of the eight points we just noted: 


1. Analyze the company’s history, development, and growth. A convenient way to 
investigate how a company’s past strategy and structure affect it in the present 
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is to chart the critical incidents in its history—that is, the events that were the 
most unusual or the most essential for its development into the company it is 
today. Some of the events have to do with its founding, its initial products, 
how it makes new-product market decisions, and how it developed and chose 
functional competencies to pursue. Its entry into new businesses and shifts in 
its main lines of business are also important milestones to consider. 


Identify the company’s internal strengths and weaknesses. Once the historical 
profile is completed, you can begin the SWOT analysis. Use all the incidents 
you have charted to develop an account of the company’s strengths and weak- 
nesses as they have emerged historically. Examine each of the value creation 
functions of the company, and identify the functions in which the company is 
currently strong and currently weak. Some companies might be weak in mar- 
keting; some might be strong in research and development. Make lists of these 
strengths and weaknesses. The SWOT Checklist (Table 1) gives examples of 
what might go in these lists. 


Analyze the external environment. To identify environmental opportunities and 
threats, apply all the concepts on industry and macroenvironments to analyze 
the environment the company is confronting. Of particular importance at the 
industry level are Porter’s five forces model and the stage of the life cycle 
model. Which factors in the macroenvironment will appear salient depends on 
the specific company being analyzed. Use each factor in turn (for instance, de- 
mographic factors) to see whether it is relevant for the company in question. 
Having done this analysis, you will have generated both an analysis of the 
company’s environment and a list of opportunities and threats. The SWOT 
Checklist table also lists some common environmental opportunities and 
threats that you may look for, but the list you generate will be specific to your 
company. 
Evaluate the SWOT analysis. Having identified the company’s external oppor- 
tunities and threats as well as its internal strengths and weaknesses, consider 
what your findings mean. You need to balance strengths and weaknesses 
against opportunities and threats. Is the company in an overall strong com- 
petitive position? Can it continue to pursue its current business- or corporate- 
level strategy profitably? What can the company do to turn weaknesses into 
strengths and threats into opportunities? Can it develop new functional, busi- 
ness, or corporate strategies to accomplish this change? Never merely generate 
the SWOT analysis and then put it aside. Because it provides a succinct sum- 
mary of the company’s condition, a good SWOT analysis is the key to all the 
analyses that follow. 


Analyze corporate-level strategy. To analyze corporate-level strategy, you first 
need to define the company’s mission and goals. Sometimes the mission and 
goals are stated explicitly in the case; at other times, you will have to infer 
them from available information. The information you need to collect to find 
out the company’s corporate strategy includes such factors as its lines of 
business and the nature of its subsidiaries and acquisitions. It is important to 
analyze the relationship among the company’s businesses. Do they trade or 
exchange resources? Are there gains to be achieved from synergy? Alterna- 
tively, is the company just running a portfolio of investments? This analysis 
should enable you to define the corporate strategy that the company is pursuing 
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TABLE 1 


A SWOT Checklist 


Potential internal strengths 

Many product lines? 

Broad market coverage? 
Manufacturing competence? 

Good marketing skills? 

Good materials management systems? 
R&D skills and leadership? 
Information system competencies? 
Human resource competencies? 
Brand name reputation? 

Portfolio management skills? 

Cost of differentiation advantage? 
New-venture management expertise? 
Appropriate management style? 
Appropriate organizational structure? 
Appropriate control systems? 

Ability to manage strategic change? 
Well-developed corporate strategy? 
Good financial management? 

Others? 


Potential environmental opportunities 
Expand core business(es)? 

Exploit new market segments? 

Widen product range? 


Extend cost or differentiation advantage? 


Diversify into new growth businesses? 
Expand into foreign markets? 

Apply R&D skills in new areas? 

Enter new related businesses? 
Vertically integrate forward? 
Vertically integrate backward? 
Enlarge corporate portfolio? 
Overcome barriers to entry? 

Reduce rivalry among competitors? 
Make profitable new acquisitions? 
Apply brand name capital in new areas? 
Seek fast market growth? 

Others? 


Potential internal weaknesses 

Obsolete, narrow product lines? 

Rising manufacturing costs? 

Decline in R&D innovations? 

Poor marketing plan? 

Poor material management systems? 

Loss of customer good will? 

Inadequate human resources? 

Inadequate information systems? 

Loss of brand name capital? 

Growth without direction? 

Bad portfolio management? 

Loss of corporate direction? 

Infighting among divisions? 

Loss of corporate control? 

Inappropriate organizational 
structure and control systems? 

High conflict and politics? 

Poor financial management? 

Others? 


Potential environmental threats 
Attacks on core business(es)? 
Increases in domestic competition? 
Increase in foreign competition? 
Change in consumer tastes? 

Fall in barriers to entry? 

Rise in new or substitute products? 
Increase in industry rivalry? 

New forms of industry competition? 
Potential for takeover? 

Existence of corporate raiders? 
Increase in regional competition? 
Changes in demographic factors? 
Changes in economic factors? 
Downturn in economy? 

Rising labor costs? 

Slower market growth? 

Others? 


(for example, related or unrelated diversification, or a combination of both) 
and to conclude whether the company operates in just one core business. 
Then, using your SWOT analysis, debate the merits of this strategy. Is it ap- 
propriate given the environment the company is in? Could a change in corpo- 
rate strategy provide the company with new opportunities or transform a 
weakness into a strength? For example, should the company diversify from its 
core business into new businesses? 

Other issues should be considered as well. How and why has the company’s 
strategy changed over time? What is the claimed rationale for any changes? 
Often, it is a good idea to analyze the company’s businesses or products to 
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assess its situation and identify which divisions contribute the most to or de- 
tract from its competitive advantage. It is also useful to explore how the com- 
pany has built its portfolio over time. Did it acquire new businesses, or did it 
internally venture its own? All of these factors provide clues about the com- 
pany and indicate ways of improving its future performance. 


Analyze business-level strategy. Once you know the company’s corporate-level 
strategy and have done the SWOT analysis, the next step is to identify the 
company’s business-level strategy. If the company is a single-business com- 
pany, its business-level strategy is identical to its corporate-level strategy. If the 
company is in many businesses, each business will have its own business-level 
strategy. You will need to identify the company’s generic competitive strategy— 
differentiation, low-cost, or focus—and its investment strategy, given its rela- 
tive competitive position and the stage of the life cycle. The company also may 
market different products using different business-level strategies. For exam- 
ple, it may offer a low-cost product range and a line of differentiated products. 
Be sure to give a full account of a company’s business-level strategy to show 
how it competes. 

Identifying the functional strategies that a company pursues to build 
competitive advantage through superior efficiency, quality, innovation, and 
customer responsiveness and to achieve its business-level strategy is very 
important. The SWOT analysis will have provided you with information on 
the company’s functional competencies. You should investigate its production, 
marketing, or research and development strategy further to gain a picture of 
where the company is going. For example, pursuing a low-cost or a differentia- 
tion strategy successfully requires very different sets of competencies. Has the 
company developed the right ones? If it has, how can it exploit them further? 
Can it pursue both a low-cost and a differentiation strategy simultaneously? 

The SWOT analysis is especially important at this point if the industry 
analysis, particularly Porter’s model, has revealed threats to the company from 
the environment. Can the company deal with these threats? How should it 
change its business-level strategy to counter them? To evaluate the potential of 
a company’s business-level strategy, you must first perform a thorough SWOT 
analysis that captures the essence of its problems. 

Once you complete this analysis, you will have a full picture of the way the 
company is operating and be in a position to evaluate the potential of its strat- 
egy. Thus, you will be able to make recommendations concerning the pattern 
of its future actions. However, first you need to consider strategy implementa- 
tion, or the way the company tries to achieve its strategy. 


Analyze structure and control systems. The aim of this analysis is to identify 
what structure and control systems the company is using to implement its 
strategy and to evaluate whether that structure is the appropriate one for the 
company. Different corporate and business strategies require different struc- 
tures. You need to determine the degree of fit between the company’s strategy 
and structure. For example, does the company have the right level of vertical 
differentiation (e.g., does it have the appropriate number of levels in the hier- 
archy or decentralized control?) or horizontal differentiation (does it use a 
functional structure when it should be using a product structure?)? Similarly, is 
the company using the right integration or control systems to manage its oper- 
ations? Are managers being appropriately rewarded? Are the right rewards in 
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place for encouraging cooperation among divisions? These are all issues to 
consider. 

In some cases, there will be little information on these issues, whereas in 
others there will be a lot. In analyzing each case, you should gear the analysis 
toward its most salient issues. For example, organizational conflict, power, and 
politics will be important issues for some companies. Try to analyze why 
problems in these areas are occurring. Do they occur because of bad strategy 
formulation or because of bad strategy implementation? 

Organizational change is an issue in many cases because the companies are 
attempting to alter their strategies or structures to solve strategic problems. 
Thus, as part of the analysis, you might suggest an action plan that the com- 
pany in question could use to achieve its goals. For example, you might list in 
a logical sequence the steps the company would need to follow to alter its 
business-level strategy from differentiation to focus. 


8. Make recommendations. The quality of your recommendations is a direct re- 
sult of the thoroughness with which you prepared the case analysis. Recom- 
mendations are directed at solving whatever strategic problem the company is 
facing and increasing its future profitability. Your recommendations should be 
in line with your analysis; that is, they should follow logically from the previ- 
ous discussion. For example, your recommendation generally will center on 
the specific ways of changing functional, business, and corporate strategies 
and organizational structure and control to improve business performance. 
The set of recommendations will be specific to each case, and so it is difficult 
to discuss these recommendations here. Such recommendations might in- 
clude an increase in spending on specific research and development projects, 
the divesting of certain businesses, a change from a strategy of unrelated to re- 
lated diversification, an increase in the level of integration among divisions by 
using task forces and teams, or a move to a different kind of structure to im- 
plement a new business-level strategy. Make sure your recommendations are 
mutually consistent and written in the form of an action plan. The plan might 
contain a timetable that sequences the actions for changing the company’s 
strategy and a description of how changes at the corporate level will necessi- 
tate changes at the business level and subsequently at the functional level. 


After following all these stages, you will have performed a thorough analysis of 
the case and will be in a position to join in class discussion or present your ideas to 
the class, depending on the format used by your professor. Remember that you must 
tailor your analysis to suit the specific issue discussed in your case. In some cases, you 
might completely omit one of the steps in the analysis because it is not relevant to the 
situation you are considering. You must be sensitive to the needs of the case and not 
apply the framework we have discussed in this section blindly. The framework is 
meant only as a guide, not as an outline. 


Writing a Case Study Analysis 


Often, as part of your course requirements, you will need to present a written case 
analysis. This may be an individual or a group report. Whatever the situation, there 
are certain guidelines to follow in writing a case analysis that will improve the evalu- 
ation your work will receive from your instructor. Before we discuss these guidelines 
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and before you use them, make sure that they do not conflict with any directions 
your instructor has given you. 

The structure of your written report is critical. Generally, if you follow the steps 
for analysis discussed in the previous section, you already will have a good structure 
for your written discussion. All reports begin with an introduction to the case. In it, 
outline briefly what the company does, how it developed historically, what problems 
it is experiencing, and how you are going to approach the issues in the case write-up. 
Do this sequentially by writing, for example, “First, we discuss the environment of 
Company X.... Third, we discuss Company X’s business-level strategy. . . . Last, we 
provide recommendations for turning around Company X’s business.” 

In the second part of the case write-up, the strategic analysis section, do the SWOT 
analysis, analyze and discuss the nature and problems of the company’s business-level 
and corporate strategies, and then analyze its structure and control systems. Make sure 
you use plenty of headings and subheadings to structure your analysis. For example, 
have separate sections on any important conceptual tool you use. Thus, you might 
have a section on Porter’s five forces model as part of your analysis of the environ- 
ment. You might offer a separate section on portfolio techniques when analyzing a 
company’s corporate strategy. Tailor the sections and subsections to the specific issues 
of importance in the case. 

In the third part of the case write-up, present your solutions and recommendations. 
Be comprehensive, and make sure they are in line with the previous analysis so that 
the recommendations fit together and move logically from one to the next. The rec- 
ommendations section is very revealing because your instructor will have a good idea 
of how much work you put into the case from the quality of your recommendations. 

Following this framework will provide a good structure for most written reports, 
though it must be shaped to fit the individual case being considered. Some cases are 
about excellent companies experiencing no problems. In such instances, it is hard to 
write recommendations. Instead, you can focus on analyzing why the company is 
doing so well, using that analysis to structure the discussion. Following are some 
minor suggestions that can help make a good analysis even better: 


1. Do not repeat in summary form large pieces of factual information from the case. 
The instructor has read the case and knows what is going on. Rather, use the in- 
formation in the case to illustrate your statements, defend your arguments, or 
make salient points. Beyond the brief introduction to the company, you must 
avoid being descriptive; instead, you must be analytical. 


2. Make sure the sections and subsections of your discussion flow logically and 
smoothly from one to the next. That is, try to build on what has gone before so 
that the analysis of the case study moves toward a climax. This is particularly im- 
portant for group analysis, because there is a tendency for people in a group to 
split up the work and say, “ll do the beginning, you take the middle, and Pll do 
the end.” The result is a choppy, stilted analysis; the parts do not flow from one to 
the next, and it is obvious to the instructor that no real group work has been 
done. 


3. Avoid grammatical and spelling errors. They make your work look sloppy. 


4. In some instances, cases dealing with well-known companies end in 1998 or 1999 
because no later information was available when the case was written. If possible, 
do a search for more information on what has happened to the company in sub- 
sequent years. 
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Many libraries now have comprehensive web-based electronic data search facili- 
ties that offer such sources as ABI/Inform, The Wall Street Journal Index, the FeS 
Index, and the Nexis-Lexis databases. These enable you to identify any article that 
has been written in the business press on the company of your choice within the 
past few years. A number of nonelectronic data sources are also useful. For exam- 
ple, FeS Predicasts publishes an annual list of articles relating to major companies 
that appeared in the national and international business press. S¢eP Industry Sur- 
veys is a great source for basic industry data, and Value Line Ratings and Reports 
can contain good summaries of a firm’s financial position and future prospects. 
You will also want to collect full financial information on the company. Again, this 
can be accessed from web-based electronic databases such as the Edgar database, 
which archives all forms that publicly quoted companies have to file with the 
Securities and Exchange Commission (SEC; e.g., 10-K filings can be accessed 
from the SEC’s Edgar database). Most SEC forms for public companies can now 
be accessed from Internet-based financial sites, such as Yahoo’s finance site 
(http://finance.yahoo.com/). 


5. Sometimes instructors hand out questions for each case to help you in your 
analysis. Use these as a guide for writing the case analysis. They often illuminate 
the important issues that have to be covered in the discussion. 


If you follow the guidelines in this section, you should be able to write a thorough 
and effective evaluation. 


The Role of Financial Analysis in Case Study Analysis 


e Profit Ratios 


An important aspect of analyzing a case study and writing a case study analysis is the 
role and use of financial information. A careful analysis of the company’s financial 
condition immensely improves a case write-up. After all, financial data represent the 
concrete results of the company’s strategy and structure. Although analyzing financial 
statements can be quite complex, a general idea of a company’s financial position can 
be determined through the use of ratio analysis. Financial performance ratios can be 
calculated from the balance sheet and income statement. These ratios can be classified 
into five subgroups: profit ratios, liquidity ratios, activity ratios, leverage ratios, and 
shareholder-return ratios. These ratios should be compared with the industry average 
or the company’s prior years of performance. It should be noted, however, that devia- 
tion from the average is not necessarily bad; it simply warrants further investigation. 
For example, young companies will have purchased assets at a different price and will 
likely have a different capital structure than older companies do. In addition to ratio 
analysis, a company’s cash flow position is of critical importance and should be as- 
sessed. Cash flow shows how much actual cash a company possesses. 


Profit ratios measure the efficiency with which the company uses its resources. The 
more efficient the company, the greater is its profitability. It is useful to compare a 
company’s profitability against that of its major competitors in its industry to deter- 
mine whether the company is operating more or less efficiently than its rivals. In addi- 
tion, the change in a company’s profit ratios over time tells whether its performance is 
improving or declining. 

A number of different profit ratios can be used, and each of them measures a dif- 
ferent aspect of a company’s performance. Here, we look at the most commonly used 
profit ratios. 
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e@ Return on Invested Capital This ratio measures the profit earned on the capital 
invested in the company. It is defined as follows: 


Net profit 


Return on invested capital (ROIC) = - 
Invested capital 


Net profit is calculated by subtracting the total costs of operating the company away 
from its total revenues (total revenues — total costs). Total costs are the (1) costs of goods 
sold, (2) sales, general, and administrative expenses, (3) R&D expenses, and (4) other 
expenses. Net profit can be calculated before or after taxes, although many financial an- 
alysts prefer the before-tax figure. Invested capital is the amount that is invested in the 
operations of a company—that is, in property, plant, equipment, inventories, and other 
assets. Invested capital comes from two main sources: interest-bearing debt and share- 
holders’ equity. Interest-bearing debt is money the company borrows from banks and 
from those who purchase its bonds. Shareholders’ equity is the money raised from sell- 
ing shares to the public, plus earnings that have been retained by the company in prior 
years and are available to fund current investments. ROIC measures the effectiveness 
with which a company is using the capital funds that it has available for investment. As 
such, it is recognized to be an excellent measure of the value a company is creating.! Re- 
member that a company’s ROIC can be decomposed into its constituent parts. 


e@ Return on Total Assets (ROA) This ratio measures the profit earned on the em- 
ployment of assets. It is defined as follows: 


Net profit 
Return on total assests = —————— 
Total assets 


e@ Return on Stockholders’ Equity (ROE) This ratio measures the percentage of 
profit earned on common stockholders’ investment in the company. It is defined as 
follows: 


Net profit 


Return on stockholders’ equity = Gipelholdere eauik 
ockholders’ equity 


If a company has no debt, this will be the same as ROIC. 


e Liquidity Ratios A company’s liquidity is a measure of its ability to meet short-term obligations. An 
asset is deemed liquid if it can be readily converted into cash. Liquid assets are cur- 
rent assets such as cash, marketable securities, accounts receivable, and so on. Two 
liquidity ratios are commonly used. 


e@ Current Ratio The current ratio measures the extent to which the claims of 
short-term creditors are covered by assets that can be quickly converted into cash. 
Most companies should have a ratio of at least 1, because failure to meet these com- 
mitments can lead to bankruptcy. The ratio is defined as follows: 


Current assets 


Current ratio = —— 
Current liabilities 


@ Quick Ratio The quick ratio measures a company’s ability to pay off the claims 
of short-term creditors without relying on selling its inventories. This is a valuable 


! Tom Copeland, Tim Koller, and Jack Murrin, Valuation: Measuring and Managing the Value of Companies 
(New York: Wiley, 1996). 
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e Activity Ratios 


e Leverage Ratios 


measure since in practice the sale of inventories is often difficult. It is defined as 
follows: 


Current assets — inventory 


uick ratio = 
Q Current liabilities 


Activity ratios indicate how effectively a company is managing its assets. Two ratios 
are particularly useful. 


e@ Inventory Turnover This measures the number of times inventory is turned 
over. It is useful in determining whether a firm is carrying excess stock in inventory. 
It is defined as follows: 


Cost of goods sold 


Inventory turnover = 
Inventory 
Cost of goods sold is a better measure of turnover than sales because it is the cost 
of the inventory items. Inventory is taken at the balance sheet date. Some companies 
choose to compute an average inventory, beginning inventory, and ending inventory, 
but for simplicity, use the inventory at the balance sheet date. 


@ Days Sales Outstanding (DSO) or Average Collection Period This ratio is the 
average time a company has to wait to receive its cash after making a sale. It measures 
how effective the company’s credit, billing, and collection procedures are. It is de- 
fined as follows: 

Accounts receivable 


Total sales/360 


DSO = 


Accounts receivable is divided by average daily sales. The use of 360 is the stan- 
dard number of days for most financial analysis. 


A company is said to be highly leveraged if it uses more debt than equity, including 
stock and retained earnings. The balance between debt and equity is called the capital 
structure. The optimal capital structure is determined by the individual company. 
Debt has a lower cost because creditors take less risk; they know they will get their in- 
terest and principal. However, debt can be risky to the firm because if enough profit 
is not made to cover the interest and principal payments, bankruptcy can result. 
Three leverage ratios are commonly used. 


@ Debt-to-Assets Ratio The debt-to-assets ratio is the most direct measure of the 
extent to which borrowed funds have been used to finance a company’s investments. 
It is defined as follows: 


Total debt 


Debt-to-assets ratio = —————— 
Total assets 


Total debt is the sum of a company’s current liabilities and its long-term debt, 
and total assets are the sum of fixed assets and current assets. 


@ Debt-to-Equity Ratio The debt-to-equity ratio indicates the balance between 
debt and equity in a company’s capital structure. This is perhaps the most widely 
used measure of a company’s leverage. It is defined as follows: 


Total debt 


Debt-to-equity ratio = ————__— 
— Total equity 
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e@ Times-Covered Ratio The times-covered ratio measures the extent to which a 
company’s gross profit covers its annual interest payments. If this ratio declines to 
less than 1, the company is unable to meet its interest costs and is technically insol- 
vent. The ratio is defined as follows: 


Profit before interest and tax 


Times-covered ratio = : 
Total interest charges 


e Shareholder-Return Shareholder-return ratios measure the return that shareholders earn from holding 
Ratios — stock in the company. Given the goal of maximizing stockholders’ wealth, providing 
shareholders with an adequate rate of return is a primary objective of most compa- 
nies. As with profit ratios, it can be helpful to compare a company’s shareholder re- 
turns against those of similar companies as a yardstick for determining how well the 
company is satisfying the demands of this particularly important group of organiza- 
tional constituents. Four ratios are commonly used. 


@ Total Shareholder Returns Total shareholder returns measure the returns 
earned by time f+ 1 on an investment in a company’s stock made at time ¢. (Time fis 
the time at which the initial investment is made.) Total shareholder returns include 
both dividend payments and appreciation in the value of the stock (adjusted for 
stock splits) and are defined as follows: 


Stock price (f+ 1) — stock price (1) 
+ sum of annual dividends per share 
Stock price (f) 


Total shareholder returns = 


If a shareholder invests $2 at time tand at time t + 1 the share is worth $3, while 
the sum of annual dividends for the period ft to t + 1 has amounted to $0.20, total 
shareholder returns are equal to (3 — 2 + 0.2)/2 = 0.6, which is a 60 percent return 
on an initial investment of $2 made at time t¢. 


@ Price-Earnings Ratio The price-earnings ratio measures the amount investors 
are willing to pay per dollar of profit. It is defined as follows: 


Market price per share 


Price-earnings ratio = ; 
Earnings per share 


@ Market-to-Book Value Market-to-book value measures a company’s expected 
future growth prospects. It is defined as follows: 


Market price per share 


Market-to-book value = ; 
Earnings per share 


@ Dividend Yield The dividend yield measures the return to shareholders received 
in the form of dividends. It is defined as follows: 


.. . Dividend per share 
Dividend yield = 


Market price per share 


Market price per share can be calculated for the first of the year, in which case the 
dividend yield refers to the return on an investment made at the beginning of the 
year. Alternatively, the average share price over the year may be used. A company 
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e Cash Flow 


Conclusion 


must decide how much of its profits to pay to stockholders and how much to reinvest 
in the company. Companies with strong growth prospects should have a lower divi- 
dend payout ratio than mature companies. The rationale is that shareholders can in- 
vest the money elsewhere if the company is not growing. The optimal ratio depends 
on the individual firm, but the key decider is whether the company can produce bet- 
ter returns than the investor can earn elsewhere. 


Cash flow position is cash received minus cash distributed. The net cash flow can be 
taken from a company’s statement of cash flows. Cash flow is important for what it 
reveals about a company’s financing needs. A strong positive cash flow enables a 
company to fund future investments without having to borrow money from bankers 
or investors. This is desirable because the company avoids paying out interest or div- 
idends. A weak or negative cash flow means that a company has to turn to external 
sources to fund future investments. Generally, companies in strong-growth indus- 
tries often find themselves in a poor cash flow position (because their investment 
needs are substantial), whereas successful companies based in mature industries gen- 
erally find themselves in a strong cash flow position. 

A company’s internally generated cash flow is calculated by adding back its depre- 
ciation provision to profits after interest, taxes, and dividend payments. If this figure 
is insufficient to cover proposed new investments, the company has little choice but 
to borrow funds to make up the shortfall or to curtail investments. If this figure ex- 
ceeds proposed new investments, the company can use the excess to build up its lig- 
uidity (that is, through investments in financial assets) or repay existing loans ahead 
of schedule. 


When evaluating a case, it is important to be systematic. Analyze the case in a logical 
fashion, beginning with the identification of operating and financial strengths and 
weaknesses and environmental opportunities and threats. Move on to assess the 
value of a company’s current strategies only when you are fully conversant with the 
SWOT analysis of the company. Ask yourself whether the company’s current strate- 
gies make sense given its SWOT analysis. If they do not, what changes need to be 
made? What are your recommendations? Above all, link any strategic recommenda- 
tions you may make to the SWOT analysis. State explicitly how the strategies you 
identify take advantage of the company’s strengths to exploit environmental oppor- 
tunities, how they rectify the company’s weaknesses, and how they counter environ- 
mental threats. Also, do not forget to outline what needs to be done to implement 
your recommendations. 


The Apollo Group: 
University of Phoenix 


This case was prepared by Charles W. L. Hill, the University of Washington. 


hich is the largest university system in the 

United States? After some thought, you might 
be tempted to answer that it is the giant University of 
California system with its eleven campuses and 
208,000 students. You would be wrong. The largest 
provider of high education in America is the Univer- 
sity of Phoenix, which has 293,000 students and op- 
erates around 180 campuses and learning centers in 
thirty-four states. The University of Phoenix is the 
flagship subsidiary of the Apollo Group, which also 
runs Western International University, the Institute 
for Professional Development and the College for Fi- 
nancial Planning. In total, the Apollo Group serves 
some 330,000 students in thirty-nine states. 

The Apollo Group has been a very successful en- 
terprise. Between 1996 and 2006 its revenues ex- 
panded from $214 million to $2.48 billion, and net 
profits increased from $21.4 million to $438 million. 
The University of Phoenix accounts for about 90% 
of the revenues of the Apollo Group. Apollo’s return 
on invested capital, a key measure of profitability, 
averaged around 25% over this period, well above its 
cost of capital, which has been calculated to be 
around 10%.! 

The Apollo Group is also a controversial enter- 
prise. Founded by John Sperling, a former economic 
history professor and one-time union organizer at 
San Jose State University, the University of Phoenix 


Copyright © 2007 by Charles W. L. Hill. This case was prepared by 
Charles W. L. Hill as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Charles W. L. Hill. All rights 
reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the 
company’s stock symbol, and download the latest company report 
from its homepage. 


has been depicted by defenders of the educational es- 
tablishment as a low-quality “diploma mill” that has 
commoditized education and is all too willing to sac- 
rifice educational standards for the opportunity to 
make profits. Scott Rice, a San Jose State University 
English professor who has become a vocal critic of 
for-profit education, summarizes this view when he 
states that “John Sperling’s vision of education is en- 
tirely mercenary. It’s merely one more opportunity to 
turn a buck. When education becomes one more 
product, we obey the unspoken rule of business: to 
give consumers as little as they will accept in ex- 
change for as much as they will pay. Sperling is a ter- 
rible influence on American education.” 

Sperling, who is still chairman at eighty-five, cer- 
tainly does not see things this way. In his view, the 
University of Phoenix serves a niche that the educa- 
tional establishment long ignored: working adults 
who need a practical education to further their ca- 
reers and who cannot afford the commitment associ- 
ated with full-time education. Some high-powered 
academics agree. The Nobel Prize-winning econo- 
mist Milton Friedman regards the triumph of the 
for-profit sector as inevitable because traditional 
universities are run “by faculty, and the faculty is in- 
terested in its own welfare.”? 

Some analysts suggest that the for-profit sector 
still has significant growth opportunities ahead of it. 
The postsecondary education market in the United 
States is estimated to be worth almost $300 billion, 
with only $17 to $18 billion of that currently cap- 
tured by for-profit enterprises. Looking forward, 
analysts expect enrollment at for-profit schools to 
grow 5 to 6% per annum as they gain share from tra- 
ditional higher educational institutions. Supporting 
this thesis are estimates that 37% of all students 
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(more than 6 million) are older than twenty-four. A 
large portion of these students are likely to be working 
and to be attracted to the flexibility that the for-profit 
sector provides.* 

On the other hand, the educational establishment 
is not blind to this opportunity. Many long-established 
public and private not-for-profit universities are now 
offering part-time degree programs aimed at working 
adults. Some believe that this emerging threat, coupled 
with the brand advantage enjoyed by big name univer- 
sities, will limit enrollment growth going forward at 
the University of Phoenix. 


John Sperling and the Birth of the 
University of Phoenix 


University of Phoenix founder John Sperling was 
born in rural Missouri in 1921 in a cabin that already 
housed a family of six.> His mother was overbearing; 
his father habitually beat him. When his farther died, 
Sperling recalled that he could hardly contain his joy. 
Sperling barely graduated from high school and went 
off to join the merchant marine—as far away from 
Missouri as he could get. There he started his real ed- 
ucation, reading through the books of his shipmates, 
many of whom were socialists. Sperling emerged 
from this experience an unabashed liberal with a pen- 
chant for challenging the status quo, something that 
he still delights in. (Among other things, Sperling is a 
regular financial contributor to ballot initiatives 
aimed at legalizing marijuana.) 

After two years in the merchant marine, Sperling 
went to Reed College in Oregon. This was followed by 
a master’s at Berkeley and a PhD in economic history 
at the University of Cambridge. A conventional aca- 
demic career seemed the logical next step for Sperling. 
By the 1960s, he was a tenured professor of economic 
history at San Jose State University. Always the ac- 
tivist, he joined the American Federation of Teachers 
(AFT) and rose to state and national positions in the 
union. In his leadership role at the AFT, he persuaded 
professors at San Jose State to mount a walkout to 
support striking professors at San Francisco State 
University. The strike was a failure and almost re- 
sulted in the mass firing of one hundred professors. 
Sperling lost his credibility on campus. He was 
widely reviled and lost his position as head of the 
United Professors of California, a union that he had 
built almost single-handedly. But Sperling claims 
that the humiliating defeat taught him an important 


lesson: “It didn’t make a goddamn bit of difference 
what people thought of me. Without that psycholog- 
ical immunity, it would have been impossible to cre- 
ate and protect the University of Phoenix from hos- 
tility, legal assaults, and attempts to legislate us out of 
existence.”® 

By the early 1970s, Sperling’s academic career was 
going nowhere—but that was all about to change. As 
part of a federal project to fight juvenile delinquency, 
San Jose State University arranged a series of courses 
for the police and schoolteachers who had to deal with 
the youngsters. Sperling, who had been experimenting 
with novel approaches to delivering education, was to 
run the workshops. He devised a curriculum, divided 
the classes into small groups, and brought in as group 
leaders teachers who were expert practitioners in their 
fields but who were not professors. He then challenged 
each group to complete a project that addressed the 
problem of juvenile delinquency. 

The student feedback was very favorable. More 
than that, the enthusiastic participants lobbied him 
to create a degree program. So Sperling sketched out 
a curriculum for working adults in the criminal jus- 
tice area and pitched the idea to the academic vice 
president at San Jose State. In Sperling’s words, the 
VP was impressed and sympathetic, but utterly dis- 
couraging. He told Sperling that the university had 
all it could do to educate regular students and had no 
need to create part-time programs for working 
adults. Moreover, to gain approval, such a program 
would have to navigate its way through the academic 
bureaucracy at San Jose, a process that could take 
several years, and at the end of the day what emerged 
might differ significantly from Sperling’s original 
proposal due to the input of other faculty members. 

Unperturbed by the rejection, Sperling started to 
cast around for other schools that might want to run 
the program. He contacted the vice president of de- 
velopment at Stanford University, Frank Newman, 
who told Sperling that educational bureaucracies 
were inherently inert and innovated only when they 
were in financial trouble. Newman advised Sperling 
to find a school in financial trouble and persuade it 
that his program would make a profit. 

The former union organizer immediately saw the 
value in Newman’s suggestion. Left wing he might 
have been, but Sperling was eager to try out his ideas 
in the marketplace. He formed a private organiza- 
tion, the Institute for Professional Development 
(IPD), with the mission of making higher education 


available to the working community. Sperling ap- 
proached the University of San Francisco (USF), a 
financially troubled Jesuit school. USF agreed to 
sponsor the IPD program, using its accreditation to 
validate the degree. The program was an immediate 
financial success. Before long, Sperling was contract- 
ing with other schools for similar programs. The ed- 
ucational establishment, however, reacted with open 
hostility to Sperling’s for-profit venture. For the first 
time, but not the last, Sperling was accused of de- 
valuing education and producing a diploma mill. 
Sperling’s sin, in his view, was that his model cut the 
professors out of the educational equation, and they 
were not about to let that happen. 

Although he had been an academic for years, 
Sperling had up to this point paid little attention to 
the process of accrediting institutions and degree 
programs. What he quickly discovered was legiti- 
macy required that the sponsoring institution for a 
degree program be accredited by recognized accredi- 
tation agencies. In the case of USF, this was the West- 
ern Association of Schools and Colleges (WASC), 
which, along with the California State Department of 
Education, had jurisdiction over public and private 
schools, colleges, and universities in California. For 
the first time, but not for the last, Sperling discovered 
that these regulatory agencies had enormous power 
and could destroy the legitimacy of his programs by 
refusing to grant accreditation to the sponsoring in- 
stitutions. In Sperling’s own words: 


We had no idea the extent to which education is a 
high politicized and regulated activity, not the ex- 
tent to which innovators were to be searched out 
and destroyed as quickly as possible by the aca- 
demics who controlled the institutions and by 
their allies in regulatory agencies.’ 


What followed was a bitter five-year battle between 
Sperling, who tried to get and maintain accreditation 
for his programs in California, and politicians, pro- 
fessors, and accreditation agencies, which blocked 
him every step of the way. Ultimately, Sperling de- 
cided that it would be impossible to fully develop his 
concepts of education for working adults within the 
confines of an existing institution. He decided to es- 
tablish a university of his own. Sperling moved to 
Phoenix, Arizona, where he thought regulators 
would be more open to his ideas. They weren't. The 
established state institutions were openly hostile to 
Sperling’s venture. It took more campaigning, which 


CASE 1 The Apollo Group: University of Phoenix C15 


included an all-out media campaign’s intensive lob- 
bying of the state’s legislature, and vitriolic debates 
in the committee rooms of higher education regula- 
tors, before Arizona accredited Sperling’s venture in 
1978, which was now named the University of 
Phoenix. Sperling learned the lesson well—today the 
Apollo Group maintains a staff of forty or so politi- 
cal lobbyists whose job it is to get and maintain 
accreditation. 


University of Phoenix Business Model® 


The University of Phoenix (UOP) is designed to cater 
to the needs of working adults, who make up 95% of 
its students. The average age is thirty-six and, until 
recently, the minimum age was twenty-three. The 
emphasis is on practical subjects such as business, in- 
formation technology, teaching, criminal justice, and 
nursing. In addition to undergraduate degrees, UOP 
offers several graduate degrees, including a master’s 
degree in business (MBA), counseling, and nursing. 
Today, some 51% of students at the Apollo Group are 
enrolled in undergraduate courses, 22% are in mas- 
ters’ programs, 26% are earning two-year associates’ 
degrees, and 1.4% are doctoral students.’ 

UOP views the student as the customer, and the 
customer is king. Classes are offered at times that fit 
the busy schedules of the fully employed—often in 
the evening. The schedule is year round; there are no 
extended breaks for summer vacation. Steps are 
taken to make sure that it is as easy as possible for 
students to get to classes. One of the golden rules is 
that there should be plenty of parking and that stu- 
dents should be able to get from their cars to their 
classrooms in five minutes. 

UOP campuses lack many of the facilities found 
in traditional universities, such as dormitories, stu- 
dent unions, athletic facilities, research laboratories, 
extensive networks of libraries, and the support staff 
required for all of these facilities. Instead, the typical 
campus comprises a handful of utilitarian buildings 
sited close to major roads. 

In designing a university for working adults, Sper- 
ling introduced several key innovations. The classes 
are small—ten to fifteen students each—and are run 
as seminars. Students usually take just one class at a 
time. Classes generally meet once or twice a week for 
five to nine weeks. Faculty members act as discussion 
leaders and facilitators rather than lecturers. They are 
there to guide students through the curriculum and 
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to provide feedback and grading. In addition to their 
whole-class groups, students belong to “learning 
teams” of three to five students, which work together 
on group projects and studying. 

Since the mid 1990s, UOP has relied heavily on 
online resources to deliver much of the course con- 
tent. A typical five-week undergraduate course goes 
something like this: Students attend class on campus 
for four hours the first week, giving them a chance to 
meet the instructor and be introduced to their learn- 
ing teams and coursework. Weeks two through four 
are completed over the Internet, with homework as- 
signments and participation requirements fulfilled 
online. Students return to campus in week five for 
presentations.!° 

Sperling hired as teachers working professionals 
who were looking for part-time employment. In 
2005, only 400 of the 21,000 faculty at UOP were full 
time. Part-time faculty must have a master’s degree 
or higher and five years of professional experience in 
an area related to the subject they teach. New faculty 
are subject to peer review by other faculty members, 
are given training in grading and instructing stu- 
dents, and benefit from a teaching mentorship with 
more experienced faculty members. There is no such 
thing as academic tenure at UOP or research require- 
ments for faculty, full or part time. 

UOP established “ownership” over the curricu- 
lum taught in classrooms. In traditional universities, 
individual faculty members develop and “own” the 
curriculum. This can lead to significant variation in 
the content offered for the same class when taught by 
different professors in the same university. The de- 
centralized nature of curriculum development in tra- 
ditional universities makes it very difficult for the 
central administration to mandate changes to the 
curriculum. Moreover, in traditional universities, sig- 
nificant curriculum change can take a large amount 
of time and energy, involving faculty committees 
and, in the case of new programs, approval from cen- 
tral administration. In contrast, at UOP content ex- 
perts, typically the small number of full-time faculty, 
develop the curriculum. Part-time teachers are then 
expected to deliver this standardized curriculum. 
This centralization allows UOP to have a uniform 
curriculum and to rapidly include new material in a 
curriculum and roll it out systemwide if the need 
arises. When designing the curriculum, UOP solicits 
input from students two years after graduation and 
from employers who hire UOP graduates. 


The centralization of curriculum has also enabled 
UOP to challenge the publishers of traditional text- 
books. UOP contacts authors directly and contracts 
with them to develop course materials exactly to their 
specifications, cutting textbook publishers out of the 
loop. The goal is for all UOP programs to use cus- 
tomized materials that exist entirely in digital form. 
Today, nearly all UOP students get course materials 
and resources digitally through the Apollo Group’s 
rEsource Internet portal. This eliminates the need for 
textbooks and is a source of added profit for UOP. 
The cost to undergraduate students is roughly $60 a 
course, while the cost to UOP is about $20.1! 

The contrast between UOP and traditional not- 
for-profit universities is stark. At the undergraduate 
level, traditional universities focus on eighteen- to 
twenty-five-year-olds who attend school full time. 
Labor costs are high due to the employment of full- 
time faculty, the majority of whom have doctoral de- 
grees. Newly minted professors straight out of doc- 
toral programs often command high starting 
salaries—as much as $120,000 a year plus benefits in 
disciplines such as business. Faculty are given low 
teaching loads to allow them to focus on research, 
which is the currency of the realm in academia. Re- 
search output is required for tenure in the “publish 
or perish” model of academia adopted by traditional 
universities. 

Although the knowledge produced by research 
faculty can be and often is socially and economically 
valuable, the research culture of these knowledge fac- 
tories translates into a high cost of instruction. At the 
University of Washington, for example, one of the 
nation’s premier research institutions, in 2005, 3,900 
full-time faculty educated 40,000 students. The aver- 
age faculty salary was $76,951 for the nine months of 
the academic year, which translated into an instruc- 
tional cost of around $300 million. In contrast, the 
part-time faculty at UOP are inexpensive. In 2005, 
the 21,000 faculty at the Apollo Group were paid 
$195 million, or roughly $9,200 each—and this to in- 
struct 307,400 students. In addition, student, faculty, 
and research facilities dramatically increase the capi- 
tal intensity of traditional universities, while their at- 
tendant staff increases the labor costs. 

As a consequence of these factors, the total cost of 
running a traditional university are much higher than at 
UOP. At the University of Washington, for example, 
total operating expenses in 2004—2005 were $2.7 billion, 
compared to $1.53 billion at the Apollo Group.!? 


According to one estimate, the average cost to the in- 
stitution of educating an undergraduate student for 
two semesters at a public university is around two and 
a half times greater than that at a for-profit institution 
such as UOP. At a private institution, it is more than 
three times greater.!> It is the inherently low cost 
structure of UOP that allows the Apollo Group to 
make its high profits. (For financial statements, go to 
http://finance.yahoo.com/q?s=apol). 

Naturally, such comparisons ignore the fact that 
the mission of many traditional universities such as 
the University of Washington is fundamentally dif- 
ferent from that of the University of Phoenix. UOP 
produces zero new knowledge, whereas the nation’s 
research universities have been and will continue to 
be major producers of the knowledge that underlies 
technological progress and economic growth. 

On the revenue side, estimates suggest that in 
2005 it cost around $22,500 to earn an associate’s de- 
gree at UOP, $51,000 to earn a bachelor’s degree, and 
$22,932 to earn a master’s degree (costs vary by pro- 
gram).'* Students attending UOP rely heavily on 
federal assistance programs to help pay for their col- 
lege educations. Some 63% of undergraduate stu- 
dents at UOP received financial aid under Title IV 
programs from the U.S. Department of Education 
(DOE); 72% at UOP’s Axia College, which awards as- 
sociates’ degrees, received aid. To be eligible for Title 
IV funding, a student has to be registered at an insti- 
tution that is accredited by an agency recognized by 
the DOE and enrolled in a program with at least 
thirty weeks of instructional time and twenty-four 
credit hours. 

In addition to Title IV financial aid programs, 
some 45% of UOP students received some form of 
tuition assistance from their employers in 2005. The 
Internal Revenue Code allows an employee to ex- 
clude some $5,250 a year in tuition assistance from 
taxable income. 


Accreditation 


Accreditation by a respected agency is critical for any 
university. Accreditation verifies that a proper college 
education, consistent with the institution’s mission, 
and meeting or exceeding thresholds of approved 
standards of education quality, is attainable at an in- 
stitution.!> Accreditation is an important element of 
the brand equity of an institution, is valued by em- 
ployers, allows students to transfer credits to another 
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institution, and is a prerequisite for Title IV financial 
aid. In addition, most employers offer tuition assis- 
tance only for courses from an accredited institution. 

UOP is accredited by the Higher Learning Com- 
mission. Accreditation was first granted in 1978 and 
reaffirmed five times since. The next comprehensive 
review will take place in 2012. The Higher Learning 
Commission is one of six regional institutional ac- 
creditation agencies in the United States and is recog- 
nized by the Department of Higher Education. Re- 
gional accreditation is recognized nationally. In some 
states, it is sufficient authorization to operate a de- 
gree-granting institution, but in most, UOP must 
also get authorization from state authorities. 

In addition to the Higher Learning Commission, 
the bachelor and master of science programs in nurs- 
ing are accredited by the Commission on Collegiate 
Nursing Education, and the master’s program in 
community counseling is accredited by the Council 
for Accreditation of Counseling and Related Educa- 
tional Programs. However, the bachelor’s and mas- 
ter’s degree programs in business at UOP are not ac- 
credited by the Association to Advance Collegiate 
Schools of Business (AACSB). The AACSB is the 
largest and most influential accrediting organization 
for undergraduate, master’s, and doctoral degree 
programs in business schools around the world, hav- 
ing granted international accreditation to more than 
five hundred business schools in thirty countries. 

Throughout its history, UOP has found gaining 
accreditation an uphill battle. For example, UOP 
reentered California in 1980. After initially receiving a 
license to operate based on its accreditation by North 
Central, a regional accreditation agency recognized by 
the DOE, UOP was informed in 1981 that due to a 
change in California law, North Central accreditation 
was not sufficient to operate in California. Instead, ac- 
creditation was required from the Western Association 
of Schools and Colleges (WASC). The WASC was run 
by an old critic of Sperling, and there was zero 
chance that it would accredit UOP, leaving the insti- 
tution with a stranded investment in California. It 
took another three years for UOP to resolve the issue, 
which it did by extensive political lobbying, ulti- 
mately getting a political ally to sponsor a bill in the 
California legislature that resulted in a change in the 
law, making WASC accreditation unnecessary for 
out-of-state institutions. 

The hostility UOP encountered in California was 
repeated in many other states, and UOP was not always 
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successful at countering it. Illinois, for example, re- 
fused to grant a license to UOP after existing institu- 
tions argued that there were already too many col- 
leges in the state and that UOP was unnecessary since 
other institutions already offered similar programs. 

In Sperling’s view, the persistent hostility to his 
company reflects the cultural biases of higher educa- 
tion against the idea of for-profit universities. “The 
whole regulatory structure of higher education is de- 
signed to favor nonprofit and public colleges and 
universities, which it does by placing added regula- 
tory burdens on those institutions organized for 
profit.”!© One of these burdens is that regulations 
grant Title IV eligibility to nonprofit and public in- 
stitutions that have achieved candidacy for accredita- 
tion status, but grant Title IV eligibility only after the 
schools have achieved full accreditation. 


Apollo’s Growth Strategy 


The company’s strategy has been to grow by opening 
more campuses and learning centers in new states, by 
increasing enrollment at existing campuses and 
learning centers, and by offering product extensions, 
including online course offerings and expanded asso- 
ciate’s degree offerings through Axia College. 


UOP Expansion 


The basic UOP business model has proved to be very 
scalable. In addition to centrally developed curricu- 
lum, UOP has developed customized computer pro- 
grams that are used for student tracking, marketing, 
faculty recruitment and training, and academic 
quality management. These computer programs are 
intended to provide uniformity among UOP’s cam- 
puses and learning centers. In turn, this enhances 
UOP?’s ability to expand rapidly into new markets. 

To attract more students, UOP invests heavily in 
marketing and sales. In 2005, selling and promo- 
tional costs accounted for 21.5% of total revenues, 
much higher than at traditional universities. Of the 
$484 million spent on sales and promotions in 2005, 
$224 million went into advertising, $59 million into 
other promotions, and another $202 million into 
salaries for enrollment advisors. By way of compari- 
son, few traditional universities spend more than 
$10 million on marketing. 

UOP’s aggressive marketing has got it into trouble 
with the DOE. In 2004 the department issued a report 
that was highly critical of how UOP compensated its 


enrollment advisors. According to the department, 
enrollment advisors at UOP soon found out that 
UOP based their salaries solely on the number of stu- 
dents they recruited, a practice that is prohibited by 
federal law. One recruiter who started out at $28,000 
was bumped up to $85,000 after recruiting 151 stu- 
dents in six months. Another who started out at the 
same level got just a $4,000 raise after signing up 
79 students. This report ultimately could have led to 
UOP being barred from federal loan programs, which 
would have been very damaging. Although an Apollo 
spokesperson called the report “very misleading and 
full of inaccuracies,” the company agreed to change 
its compensation practices and paid a $9.8 million 
fine without admitting guilt.!” 


Online Education 


One of the big engines of growth at UOP has been 
online education. UOP was an early mover in this 
area. In 1989, Sperling purchased a defunct distance 
learning company and instructed a team of techni- 
cians to come up with a viable portable electronic ed- 
ucation system. By the time traditional universities 
started to discuss the idea of web-based distance edu- 
cation, they found that UOP was already there. 
Today, Apollo has more than 160,000 students en- 
rolled in online programs and is the global leader in 
online education.!® 

Online classes are conducted in groups of ten to 
twelve students. Prior to the beginning of each class, 
students pay a fee to access eResource, the online de- 
livery method for course materials. Online there is a 
series of eight newsgroups. The main newsgroup is 
designated for class discussion. There is an assign- 
ments newsgroup to which students submit their as- 
signments, a chat newsgroup for students to discuss 
noncontent-related topics, a course materials news- 
group that houses the syllabus and lectures for the 
class, and four newsgroups that function as forums 
for the learning team assignments. Each week, the 
instructor posts a lecture to the classroom course 
materials newsgroup. Students log on and read the 
lecture or print the lecture to read at their conven- 
ience. Throughout the week, students participate in 
class discussions, based on the class content for that 
week, which is actively facilitated by the instructor. 
Both the instructor and students are expected to en- 
gage in content discussions five out of seven days 
each class week. In addition to the class participation 
requirement, students are also expected to complete 


individual assignments and to work within a small 
group of three to five students on a specific learning 
team assignment. 

The online approach appeals to students who 
work irregular hours or who struggle to balance the 
demands of work, family, and school. Flexibility, not 
cost, is the prime selling point. The cost of an online 
MBA program at UOP is about $30,000, similar to 
online education program fees at traditional univer- 
sities that are moving into this space. The cost of a 
getting a bachelor’s degree online at UOP is about 
$475 per semester credit hour, which compares to an 
average of $398 for an online degree at a selection of 
state institutions, and $446 at private schools.!? 


Axia College 


Another major thrust by the Apollo Group has been 
to expand its two-year associate’s degree offerings. In 
the last few years, this has been done through Axia 
College, which initially was part of Apollo’s Western 
International University. Today, Axia is part of UOP. 
The demographic strategy at Axia is very different 
from that at UOP. Axia targets eighteen- to twenty- 
four-year-old students with little or no college educa- 
tion. The revenue per student is lower, but this is bal- 
anced by larger class sizes (between thirty and forty), 
fewer dropouts, and lower student acquisition costs, 
which translates into slightly higher profit margins. 
The goal is for Axia to become a feeder for UOP, with 
students who gain an associate’s degree at Axia trans- 
ferring to UOP to gain a bachelor’s, either immedi- 
ately upon graduation or at some time in the future. 
Due to the rapid growth of Axia, most of which is on- 
line, associates’ degrees have grown from about 3.9% 
of Apollo’s student base in 2004 to about 23% in 
2006. The growth of Axia has hurt Apollo’s revenue 
per student numbers and the stock price, although 
many analysts see this as a good long-term strategy.”° 


The Competitive Landscape 


The postsecondary education industry in the United 
States is estimated to be worth around $300 billion, 
with the for-profit sector capturing about $18 billion 
of that total in 2005. The industry will continue to 
grow, fueled by favorable demographics and tuition 
hikes, which historically have outpaced inflation by a 
wide margin. The DOE expects postsecondary en- 
rollment to grow at 2% per annum. Analysts estimate 
that the for-profit sector could grow enrollments by 
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5 to 6% per annum as it gains share, and increase tu- 
ition at 4 to 5% per annum.7! To back up these fore- 
casts, analysts point to DOE figures that suggest that 
only 26% of Americans twenty-five and older have a 
bachelor’s degree or higher. 

Although UOP pioneered the for-profit univer- 
sity model and remains by far the largest institution, 
it is not alone in the space. Competition has in- 
creased and may continue to do so. Today, there are 
around 850 for-profit institutions offering degrees in 
the United States, up from around 600 in 1996. Most 
of these institutions, however, are quite small. The 
largest competitors to UOP are Corinthian College, 
with 66,000 students in 2005; ITT Educational Ser- 
vices, with 43,000 students; and Career Education. 

Corinthian College focuses primarily on diploma 
or certificate courses designed for students with little 
or no college experience who are looking for entry- 
level jobs. As such, it is not a strong direct competitor 
to UOP. Florida Metropolitan University, the largest 
school operated by Corinthian College, is currently 
being investigated for marketing and advertising 
practices by the Florida attorney general. ITT Educa- 
tional Services has traditionally focused on associates’ 
degrees, but has been expanding its offerings of bach- 
elors’ degrees. ITT’s niche is technical degrees, al- 
though like UOP it also offers business degrees. Career 
Education is the holding company for a number of 
for-profit establishments, including Colorado Technical 
University and American InterContinental University. 
Currently Career Education is mired in legal and ac- 
creditation issues that have constrained its ability to 
expand. 

Analysts’ estimates suggest that among for-profit 
universities, UOP has the premium brand but prices 
its offerings competitively, which constitutes a com- 
pelling value proposition for students (see Exhibit 1). 

In addition to other nonprofits, UOP faces in- 
creased competition from traditional not-for-profit 
universities. In recent years, both private and public 
institutions have expanded their part-time and on- 
line offerings to adults, particularly in areas like busi- 
ness administration. Executive MBA programs have 
become major revenue generators at many state and 
private universities. To take one example, at the Uni- 
versity of Washington business school, the number of 
students enrolled in part-time evening or executive 
MBA programs has expanded from around forty stu- 
dents ten years ago to over three hundred today. These 
students pay “market-based” fees, and the programs 
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EXHIBIT 1 
Graduate Salary and Tuition for Bachelor’s Degrees 


School 


University of Phoenix 


American InterContinental University 
Florida Metropolitan University 
ITT Technical Institute 


Mean Graduate Salary 


$52,597 
$44,363 
$35,019 
$39,726 
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Mean Total Tuition 


$51,000 
$43,863 
$50,400 
$69,480 


Source: Data taken from Paul Bealand, “What's a Degree Worth?” Citigroup Equity Research, February 17, 2006. 


are run as profit centers that contribute earnings to 
support the operations of the business school. The 
programs are structured to minimize the demands 
on working adults (classes are held in the evening or 
on weekends) and make heavy use of learning teams 
to facilitate the educational process. 

Some traditional universities are also getting into 
the business of online education, although their success 
has been decidedly mixed so far. One of the leaders, the 
University of Massachusetts, had 9,200 students taking 
online courses in 2006. Most were working adults ages 
twenty-five to fifty, and 30% were from out of state. At 
UMass, online applicants undergo the same admission 
process as candidates for campus slots. Tuition is 
slightly higher than that for on-campus students since 
web-based courses are not subsidized by the state. At 
another state institution, Pennsylvania State University, 
there are some 6,000 students taking online courses, 
and demand is growing rapidly. The University of 
Maryland University College, the open enrollment arm 
of the state university, had 51,405 online students in 
2005, up from 9,696 in 1998. Nearly 40% of these were 
U.S. military personnel around the world—a market 
that UOP also targets.?? 

On the other hand, many top schools have been 
reluctant to offer online courses, believing that doing 
so might compromise quality. Underlying this view is 
a belief that much of the value in education comes 
from face-to-face interactions with professors and 
other students in a classroom setting. This perspective 
is backed up by empirical and anecdotal evidence. In 
one recent survey, employers overwhelmingly pre- 
ferred traditional bachelors’ degrees when hiring over 
credentials even partially completed online. Two pro- 
fessors asked managers from 270 small and medium- 
sized companies in eight cities about their attitudes 
toward online credentials. The managers sought 


entry-level employees or managers in engineering, 
business, and information technology. Ninety-six 
percent said they would choose traditional candi- 
dates over those with online degrees.”* 

In response to a journalist’s question about the 
value of online degrees, a spokesperson at Texas In- 
struments stated: “We do not hire people with online 
degrees. We primarily hire engineers, and we target 
very well established engineering degree programs. 
The chance for someone with an online degree pro- 
gram to get in is not very likely.’*4 On the other 
hand, several employers told the same journalist that 
an online degree did not limit options so long as it 
was from an accredited institution. These organiza- 
tions included Northrop Grumman, United Parcel 
Service, Boeing, and Discovery Communications. 


October 2006 


On October 18, 2006, Apollo issued its results for its 
financial fourth quarter and the 2006 financial year. 
The results were not as strong as had been forecasted. 
Beginning in 2005, enrollment growth rates had 
started to decline. This trend worsened in mid 2006, 
when UOP had a decline in enrollment of 15,000, 
which caused a drop in profits to $93.5 million, 
down from $106 million in the same period of 2005. 
Making matters worse, Apollo had spent more on 
marketing and sales than in the equivalent period a 
year earlier as it tried to attract more students. The 
bright spot in the results was continued rapid enroll- 
ment growth at Axia College. However, this growth 
came at a cost since the revenue per student was 
lower at Axia than at UOP. These events had analysts 
wondering whether Apollo’s years of rapid growth 
had come to an end, and if so, what the corporation’s 
strategy should be going forward. 
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Boeing Commercial 
Aircraft: Comeback? 


This case was prepared by Charles W. L. Hill, the University of Washington. 


t looked as if 2006 would be the year that Boeing 

could boast of a comeback in its three-decades- 
long duel with Airbus Industries. Long the dominant 
player in the commercial aerospace industry, Boeing 
has been steadily losing market share to Airbus from 
the mid-1990s onwards (represented in Exhibit 1). In 
1999, for the first time in its history, Airbus garnered 
more orders for new commercial jet aircraft than 
Boeing. The European upstart repeated this achieve- 
ment regularly between 2001 and 2005. 

By mid-2006, however, the tide seemed to be 
shifting in Boeing’s favor. Underlying this were 
strong sales of Boeing’s newest jet, the super-efficient 
wide-bodied 787, along with surging sales of its well- 
established 737 and 777 jets. For the first six months 
of 2006, Boeing took orders for 487 aircraft; Airbus 
took just 117. While Boeing seemed to be leaving a 
decade of production problems and ethics scandals 
behind it, Airbus was mired in problems of its own. 
Its largest jet to date, the A380 super jumbo, had been 
delayed from entering service while the company 
struggled with production problems. Orders for the 
A380 had stalled at 159 for almost a year, and ana- 
lysts were beginning to question whether the aircraft 
would be a commercial success. Moreover, Airbus’s 
contender to the Boeing 787, the A350, had to be 
scrapped before it even left the drawing board due to 
negative customer feedback. The challenge facing 
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Boeing’s management was to translate this revival in 
fortunes for the company into a sustainable competi- 
tive advantage. It was off to a good start, but what 
else needed to be done? 


The Competitive Environment 


By the 2000s, the market for large commercial jet air- 
craft was dominated by just two companies, Boeing 
and Airbus. A third player in the industry, McDonnell 
Douglas, had been significant historically but had lost 
share during the 1980s and 1990s. In 1997, Boeing ac- 
quired McDonnell Douglas, primarily for its strong 
military business. Since the mid-1990s, Airbus had 
been gaining orders at Boeing’s expense. By the mid- 
2000s, the two companies were splitting the market. 

Both Boeing and Airbus now have a full range of 
aircraft. Boeing offers five aircraft “families” that 
range in size from 100 to over 500 seats. They are the 
narrow-bodied 737 and the wide-bodied 747, 767, 
777, and 787 families. Each family comes in various 
forms. For example, there are currently four main 
variants of the 737 aircraft. They vary in size from 
110 to 215 seats, and in range from 2,000 to over 
5,000 miles. List prices vary from $47 million for the 
smallest member of the 737 family, the 737-600, to 
$282 million for the largest Boeing aircraft, the 747-8. 
The newest member of the Boeing family, the 787, 
lists for between $138 million and $188 million, de- 
pending on the model.! 

Similarly, Airbus offers four families: the narrow- 
bodied A320 family and the wide-bodied A300/310, 
A330/340, and A380 families. These aircraft vary in 
size from 100 to 550 seats. The range of list prices is 
similar to Boeing’s. The A380 super jumbo lists for 
between $282 million and $302 million, while the 


smaller A320 lists for between $62 million and $66.5 
million.” Both companies also offer freighter versions 
of their wide-bodied aircraft. 

Airbus was a relatively recent entrant into the 
market. Airbus began its life as a consortium between 
a French and a Germany company in 1970. Later, a 
British and a Spanish company joined the consor- 
tium. Initially few people gave Airbus much chance 
for success, but the consortium gained ground by in- 
novating. It was the first aircraft maker to build planes 
that “flew by wire,” made extensive use of composites, 
flew with only two flight crew members (most flew 
with three), and used a common cockpit layout across 
models. It also gained sales by being the first company 
to offer a wide-bodied twin engine jet, the A300, that 
was positioned between smaller single-aisle planes 
like the 737 and large aircraft such as the Boeing 747. 

In 2001, Airbus became a fully integrated com- 
pany. The European Defense and Space Company 
(EADS), formed by a merger between French, German, 
and Spanish interests, acquired 80% of the shares in 
EADS, and BAE Systems, a British company, took a 
20% stake. 


Development and Production 


The economics of development and production in 
the industry are characterized by a number of facts. 
First, the R&D and tooling costs associated with de- 
veloping a new airliner are very high. Boeing spent 
some $5 billion to develop the 777. Its latest aircraft, 
the 787, is expected to cost $8 billion to develop. De- 
velopment costs for Airbus’s latest aircraft, the A380 
super jumbo, could run as high as $15 billion. 

Second, given the high upfront costs, to break 
even a company has to capture a significant share of 
projected world demand. The breakeven point for 
the Airbus super jumbo, for example, is estimated to 
be between 250 and 270 aircraft. Estimates of the 
total potential market for this aircraft vary widely. 
Boeing suggests that the total world market will be 
no more than 320 aircraft over the next twenty years. 
Airbus believes that demand for this size aircraft will 
be more like 1,250 jets. In any event, it may take five 
to ten years of production before Airbus breaks even 
on the A380—and that’s on top of years of negative 
cash flow during development.* 

Third, there are significant learning effects in air- 
craft production.* On average, unit costs fall by about 
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20% each time cumulative output of a specific model is 
doubled. The phenomenon occurs because managers 
and shop floor workers learn over time how to assem- 
ble a particular model of plane more efficiently, reduc- 
ing assembly time, boosting productivity, and lowering 
the marginal costs of producing subsequent aircraft. 

Fourth, the assembly of aircraft is an enormously 
complex process. Modern planes have over 1 million 
component parts that have to be designed to fit with 
each other, and then produced and brought together 
at the right time to assemble the engine. At several 
times in the history of the industry, problems with 
the supply of critical components have held up pro- 
duction schedules and resulted in losses. In 1997, 
Boeing took a charge of $1.6 billion against earnings 
when it had to halt the production of its 737 and 747 
models due to a lack of component parts. 

Historically, airline manufacturers tried to man- 
age the supply process through vertical integration, 
making many of the component parts that went into 
an aircraft (engines were long the exception to this). 
Over the last two decades, however, there has been a 
trend to contract out production of components and 
even entire subassemblies to independent suppliers. 
On the 777, for example, Boeing outsourced about 
65 percent of the aircraft production, by value, ex- 
cluding the engines.° While helping to reduce costs, 
contracting out has placed an enormous onus on 
airline manufacturers to work closely with their sup- 
pliers to coordinate the entire production process. 

Finally, all new aircraft are now designed digitally 
and assembled virtually before a single component is 
produced. Boeing was the first to do this with its 777 
in the early 1990s and its new version of the 737 in 
the late 1990s. 


Customers 


Demand for commercial jet aircraft is very volatile 
and tends to reflect the financial health of the com- 
mercial airline industry, which is prone to boom and 
bust cycles (see Exhibits 1 and 2). After a moderate 
boom during the 1990s, the airline industry went 
through a particularly nasty downturn during 
2001-2005. The downturn started in early 2001 due 
to a slowdown in business travel after the boom of 
the 1990s. It was compounded by a dramatic slump 
in airline travel after the terrorist attacks on the 
United States on September 11, 2001. Between 2001 
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and 2005, the entire global airline industry lost some 
$40 billion, more money than it had made since its 
inception.® 

For 2006, the industry is forecasted to lose $1.7 bil- 
lion, which represents an incremental improvement 
over the $3.2 billion lost in 2005. The industry would 
have been profitable in both 2005 and 2006 were it not 
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Losses were particularly severe among the big six 
airlines in the world’s largest market, the United States 
(American Airlines, United, Delta, Continental, US 
Airways, and Northwest). Three of these airlines 
(United, Delta, and Northwest) were forced to seek 
chapter 11 bankruptcy protections. Even though de- 
mand and profits plummeted at the big six airlines, 
some carriers continued to make profits during 
2001-2005, most notably the budget airline Southwest. 
In addition, other newer budget airlines, including 
AirTran and Jet Blue (which was started in 2000), 
gained market share during this period. Indeed, be- 
tween 2000 and 2003, the budget airlines in the 
United States expanded capacity by 44%, even as the 
majors slashed their carrying capacities and parked 
unused planes in the desert. In 1998, the budget air- 
lines held a 16% share of the U.S. market; by mid- 
2004, their share had risen to 29%.° 

The key to the success of the budget airlines is a 
strategy that gives them a 30 to 50% cost advantage 
over traditional airlines. The budget airlines all fol- 
low the same basic script: They purchase just one 
type of aircraft (some standardize on Boeing 737s, 
others on Airbus 320s). They hire nonunion labor and 
cross-train employees to perform multiple jobs (to 
help meet turnaround times, for example, pilots might 
help check tickets at the gate). As a result of flexible 
work rules, Southwest needs only 80 employees to 
support and fly an aircraft, compared to 115 at the big 


six airlines. The budget airlines also favor flying 
“point to point” rather than through hubs, and often 
use less costly secondary airports rather than major 
ones. They focus on large markets with lots of traffic 
(up and down the East Coast, for example). There are 
no frills on the flights (passengers receive no in-flight 
food or complementary drinks, for example). And 
prices are set low to fill up the seats. 

In contrast, major airlines base their operations 
on the network, or “hub and spoke,” system. Net- 
work airlines route their flights through major hubs; 
one airline often dominates a single hub (United 
dominates Chicago’s O’Hare airport, for example). 
This system was developed for good reason: It effi- 
ciently uses airline capacity when there isn’t enough 
demand to fill a plane flying point to point. By using 
a hub and spoke system, major network airlines are 
able to serve some 38,000 city pairs, some of which 
generate fewer than fifty passengers per day. By fo- 
cusing on a few hundred city pairs where there is 
sufficient demand to fill their planes, and flying di- 
rectly between them (point to point), the budget air- 
lines seem to have found a way around this con- 
straint. The network carriers also suffer from a 
higher cost structure due to their legacy of a union- 
ized workforce. In addition, their costs are pushed 
higher by their superior in-flight service. In good 
times, the network carriers can recoup their costs by 
charging higher prices than the discount airlines, 
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particularly for business travelers, who pay more to 
book late and to fly business or first class. In the 
competitive environment of the early 2000s, how- 
ever, this was no longer the case. 

Due to the effect of increased competition, the real 
yield that U.S. airlines get from passengers has fallen 
from 8.70 cents per mile in 1980 to 6.37 cents per mile 
in 1990, 5.12 cents per mile in 2000, and 4.00 cents per 
mile in 2005 (these figures are expressed in constant 
1978 cents).? Real yields are also declining elsewhere. 
With real yields declining, the only way that airlines can 
become profitable is to reduce their operating costs. 

Outside of the United States, competition has in- 
tensified as deregulation has allowed low-cost air- 
lines to enter local markets and capture share from 
long-established national airlines that have used the 
hub and spoke model. In Europe, for example, Ryanair 
and Easy Jet have adopted the business model of 
Southwest and used it to grow aggressively. 

By the mid-2000s, large airlines in the United 
States were starting to improve their operating effi- 
ciency, helped by growing traffic volumes, higher load 
factors, and reductions in operating costs, particularly 
labor costs. Load factor refers to the percentage of a 
plane that is full on average, which hit a record 86% 
in 2006 in the United States, and 81% in interna- 
tional markets. Total losses for the U.S. industry were 
projected to be $4.5 billion in 2006, primarily due to 
one-time accounting charges. European airlines were 
projected to make profits of $1.8 billion in 2006, and 
Asian airlines profits of $1.7 billion. For 2007, the U.S. 
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airlines were projected to break even, and the global 
industry was projected to earn around $2 billion.'° 


Demand Projections 


Both Boeing and Airbus issue annual projects of 
likely future demand for commercial jet aircraft. 
These projections are based on assumptions about 
future global economic growth, the resulting growth 
in demand for air travel, and the financial health of 
the world’s airlines. 

In its 2006 report, Boeing assumed that the world 
economy would grow by 3.1% per annum over the 
next twenty years, which should generate growth in 
passenger traffic of 4.8% per annum and growth in 
cargo traffic of 6.1% per year. On this basis, Boeing 
forecast demand for some 27,210 new aircraft valued 
at $2.6 trillion over the next twenty years (1,360 de- 
liveries per year). Of this, some 9,580 aircraft will be 
replacements for aircraft retired from service, with 
the balance being aircraft to satisfy an expanded mar- 
ket. In 2025, Boeing estimates that the total global 
fleet of aircraft will be 35,970, up from 17,330 in 
2005. Boeing believes that North America will ac- 
count for 28% of all new orders, Asia Pacific for 36%, 
and Europe for 24%. Passenger traffic is projected to 
grow at 6.4% per annum in Asia versus 3.6% in 
North America and 3.4% in Europe.!! 

Regarding the mix of orders, Boeing believes that 
the majority will be for aircraft between regional jets 
(which have fewer than 100 seats) and the Boeing 747 
(see Exhibit 4). Aircraft in the 747 range (including 
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the Airbus A380) will account for some 3% of deliv- 
eries and 10% of value between 2006 and 2025, ac- 
cording to Boeing. 

The latest Airbus forecast covers 2004-2023. 
Over that period, Airbus forecasts world passenger 
traffic to grow by 5.3% per annum and predicts de- 
mand for 17,328 new aircraft worth $1.9 trillion. 
(Note that Airbus excludes regional jets from its 
forecast; Boeing’s forecasts include some 3,450 re- 
gional jet deliveries). Airbus believes that demand 
for very large aircraft will be robust, amounting to 
1,648 large passenger aircraft and freighters in the 
747 range and above, or 22% of the total value of air- 
craft delivered.!* 

The difference in the mix of orders projected by 
Boeing and Airbus reflect different views of how fu- 
ture demand will evolve. Airbus believes that hubs 
will continue to play an important role in airline 
travel, particularly international travel, and that very 
large jets will be required to transport people be- 
tween hubs. Airbus bases this assumption partly on 
an analysis of data over the last twenty years, which 
shows that traffic between major airline hubs has 
grown faster than traffic between other city pairs. 
Airbus also assumes that urban concentrations will 
continue to grow, with fifteen cities having popula- 
tions of more than 20 million by 2023, up from five 
in 2004. Airbus states that demand is simply a func- 
tion of where people want to go, and most people 
want to travel between major urban centers. The 
company notes, for example, that 90% of travelers 
from the United States to China go to three major 
cities. Fifty other cities make up the remaining 10%, 
and Airbus believes that very few of these cities will 
have demand large enough to justify a nonstop serv- 
ice from North America or Europe. Based on this as- 
sumption, Airbus sees robust demand for very large 
aircraft, particularly its A380 offering. 

Boeing has a different view of the future. The 
company theorizes that hubs will become increas- 
ingly congested and that many travelers will seek to 
avoid them. Boeing thinks that passengers prefer fre- 
quent nonstop service between the cities they wish to 
visit. Boeing also sees growth in travel between city 
pairs as being large enough to support an increasing 
number of direct long-haul flights. The company 
notes that continued liberalization of regulations gov- 
erning airline routes around the world will allow for 
the establishment of more direct flights between city 
pairs. As in the United States, the company believes 
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that long-haul, low-cost airlines will emerge that 
serve city pairs and avoid hubs. 

In sum, Boeing believes that airline travelers will 
demand more frequent nonstop flights, not larger 
aircraft.!5 To support this, the company has data 
showing that all of the growth in airline travel since 
1995 has been met by the introduction of new non- 
stop flights between city pairs and by an increased 
frequency of flights between city pairs, not by an in- 
crease in airplane size. For example, Boeing notes 
that following the introduction of the 767, airlines 
introduced more flights between city pairs in North 
America and Europe and more frequent departures. 
In 1984, 63% of all flights across the North Atlantic 
were in the 747. By 2004, the figure had declined to 
13%, with smaller wide-bodied aircraft such as the 
767 and 777 dominating traffic. Following the intro- 
duction of the 777, which can fly nonstop across the 
Pacific and is smaller than the 747, the same process 
occurred in the North Pacific. In 2006 there were sev- 
enty-two daily flights serving twenty-six city pairs in 
North America and Asia. 


Boeing’s History“ 

William Boeing established the Boeing Company in 
1916 in Seattle. In the early 1950s, Boeing took an 
enormous gamble when it decided to build a large jet 
aircraft that could be sold both to the military as a 
tanker and to commercial airlines as a passenger 
plane. Known as the Dash 80, the plane had swept- 
back wings and four jet engines. Boeing invested 
$16 million to develop the Dash 80, two-thirds of the 
company’s entire profits during the postwar years. 
The Dash 80 was the basis for two aircraft, the KC-135 
Air Force tanker and the Boeing 707. Introduced into 
service in 1957, the 707 was the world’s first commer- 
cially successful passenger jet aircraft. Boeing went on 
to sell some 856 Boeing 707s along with 820 KC-135s. 
The final 707, a freighter, rolled off the production 
line in 1994 (production of passenger planes ended 
in 1978). The closest rival to the 707 was the Douglas 
DC 8, of which some 556 were ultimately sold. 

The 707 was followed by a number of other suc- 
cessful jet liners including the 727 (entered service in 
1962), the 737 (entered service in 1967), and the 747 
(entered service in 1970). The single aisle 737 went 
on to become the workhorse of many airlines. In the 
2000s, a completely redesigned version of the 737 
that could seat between 110 and 180 passengers was 
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still selling strong. Cumulative sales of the 737 to- 
taled 6,500 by mid-2006, making it by far the most 
popular commercial jet aircraft ever sold. 

It was the 747 “jumbo jet,’ however, that probably 
best defined Boeing. In 1966, when Boeing’s board de- 
cided to develop the 747, they were widely viewed as 
betting the company on the jet. The 747 was born out 
of the desire of Pan Am, then America’s largest airline, 
for a 400-seat passenger aircraft that could fly 5,000 
miles. Pan Am believed that the aircraft would be ideal 
for the growing volume of transcontinental traffic. 
However, beyond Pan Am, which committed to pur- 
chasing 25 aircraft, demand was very uncertain. More- 
over, the estimated $400 million in development and 
tooling costs placed a heavy burden on Boeing’s finan- 
cial resources. To make a return on its investment, the 
company estimated it would have to sell close to 400 
aircraft. To complicate matters further, Boeing’s prin- 
cipal competitors, Lockheed and McDonnell Douglas, 
were each developing 250-seat jumbo jets. 

Boeing’s big bet turned out to be auspicious. Pan 
Am’s competitors feared being left behind, and by the 
end of 1970, almost 200 orders for the aircraft had 
been placed. Successive models of the 747 extended 
the range of the aircraft. The 747-400, introduced in 
1989, had a range of 8,000 miles and a maximum 
seating capacity of 550 (although most configura- 
tions seated around 400 passengers). By this time, 
both Douglas and Lockheed had exited the market, 
giving Boeing a lucrative monopoly in the very large 
commercial jet category. By 2005, the company had 
sold some 1,430 747s and was actively selling its latest 
version of the 747 family, the 747-8, which was 
scheduled to enter service in 2008. 

By the mid-1970s, Boeing was past the breakeven 
point on all of its models (707, 727, 737, and 747). 
The positive cash flow helped to fund investment in 
two new aircraft, the narrow-bodied 757 and the 
wide-bodied 767. The 757 was designed as a replace- 
ment to the aging 727, while the 767 was a response 
to a similar aircraft from Airbus. These were the first 
Boeing aircraft to be designed with two-person 
cockpits, rather than three. Indeed, the cockpit lay- 
out was identical, allowing the crew to shift from 
one aircraft to the other. The 767 was also the first 
aircraft for which Boeing subcontracted a significant 
amount of work to a trio of Japanese manufacturers— 
Mitsubishi, Kawasaki, and Fuji—which supplied 
about 15% of the airframe. Introduced in 1981, both 
aircraft were successful. Some 1,049 757s were sold 


during the life of the program, which ended in 2003. 
Over 950 767s had been sold by 2006, and the pro- 
gram is still going. 

The next Boeing plane was the 777. A two-engine, 
wide-bodied aircraft with seating capacity of up to 400 
and a range of almost 8,000 miles, the 777 program was 
initiated in 1990. The 777 was seen as a response to Air- 
bus’s successful A330 and A340 wide-bodied aircraft. 
Development costs were estimated at some $5 billion. 
The 777 was the first wide-bodied, long-haul jet to have 
only two engines. It was also the first to be designed 
entirely on computer. To develop the 777, for the first 
time Boeing used cross-functional teams composed of 
engineering and production employees. It also bought 
major suppliers and customers into the development 
process. As with the 767, a significant amount of work 
was outsourced to foreign manufacturers, including 
the Japanese trio of Mitsubishi, Kawasaki, and Fuji, 
which supplied 20% of the 777 airframe. In total, 
some 60% of parts for the 777 were outsourced. The 
777 proved to be another successful venture. By mid- 
2006, 850 777s had been ordered, far greater than the 
200 or so required to break even. 

In December 1996, Boeing stunned the aerospace 
industry by announcing it would merge with long- 
time rival McDonnell Douglas in a deal estimated to 
be worth $13.3 billion. The merger was driven by 
Boeing’s desire to strengthen its presence in the de- 
fense and space side of the aerospace business, where 
McDonnell Douglas was traditionally strong. On the 
commercial side of the aerospace business, Douglas 
had been losing market share since the 1970s. By 
1996, Douglas accounted for less than 10% of pro- 
duction in the large commercial jet aircraft market 
and only 3% of new orders placed that year. The 
dearth of new orders meant the long-term outlook 
for Douglas’s commercial business was increasingly 
murky. With or without the merger, many analysts felt 
that it was only a matter of time before McDonnell 
Douglas would be forced to exit from the commercial 
jet aircraft business. In their view, the merger with 
Boeing merely accelerated that process. 

The merger transformed Boeing into a broad- 
based aerospace business within which commercial 
aerospace accounted for 40 to 60% of total revenue, 
depending on the stage of the commercial produc- 
tion cycle. In 2001, for example, the commercial air- 
craft group accounted for $35 billion in revenues out 
of a corporate total of $58 billion, or 60%. In 2005, 
with the delivery cycle at a low point (but the order 


cycle rebounding), the commercial airplane group 
accounted for $22.7 billion out of a total of $54.8 bil- 
lion, or 41%. The balance of revenue was made up by 
a wide range of military aircraft, weapons and de- 
fense systems, and space systems. 

In the early 2000s, in a highly symbolic act, Boe- 
ing moved its corporate headquarters from Seattle to 
Chicago. The move was an attempt to put some dis- 
tance between top corporate officers and the com- 
mercial aerospace business, the headquarters of 
which remained in Seattle. The move was also in- 
tended to signal to the investment community that 
Boeing was far more than its commercial businesses. 

To some extent, the move to Chicago may have 
been driven by a number of production missteps in 
the late 1990s that hit the company at a time when it 
should have been enjoying financial success. During 
the mid-1990s, orders had boomed as Boeing cut 
prices in an aggressive move to gain share from 
Airbus. However, delivering these aircraft meant that 
Boeing had to more than double its production 
schedule between 1996 and 1997. As it attempted to 
do this, the company ran into some severe produc- 
tion bottlenecks.!° The company scrambled to hire 
and train some 41,000 workers, recruiting many 
from suppliers, a move it came to regret when many 
of the suppliers could not meet Boeing’s demands 
and shipments of parts were delayed. In the fall of 
1997, things got so bad that Boeing shut down its 747 
and 737 production lines so that workers could catch 
up with out-of-sequence work and wait for back-or- 
dered parts to arrive. Ultimately, the company had to 
take a $1.6 billion charge against earnings to account 
for higher costs and penalties paid to airlines for the 
late delivery of jets. As a result, Boeing made very lit- 
tle money out of its mid-1990s order boom. The 
head of Boeing’s commercial aerospace business was 
fired, and the company committed itself to a major 
acceleration of its attempt to overhaul its production 
system, elements of which dated back half a century. 


Boeing in the 2000s 


In the 2000s, three things dominated the development 
of Boeing Commercial Aerospace. First, the company 
accelerated a decade-long project aimed at improving 
the company’s production methods by adopting the 
lean production systems initially developed by Toyota 
and applying them to the manufacture of large jet 
aircraft. Second, the company considered and then 
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rejected the idea of building a successor to the 747. 
Third, Boeing decided to develop a new wide-bodied, 
long-haul jetliner, the 787. 


Lean Production at Boeing 


Boeing’s attempt to revolutionize the way planes are 
built dates back to the early 1990s. Beginning in 
1990, the company started to send teams of execu- 
tives to Japan to study the production systems of 
Japan’s leading manufacturers, particularly Toyota. 
Toyota had pioneered a new way of assembling auto- 
mobiles known as lean production (in contrast to 
conventional mass production). 

Toyota’s lean production system was developed 
by one of the company’s engineers, Ohno Taiichi.!® 
After working at Toyota for five years and visiting 
Ford’s U.S. plants, Ohno became convinced that the 
mass-production philosophy for making cars was 
flawed. He saw numerous problems, including three 
major drawbacks. First, long production runs created 
massive inventories, which had to be stored in large 
warehouses. This was expensive because of the cost 
of warehousing and because inventories tied up capi- 
tal in unproductive uses. Second, if the initial ma- 
chine settings were wrong, long production runs re- 
sulted in the production of a large number of defects 
(that is, waste). And third, the mass-production sys- 
tem was unable to accommodate consumer prefer- 
ences for product diversity. 

In looking for ways to make shorter production 
runs economical, Ohno developed a number of tech- 
niques designed to reduce setup times for production 
equipment, a major source of fixed costs. By using a 
system of levers and pulleys, he was able to reduce 
the time required to change dies on stamping equip- 
ment from a full day in 1950 to three minutes by 
1971. This advance made small production runs eco- 
nomical, which allowed Toyota to respond more effi- 
ciently to consumer demands for product diversity. 
Small production runs also eliminated the need to 
hold large inventories, thereby reducing warehousing 
costs. Furthermore, small production runs and the 
lack of inventory meant that defective parts were pro- 
duced only in small numbers and entered the assem- 
bly process immediately. This reduced waste made it 
easier to trace defects to their source and fix the 
problem. In sum, Ohno’s innovations enabled Toyota 
to produce a more diverse product range at a lower 
unit cost than was possible with conventional mass 
production. 
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Impressed with what Toyota had done, in the mid- 
1990s, Boeing started to experiment with applying 
Toyota-like lean production methods to the produc- 
tion of aircraft. Production at Boeing used to be all 
about producing parts in high volumes and then 
storing them in warehouses until they were ready to 
be used in the assembly process. After visiting Toyota, 
engineers realize that Boeing was drowning in inven- 
tory. A huge amount of space and capital was tied up 
in things that didn’t add value. Moreover, expensive 
specialized machines often took up a lot of space and 
were frequently idle for long stretches of time. 

Like Ohno at Toyota, company engineers started 
to think about how they could modify equipment and 
processes at Boeing to reduce waste. Boeing set aside 
space and time for teams of creative plant 
employees—design engineers, maintenance techni- 
cians, electricians, machinists, and operators—to start 
experimenting with machinery. They called these 
teams moonshiners. The term moonshine was coined 
by Japanese executives who visited the United States 
after World War II. They were impressed by two 
things in the United States—supermarkets and the 
stills built by people in the Appalachian hills. They 
noticed that people built these stills with no money. 
They would use salvaged parts to make small stills 
that produced alcohol that they sold for money. The 
Japanese took this philosophy back home with them 
and applied it to industrial machinery, which is where 
Boeing executives saw the concept in operation in the 
1990s. With the help of Japanese consultants, they de- 
cided to apply the moonshine creative philosophy at 
Boeing to produce new low-cost, “right-sized” ma- 
chines that could be used to increase profits. 

The moonshine teams were trained in lean pro- 
duction techniques, given a small budget, and then set 
loose. Initially many of the moonshine teams focused 
on redesigning equipment to produce parts. Under- 
lying this choice was a Boeing study that showed that 
more than 80% of the parts manufactured for air- 
craft were less than 12 inches long, and yet the metal- 
working machinery was huge, inflexible, and could 
economically produce parts only in large lots.!” 

Soon, empowered moonshine teams were designing 
their own equipment—small-scale machines that took 
up little space and used wheels to allow the machines to 
move around the plant. One team, for example, re- 
placed a large stamping machine that cost six figures 
and was used to produce L-shaped metal parts in 
batches of 1,000 with a miniature stamping machine 


powered by a small hydraulic motor that could be 
wheeled around the plant. With the small machine, 
which cost a couple of thousand dollars, parts could be 
produced very quickly in small lots, eliminating the 
need for inventory. They also made a sanding machine 
and a parts cleaner of equal size. Now the entire 
process—from stamping the raw material to the fin- 
ished part—was completed in minutes (instead of 
hours or days) just by configuring these machines into 
a small cell and having them serviced by a single per- 
son. The small scale and quick turnaround now made 
it possible to produce these parts just in time, elimi- 
nating the need to produce and store inventory.'® 

Another example of a moonshine innovation 
concerned the process for loading seats onto a plane 
during assembly. Historically, this was a cumbersome 
process. After the seats would arrive at Boeing from a 
supplier, wheels were attached to each seat, and then 
the seats were delivered to the factory floor in a large 
container. An overhead crane lifted the container up 
to the level of the aircraft door. Then the seats were 
unloaded and rolled into the aircraft, before being 
installed. The process was repeated until all of the 
seats had been loaded. For a single-aisle plane, this 
could take twelve hours. For a wide-bodied jet, it 
would take much longer. A moonshine team adapted 
a hay loader to perform the same job (see Exhibit 5). 
It cost a lot less, delivered seats quickly through the 
passenger door, and took just two hours, while elimi- 
nating the need for cranes.!? 

Multiply the examples given here, and soon you 
have a very significant impact on production costs: A 
drill machine was built for 5% of the cost of a full-scale 
machine from Ingersoll-Rand. Portable routers were 
built for 0.2% of the cost of a large fixed router. One 
process that took 2,000 minutes for a 100-part order 
(20 minutes per part because of setup, machining, and 
transit) now takes 100 minutes (1 minute per part). 
Employees building 737 floor beams reduced labor 
hours by 74%, increased inventory turns from 2 to 18 
per year, and reduced manufacturing space by 50%. 
Employees building the 777 tail cut lead time by 70% 
and reduced space and work in progress by 50%. Pro- 
duction of parts for landing gear support used to take 
32 moves from machine to machine and required 10 
months; production now takes 3 moves and 25 days.”° 

In general, Boeing found that it was able to pro- 
duce smaller lots of parts economically, often from 
machines that it built itself, which were smaller and 
cost less than the machines available from outside 
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The Converted Hay Loader at Work 
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vendors. In turn, these innovations enabled Boeing to 
switch to just-in-time inventory systems and reduce 
waste. Boeing was also able to save on space. By elimi- 
nating large production machinery at its Auburn fa- 
cility, replacing much of it with smaller, more flexible 
machines, Boeing was able to free up 1.3 million 
square feet of space, and sold seven buildings.”! 

In addition to moonshine teams, Boeing adopted 
other process improvement methodologies, using 
them when deemed appropriate. Six Sigma quality 
improvement processes are widely used within Boe- 
ing. The most wide-reaching process change, how- 
ever, was the decision to switch from a static assembly 
line to a moving line. In traditional aircraft manufac- 
ture, planes are docked in angled stalls. Ramps sur- 
round each plane, and workers go in and out to find 
parts and install them. Moving a plane to the next 
workstation was a complex process. The aircraft had 
to be down-jacked from its workstation, a powered 
cart was bought in, the aircraft was towed to the next 
station, and then it was jacked up. This could take two 
shifts. A lot of time was wasted bringing parts to a 
stall and moving a plane from one stall to the next. 

In 2001, Boeing introduced a moving assembly 
line into its Renton plant near Seattle, which manu- 
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factures the 737 (see Exhibit 6). With a moving line, 
each aircraft is attached to a “sled” that rides a mag- 
netic strip embedded in the factory floor, pulling the 
aircraft at a rate of 2 inches per minute, moving past a 
series of stations where tools and parts arrive at the 
moment needed, allowing workers to install the 
proper assemblies. The setup eliminates wandering 
for tools and parts, as well as expensive tug pulls or 
crane lifts (just having tools delivered to workstations, 
rather than having workers fetch them, was found to 
save twenty to forty-five minutes on every shift). Pre- 
assembly tasks are performed on feeder lines. For ex- 
ample, inboard and outboard flaps are assembled on 
the wing before it arrives for joining to the fuselage.” 

Like a Toyota assembly line, the moving line can be 
stopped if a problem arises. Lights are used to indicate 
the state of the line. A green light indicates a normal 
work flow; the first sign of a stoppage brings a yellow 
warning light; and, if the problem isn’t solved within 
fifteen minutes, a purple light indicates that the line has 
stopped. Each work area and feeder line has its own 
lights, so there is no doubt where the problem is.” 

The cumulative effects of these process innova- 
tions have been significant. By 2005, assembly time 
for the 737 had been cut from twenty-two days to just 
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EXHIBIT 6 
The Moving Line 


eleven days. In addition, work-in-progress inventory 
had been reduced by 55 percent and stored inventory 
by 59 percent.”4 By 2006, all of Boeing’s production 
lines except that for the 747 had shifted from static bays 
to moving lines. The 747 was expected to shift to mov- 
ing line when Boeing starts production of the 747-8. 


The Super-Jumbo Decisions 


In the early 1990s Boeing and Airbus started to con- 
template new aircraft to replace Boeing’s aging 747. 
The success of the 747 had given Boeing a monopoly 
in the market for very large jet aircraft, making the 
plane one of the most profitable in the jet age. But 
the basic design dated back to the 1960s, and some 
believed there might be sufficient demand for a 
super-jumbo aircraft with as many as 900 seats. 
Initially the two companies considered establish- 
ing a joint venture to share the costs and risks associ- 
ated with a developing a super-jumbo aircraft, but 
Boeing withdrew in 1995, citing costs and uncertain 
demand prospects. Airbus subsequently concluded 
that Boeing was never serious about the joint ven- 
ture, and the discussions were nothing more than a 
ploy to keep Airbus from developing its own plane.*> 


Source: Copyright © Boeing. All rights reserved. 


After Boeing withdrew, Airbus started to talk 
about offering a competitor to the 747 in 1995. The 
plane, then dubbed the A3XX, was to be a super 
jumbo with capacity for over 500 passengers. Indeed, 
Airbus stated that some versions of the plane might 
carry as many as 900 passengers. Airbus initially esti- 
mated that there would be demand for some 1,400 
planes of this size over twenty years, and that develop- 
ment costs would total around $9 billion (estimates 
ultimately increased to some $15 billion). Boeing’s 
latest 747 offering—the 747-400—could carry around 
416 passengers in three classes. 

Boeing responded by drafting plans to develop 
new versions of the 747 family—the 747-500X and 
the 747-600X. The 747-600X was to have a new 
(larger) wing, a fuselage almost 50 feet longer than 
the 747-400, would carry 550 passengers in three 
classes and have a range of 7,700 miles. The smaller 
747-500X would have carried 460 passengers in three 
classes and had a range of 8,700 miles. 

After taking a close look at the market for a super- 
jumbo replacement to the 747, in early 1997 Boeing 
announced that it would not proceed with the pro- 
gram. The reasons given for this decision included the 


limited market and high development costs, which at 
the time were estimated to be $7 billion. There were 
also fears that the wider wing span of the new planes 
would mean that airports would have to redesign some 
of their gates to take the aircraft. Boeing, McDonnell 
Douglas (prior to the merger with Boeing), and the 
major manufacturers of jet engines all forecast de- 
mand for about 500 to 750 such aircraft over the next 
twenty years. Airbus alone forecast demand as high as 
1,400 aircraft. Boeing stated that the fragmentation of 
the market due to the rise of “point-to-point” flights 
across oceans would limit demand for a super jumbo. 
Instead of focusing on the super-jumbo category, 
Boeing stated that it would develop new versions of the 
767 and 777 aircraft that could fly up to 9,000 miles 
and carry as many as 400 passengers. 

Airbus, however, continued to push forward with 
planes to develop the A3XX. In December 2000, with 
more than fifty orders in hand, the board of EADS, Air- 
bus’s parent company, approved development of the 
plane, which was now dubbed the A380. Development 
costs at this point were pegged at $12 billion, and the 
plane was forecast to enter service in 2006 with Singa- 
pore Airlines. The A380 was to have two passenger 
decks, more space per seat, and wider aisles. It would 
carry 555 passengers in great comfort, something that 
passengers would appreciate on long transoceanic 
flights. According to Airbus, the plane would carry up 
to 35% more passengers than the most popular 747- 
400 configuration, yet cost per seat would be 15 to 20% 
lower due to operating efficiencies. Concerns were 
raised about turnaround time at airport gates for such 
a large plane, but Airbus stated that dual-boarding 
bridges and wider aisles meant that turnaround times 
would be no more than those for the 747-400. 

Airbus also stated that the A380 was designed to 
operate on existing runways and within existing 
gates. However, London’s Heathrow airport found 
that it had to spend some $450 million to accommo- 
date the A380, widening taxiways and building a bag- 
gage reclaim area for the plane. Similarly, eighteen 
U.S. airports had reportedly spent some $1 billion 
just to accommodate the A380.7° 


The 787 

While Airbus pushed forward with the A380, in 
March 2001 Boeing announced the development of a 
radically new aircraft. Dubbed the sonic cruiser, the 
plane would carry 250 passengers 9,000 miles and fly 
just below the speed of sound, cutting one hour off 


CASE2 Boeing Commercial Aircraft: Comeback? C33 


transatlantic flights and three hours off transpacific 
flights. To keep down operating costs, the sonic 
cruiser would be built out of low-weight carbon fiber 
“composites.” Although the announcement created 
considerable interest in the aviation community, in 
the wake of the recession that hit the airline industry 
after September 11, 2001, both Boeing and the air- 
lines became considerably less enthusiastic. In March 
2002, the program was cancelled. Instead, Boeing 
said that it would develop a more conventional aircraft 
using composite technology. The plane was initially 
known as the 7E7, with the E standing for efficient (the 
plane was renamed the 787 in early 2005). 

In April 2004, the 7E7 program was formally 
launched with an order for fifty aircraft worth $6 
billion from All Nippon Airlines of Japan. It was the 
largest launch order in Boeing’s history. The 7E7 was 
a twin-aisle, wide-bodied, two-engine plane designed 
to carry 200 to 300 passengers up to 8,500 miles, mak- 
ing the 7E7 well suited for long-haul, point-to-point 
flights. The range exceeded all but the longest range 
plane in the 777 family, and the 7E7 could fly 750 
miles more than Airbus’s closest competitor, the mid- 
sized A330-200. With a fuselage built entirely out of 
composites, the aircraft was lighter and would use 
20% less fuel than existing aircraft of comparable size. 

The plane was also designed with passenger com- 
fort in mind. The seats would be wider, as would the 
aisles, and the windows were larger than in existing 
aircraft. The plane would be pressurized at 6,000 feet 
altitude, as opposed to 8,000 feet, which is standard 
industry practice. Airline cabin humidity was typi- 
cally kept at 10% to avoid moisture buildup and cor- 
rosion, but composites don’t corrode, so humidity 
would be closer to 20 to 30%.?7 

Initial estimates suggested that the jet would cost 
some $7 to $8 billion to develop and enter service in 
2008. Boeing decided to outsource more work for the 
787 than on any other aircraft to date. Some 35% of the 
plane’s fuselage and wing structure would be built by 
Boeing. The trio of Japanese companies that worked 
on the 767 and 777—Mitsubishi Heavy Industries, 
Kawasaki Heavy Industries, and Fuji Heavy Indus- 
tries—would build another 35%, and some 26% would 
be built by Italian companies, particularly Alenia.”* For 
the first time, Boeing asked its major suppliers to bear 
some of the development costs for the aircraft. 

The plane was to be assembled at Boeing’s wide- 
bodied plant in Everett, Washington. Large subassem- 
blies were to be built by major suppliers and then 
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shipped to Everett for final assembly. The idea was to 
“snap together” the parts in Everett in three days, cut- 
ting down on total assembly time. To speed up trans- 
portation, Boeing would adopt air freight as its major 
transportation method for many components. 

Airbus’s initial response was to dismiss Boeing’s 
claims of cost savings as inconsequential. They 
pointed out that even if the 787 used less fuel than 
the A330, that was equivalent to just 4% of total op- 
erating costs.*? However, even by Airbus’s calcula- 
tions, as fuel prices starting to accelerate, the magni- 
tude of the savings rose. Moreover, Boeing quickly 
started to snag some significant orders for the 787. In 
2004, Boeing booked 56 orders for the 787, and in 
2005, some 232 orders. Another 85 orders were 
booked in the first nine months of 2006 for a run- 
ning total of 373—well beyond breakeven point. 

In December 2004, Airbus announced that it 
would develop a new model, the A350, to compete di- 
rectly with the 787. The planes were to be long-haul, 
twin-aisle jets, seating 200 to 300 passengers, and con- 
structed of composites. The order flow, however, was 
slow, with airlines complaining that the A350 did not 
match the Boeing 787 on operating efficiency, range, 
or passenger comfort. Airbus went back to the draw- 
ing board and, in mid-2006, announced a new version 
of the A350, the A350 XWB (for “extra wide body”). 
Airbus estimates that the A350 XWB will cost $10 bil- 
lion to develop and enter service in 2012, several years 
behind the 787. The two-engine A350 XWB will carry 
between 250 and 375 passengers and fly up to 8,500 
miles. The largest versions of the A350 XWB will be 
competing directly with the Boeing 777, not the 787. 
Like the 787, the A350 XWB will be built primarily of 
composite materials. The extra wide body is designed 
to enhance passenger comfort. To finance the A350 
XWB, Airbus stated that it would probably seek launch 
aid from Germany, France, Spain, and the UK, all 
countries where major parts of Airbus are based.*? 


Trade Tensions 


It is impossible to discuss the global aerospace industry 
without touching on trade issues. Over the last three 
decades, both Boeing and Airbus have charged that 
their competitor benefited unfairly from government 
subsidies. Until 2001 Airbus functioned as a consor- 
tium of four European aircraft manufacturers: one 
British (20.0% ownership stake), one French (37.9% 
ownership), one German (37.9% ownership), and 


one Spanish (4.2% ownership). In the 1980s and 
early 1990s Boeing maintained that subsidies from 
these nations allow Airbus to set unrealistically low 
prices, to offer concessions and attractive financing 
terms to airlines, to write off development costs, and 
to use state-owned airlines to obtain orders. Accord- 
ing to a study by the U.S. Department of Commerce, 
Airbus received more than $13.5 billion in govern- 
ment subsidies between 1970 and 1990 ($25.9 billion 
if commercial interest rates are applied). Most of these 
subsidies were in the form of loans at below-market 
interest rates and tax breaks. The subsidies financed 
research and development and provided attractive fi- 
nancing terms for Airbus’s customers. Airbus re- 
sponded by pointing out that Boeing had benefited for 
years from hidden U.S. government subsidies, particu- 
larly Pentagon R&D grants. 

In 1992, the two sides appeared to reach an agree- 
ment that put to rest their long-standing trade dis- 
pute. The 1992 pact, which was negotiated by the EU 
on behalf of the four member states, limited direct 
government subsidies to 33% of the total costs of de- 
veloping a new aircraft and specified that such subsi- 
dies had to be repaid with interest within seventeen 
years. The agreement also limited indirect subsidies, 
such as government-supported military research that 
has applications to commercial aircraft, to 3% of a 
country’s annual total commercial aerospace revenues 
or 4% of commercial aircraft revenues of any single 
company in that country. Although Airbus officials 
stated that the controversy had now been resolved, 
Boeing officials argued that they would still be com- 
peting for years against subsidized products. 

The trade dispute heated up again in 2004 when 
Airbus announced the first version of the A350 to 
compete against Boeing’s 787. What raised a red flag 
for the U.S. government was a sign from Airbus that 
it would apply for $1.7 billion in launch aid to help 
fund the development of the A350. As far as the 
United States was concerned, this was too much. In 
late 2004, U.S. Trade Representative Robert Zoellick 
issued a statement formally renouncing the 1992 
agreement and calling for an end to launch subsidies. 
According to Zoellick, “since its creation 35 years 
ago, some Europeans have justified subsidies to 
Airbus as necessary to support an infant industry. If 
that rationalization were ever valid, its time has long 
passed. Airbus now sells more large civil aircraft than 
Boeing.” Zoellick went on to claim that Airbus has re- 
ceived some $3.7 billion in launch aid for the A380 


plus another $2.8 billion in indirect subsidies includ- 
ing $1.7 billion in taxpayer-funded infrastructure 
improvements for a total of $6.5 billion. 

Airbus shot back that Boeing too continued to enjoy 
lavish subsidies and that the company had received 
some $12 billion from NASA to develop technology, 
much of which had found its way into commercial jet 
aircraft. The Europeans also contended that Boeing 
would receive as much as $3.2 billion in tax breaks from 
Washington State, where the 787 is to be assembled, and 
more than $1 billion in loans from the Japanese govern- 
ment to three Japanese suppliers, who will build over 
one-third of the 787. Moreover, Airbus was quick to 
point out that a trade war would not benefit either side 
and that Airbus purchased some $6 billion a year in 
supplies from companies in the United States. 

In January 2005, both the United States and the 
EU agreed to freeze direct subsidies to the two air- 
craft makers while talks continued. However, in May 
2005 news reports suggested, and Airbus confirmed, 
that the jet maker had applied to four EU govern- 
ments for launch aid for the A350, and that the 
British government would announce some $700 mil- 
lion in aid at the Paris Air Show in mid-2005. Simulta- 
neously, the EU offered to cut launch aid for the A350 
by 30%. Dissatisfied, the U.S. side decided that the 
talks were going nowhere, and on May 31 the United 
States formally filed a request with the World Trade 
Organization (WTO) for the establishment of a dis- 
pute resolution panel to resolve the issues. The EU 
quickly responded, filing a countersuit with the WTO 
claiming that U.S. aid to Boeing exceeded the terms 
set out in the 1992 agreement. The dispute is cur- 
rently before the WTO.*! 

Although the decision to scrap the original design 
of the A350 took some of the heat out of the dispute, 
Airbus is expected to ask for launch aid for the re- 
designed A350 XWB. 


The Next Chapter 


Huge financial bets have been placed on very different 
visions of the future of airline travel: Airbus with the 
A380 and Boeing with the 787. Airbus has hedged its 
bets by announcing the A350 XWB, but will this be too 
little too late? Moreover, there are signs of production 
turmoil at Airbus. Orders for the A380 have stalled. In 
mid-2006, the company announced that deliveries for 
the aircraft would be delayed by six months while the 
company dealt with “production issues” arising from 
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problems installing the wiring bundles in the A380. Es- 
timates suggest that the delay would cost Airbus some 
$2.6 billion over the next four years.*? Within months, 
Airbus had revised the expected delay to eighteen 
months and stated that the number of A380s it now 
needed to sell to break even had increased from 250 to 
420 aircraft. The company also stated that due to pro- 
duction problems, it would be able to deliver only 84 
A380 planes by 2010, compared to an original estimate 
of 420.°3 In responses, several significant launch cus- 
tomers for the A380 were said to be reconsidering their 
purchase decisions. United Parcel Service, which has 
10 A380 cargo planes on order, was reportedly consid- 
ering switching to the Boeing 747-8, Boeing’s latest 
offering in the venerable 747 family. 

Boeing quietly launched the 747-8 program in 
November 2005. This plane will be a completely re- 
designed version of the 747 and will incorporate many 
of the technological advances developed for the 787, 
including significant use of composites. It will be of- 
fered in both a freighter and intercontinental passenger 
configuration that will carry 467 passengers in a three- 
seat configuration and have a range of 8,000 miles (the 
747-400 can carry 416 passengers). The 747-8 will also 
use the fuel-efficient engines developed for the 787 and 
will have the same cockpit configuration as the 737, 
777, and 787. Development costs are estimated to be 
around $4 billion. By October 2006, Boeing had orders 
for 44 787-8 freighters, but none for the passenger 
planes. However, some analysts speculated that with 
the A380 mired in delays, the 747-8 passenger configu- 
ration might begin to garner more orders. 

Not all is smooth sailing at Boeing. The company 
experienced some problems with suppliers for the 
787, who have fallen behind schedule designing some 
components for the project. As of late 2006, Boeing 
was insisting that the 787 was still on schedule. Some 
analysts, however, are concerned that this might be a 
sign of things to come and that the complexity asso- 
ciated with coordinating a diverse base of suppliers 
might lead to delays in the 787. 

Complicating issues, both Airbus and Boeing 
have been through some changes in key management 
over the last few years. At Boeing, CEO Phil Condit 
resigned in late 2003 after it was revealed that the 
company’s CFO, Mike Sears, had hired a key depart- 
ment of defense procurement officer in return for 
her backing of a huge order for air force tankers 
based on the 767. Sears was subsequently prosecuted 
and sent to jail. The Sears scandal was only the latest 
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in a number that Boeing executives had become em- 
broiled in during the early 2000s. Condit’s resigna- 
tion was widely taken to indicate that the board felt 
that a new CEO was needed to clean house. Condit 
was replaced by Harry Stonecipher, who was CEO of 
McDonnell Douglas when it was acquired by Boeing 
and later president of Boeing. Stonecipher resigned 
fifteen months later when it was revealed that he had 
an affair with a subordinate and communicated with 
her using the company’s email service. Stonecipher 
was replaced by Jim McNerney, who moved to Boeing 
from the CEO position at 3M. Prior to joining 3M, 
McNerney had run the aircraft engine business at 
General Electric. McNerney was widely viewed as a 
skilled manager who had brought the operating disci- 
pline that GE is famous for to 3M. He was expected to 
do the same at Boeing, pushing the company to con- 
tinue to pursue various productivity initiatives, such 
as lean production, Six Sigma, and global sourcing. 

At Airbus, following the announcement of the 
delay in A380 production, there was pressure on Noel 
Forgeard, the CEO of EADS, Airbus’s parent company, 
to resign. Forgeard refused, although Gustav Hum- 
bert, the CEO of Airbus, did offer to step down. After a 
three-week crisis, the board of EADS took matters into 
its own hands and fired both Forgeard and Humbert. 
They were replaced by Louis Gallois, a Frenchman 
who once ran an aerospace company that was ac- 
quired by EADS, and Christian Streiff, the former 
number 2 at Saint Gobain, the French glassmaker. 

With new management in place at both compa- 
nies, the focus is on the unfolding competitive battle. 
Can Airbus make money on the A380, and if it does, 
will it gain a monopoly that rivals Boeing’s 747 dy- 
nasty? Will the 787 live up to its promise and become 
the right plane for a new era of global travel? Can 
Airbus come back at Boeing with its new version of 
the A350, the A350 XWB? And what of the ongoing 
trade dispute? How will this impact on the long-run- 
ning dog fight between the two companies? 
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EF” 16 consecutive months Airbus did not sell a 
single aircraft. As sales came to a halt in 1976, the 
number of “whitetails’°—unsold aircraft sitting on 
the factory runway (their tails painted white with no 
airline insignia)—exceeded the consortium’s total 
sales. Airbus was losing so much money at the time 
that the consortium’s German partner urged Airbus 
management to stop production altogether. The con- 
sortium’s French partner disagreed, and persuaded 
the German partner to keep the production line 
moving. 

Keeping the production line moving saved the Air- 
bus program. As sales rebounded in 1977, production 
shot up, the consortium gained new customers, and 
Airbus emerged as a global aircraft manufacturer. Over 
a period of 30 years and throughout the tenure of three 
CEOs—Bernard Lathiere (1975-1985), Jean Pierson 
(1985-1998), and Noel Forgeard (1998—2005)—Airbus 
has transformed itself from a distant competitor with 
an uncertain future to a leading commercial aircraft 
maker ahead of Boeing. 

Bernard Lathiere put in place the three pillars 
that together made up Airbus’s winning strategy. He 
developed families of planes with common design 
features—or commonalties—that ran across several 
related models; he introduced innovations in air- 
craft electronics, materials, and design which turned 
Airbus into a technological leader; and he devised a 
global sales strategy that singled out Asia as the 
world’s fastest growing and most promising aircraft 
market. Jean Pierson implemented cost-cutting 
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measures that lowered Airbus’s dependency on gov- 
ernment subsidies, diversified Airbus’s product line, 
and signed a landmark bilateral agreement that lim- 
ited both Airbus’s dependency on European govern- 
ments’ subsidies, and Boeing/McDonnell Douglas’s 
dependency on indirect U.S. government funds. 

As Jean Pierson retired in 1998, Noel Forgeard 
was selected CEO. Forgeard’s most challenging task 
was reorganizing Airbus structurally, transforming 
the consortium into a stand-alone limited-liability 
company. Incorporated in 2001 in France, Airbus 
had become profitable under Forgeard, generating 
rates of return on sales of 7% in 2003, and nearly 
10% in 2004. Under Forgeard’s leadership, Airbus’s 
total revenues jumped from $13 billion to $25 billion 
between 1998 and 2004. In 2003, for the first time 
ever, Airbus beat Boeing on total deliveries, and for 
the fourth time in five years, Airbus booked a larger 
number of aircraft orders than Boeing.! 

Despite Airbus’s remarkable achievements, 
Forgeard could not count on the continual prosper- 
ity of the company because Airbus faced several new 
challenges. Partly as a result of a steep rise in fuel 
prices that lowered airline profitability, and partly as 
a consequence of repeated threats of terrorist attacks 
in the skies, the worldwide demand for large commer- 
cial jets declined, and a number of major air carriers 
(customers of both Airbus and Boeing) cancelled pre- 
vious orders. On the one side, Airbus experienced 
growing difficulties in selling its new 600-seat A380 
“Superjumbo.” On the other, Airbus faced a new 
threat: Boeing had just launched a brand new fuel- 
efficient aircraft, the 250-seat 787, in an attempt to 
leapfrog Airbus, yet again. 

What should Forgeard do? Should Forgeard fol- 
low the strategies implemented by his predecessors in 
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order to consolidate Airbus’s competitive position 
relative to its arch-rival Boeing? Should he, instead, 
revise some of these policies? Or should he uncover 
whole new strategies in an attempt to weather the 
downturn and stay ahead of Boeing? 

To assess Forgeard’s strategic choices, the case 
looks back at Airbus’s 35-year history. 


The Commercial Aircraft Industry 


Commercial aircraft manufacturing was an industry 
of enormous risks where failure was the norm, not 
the exception. The number of large commercial jet 
makers had been reduced from four in the early 
1980s—Boeing, McDonnell Douglas, Airbus, and 
Lockheed—to two in late 1990s, turning the industry 
into a duopoly and pitting the two survivors—Boeing 
and Airbus—one against the other. One reason why 
aircraft manufacturers so often failed was the huge 
cost of product development. 

Developing a new jetliner required an upfront in- 
vestment of several billions of dollars, a lead time of 
five to six years from launch to first delivery, and the 
ability to sustain a negative cash flow throughout the 
development phase. The Boeing 747, for example, cost 
$1 billion to develop, the Boeing 767 cost $1.5 billion, 
the Airbus A320 cost $2.5 billion, the Airbus A330/ 
A340 $3.5 billion, the Boeing 777 $5.5 billion, and the 
total cost of developing the Airbus A380 in the 2000s 
was estimated at about $15 billion.” Typically, to 
break even on an entirely new jetliner, aircraft manu- 
facturers needed to sell a minimum of 400 planes and 
at least 50 planes per year.? Only a few commercial 
airplane programs had ever made money. 

The price of an aircraft reflected its high develop- 
ment costs. New model prices were based on the av- 
erage cost of producing 300 to 400 planes, not a sin- 
gle plane. Aircraft pricing embodied the principle of 
learning by doing, the so-called “learning curve”: 
workers steadily improved their skills during the as- 
sembly process, and as a result, labor cost fell as the 
number of planes produced rose. 

The high and increasing cost of product develop- 
ment prompted aircraft manufacturers to utilize sub- 
contracting as a risk-sharing strategy. For the 747, the 
767, and the 777, the Boeing Company required sub- 
contractors to share a substantial part of the airplane’s 
development costs. Airbus did the same with its own 
later models, the A320, A330, A340, and A380. Risk 
sharing subcontractors performed detailed design 


work, manufactured parts and components, and as- 
sembled subsections of the new plane, while airframe 
integrators (i.e., aircraft manufacturers) designed the 
aircraft, integrated its systems and equipment, as- 
sembled the entire plane, marketed it, and provided 
customer support for 20 to 30 years.° 

Neither Airbus nor Boeing nor any other post- 
war commercial aircraft manufacturer produced jet 
engines. A risky and costly venture, engine building 
had become a highly specialized business. Aircraft 
manufacturers worked closely with engine makers— 
General Electric, Pratt and Whitney, and Rolls 
Royce—to set engine performance standards. In 
most cases, new airplanes were offered with a choice 
of engines. Over time, the technology of engine 
building had become so complex and demanding 
that it took longer to develop an engine than an air- 
craft. During the life of a jetliner, the price of the en- 
gines and their replacement parts was equal to the 
entire price of the airplane.® 

A new model aircraft was normally designed 
around an engine, not the other way around. As engine 
performance improved, airframes were redesigned to 
exploit the engine’s new capabilities. The most practical 
way to do so was to stretch the fuselage and add more 
seats in the cabin. Aircraft manufacturers deliberately 
designed flexibility into the airplane so that future en- 
gine improvements could facilitate later stretching. 
Hence the importance of the “family concept” in air- 
craft design, and hence the reason why Boeing as well 
as Airbus introduced families of planes made up of 
derivative jetliners built around a basic model, not 
single, standardized models.’ 

The commercial aircraft industry, additionally, 
gained from technological innovations in two other 
industries. More than any other manufacturing in- 
dustry, aircraft construction benefited from advances 
in material applications and electronics. The devel- 
opment of metallic and non-metallic composite ma- 
terials played a key role in improving airframe and 
engine performance. On the one hand, composite 
materials that combined light weight and great 
strength were utilized by aircraft manufacturers; on 
the other, heat-resisting alloys that could tolerate 
temperatures of up to 3,000 degrees were used by 
engine makers. Similarly, advances in electronics 
revolutionized avionics. The increasing use of semi- 
conductors by aircraft manufacturers facilitated the 
miniaturization of cockpit instruments, and more 
importantly, it enhanced the use of computers for 


aircraft communication, navigation, instrumenta- 
tion, and testing.’ The use of computers contributed, 
in addition, to the design, manufacture, and assem- 
bly of new model aircraft. 

Given the high cost of introducing technological 
innovations, commercial aircraft makers were unable 
to survive without government support. In the United 
States in the past, military contracts were extremely 
beneficial to commercial aircraft makers, most no- 
tably Boeing and McDonnell Douglas, especially in- 
sofar as expensive technologies like jet propulsion and 
swept wings were concerned. Since the mid-1960s, 
however, U.S. government support to commercial air- 
craft projects had declined, yet the Department of 
Defense continued funding research with potential 
military applications. Similarly, NASA had provided 
some direct funding to commercial jet makers like 
Boeing in recent years, but again, only for technology 
development, not product development. In Europe, 
the governments of France, Germany, Britain, and 
Spain furnished most of the working capital required 
for the development and production of Airbus’s early 
models in the form of low-interest loans the consor- 
tium was expected to repay from future sales. Since 
the early 1990s, nonetheless, European governments’ 
assistance to Airbus had declined.’ 

A final factor that influenced the dynamics of the 
aircraft industry was airline deregulation. Deregula- 
tion of the U.S. airlines in 1978 resulted in a substan- 
tial domestic increase in air travel, intense air-fare 
competition among carriers, the entry of new low- 
cost, low-capacity airlines into the industry, and the 
growing utilization of the hub-and-spoke system by 
the major carriers. The explosion in air travel led to a 
steep growth in demand for new aircraft of all kinds, 
yet the proliferation of low-cost, short-haul airline 
companies (i.e., Southwest Airlines, American West, 
Jet Blue), combined with the extensive use of hubs by 
the large carriers, brought about an increased de- 
mand for short-range, single-aisle airplanes like the 
Boeing 737 and the Airbus A320. Additionally, the 
deregulatory environment shifted the focus of airline 
competition from performance to cost and from 
service to price, as Frank Shrontz, Boeing CEO be- 
tween 1988 and 1996, observed: “In the old days air- 
lines were infatuated with technology for its own 
sake. Today the rationale for purchasing a new plane 
is cost savings and profitability.”!® 

Outside the United States, international air 
travel experienced progressive deregulation during 
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the 1980s and 1990s. By the early 2000s, the nations 
of Western Europe, Australia, and Japan had re- 
moved restrictive air travel regulations from their 
domestic as well as international markets. In 2001, 
about one-half of all worldwide air travel took place 
within a competitive deregulated environment, and 
by 2010 two-thirds of all air travel was expected to 
take place within a free market environment.!! Such 
a trend was likely to encourage foreign (i.e., non- 
U.S.) air carriers to become more cost-conscious 
and more profit-oriented in the future. In all travel 
markets, in short—the U.S. domestic, international, 
and foreign markets—the economic deregulation of 
airline travel increased competition among aircraft 
manufacturers. 


The Early History of Airbus 


Airbus’s early history dates back to the 1960s. Unable 
to develop a commercially viable passenger jet dur- 
ing the post-war years, French aircraft manufacturers 
arrived at the conclusion that the only way they 
could compete effectively against American jet mak- 
ers was by forming an alliance with other aircraft 
manufacturers and their governments. Accordingly, 
during the Paris Air Show of June 1965, French air- 
craft executives initiated a series of informal meet- 
ings between representatives of the major European 
airline carriers and aircraft makers to discuss the 
possibilities of building a European short- to 
medium-range 250- to 300-seat wide-body jet called 
“airbus.” Such a plane, the French officials believed, 
would meet the particular needs of the expanding 
European air travel market, and challenge America’s 
global domination in the skies. At the time, American 
aircraft makers were busy launching three entirely 
new families of wide-body jets, the Boeing 747, the 
McDonnell Douglas DC-10, and the Lockheed 
L1011, and therefore European aircraft makers, led 
by the French, sought to act quickly to revive Europe’s 
declining commercial aircraft industry before it was 
too late.!? 

During the next two years, representatives of the 
major French, British, and German aircraft compa- 
nies lobbied their governments for financial assis- 
tance in support of the Airbus project. In 1967, gov- 
ernment officials representing the three European 
nations signed an agreement approving “[t]he joint 
development and production of an airbus .. . [for 
the purpose of strengthening European cooperation 
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in the field of aviation technology, and ... promoting 
economic and technological progress in Europe.” The 
approved Airbus model was the A300. The project 
was launched shortly thereafter, but not a single A300 
was ordered by any air carrier during 1967, 1968, and 
1969. With no orders in sight, the British government 
was reluctant to keep on investing in the risky ven- 
ture, and in 1969 announced its decision to withdraw 
from the project (it rejoined ten years later). The 
French and German governments went ahead and 
formalized their partnership in 1970, creating Airbus 
Industrie—a cooperative partnership (or consor- 
tium) registered under French law as a “Grouping of 
Economic Interests” (GEI). A year later, in 1971, 
Spanish aircraft manufacturers associated with Con- 
strucciones Aeronauticas SA (CASA) joined Airbus 
Industries as a junior partner. The consortium’s 
ownership shares were now as follows: France’s air- 
craft maker Aerospatiale 47.9%, Germany’s aircraft 
manufacturer Deutsche Airbus 47.9%, and Spain’s 
CASA 4.2%.!3 

Throughout its first five years of operation, 
Airbus Industrie struggled as total orders fell well 
below the minimum number set by the partners as a 
precondition for launching the project. Initially, Air 
France, Lufthansa, and Iberia—the three national 
airlines representing the sponsoring governments— 
were reluctant to purchase the A300, yet, in the end, 
sustained government pressure persuaded these car- 
riers to place orders (Iberia management, it should 
be noted, cancelled its early orders a few months 
later).!4 At the time Bernard Lathiere took the helms 
of Airbus—February 1975—total orders of the A300 
numbered 20 units,!> total deliveries averaged four 
aircraft a year,!° and one contemporary writer con- 
cluded: “Airbus appeared to be a typical European 
airliner—well designed, well built, and a commercial 


flop.”!” 


Infancy: Bernard Lathiere’s Airbus, 
1975-1985 

Lathiere’s tenure as Airbus’s chief executive began 
with the crisis of 1975-1977. In 1975—the year re- 
ferred to by Airbus executives as the consortium’s 
“black year’—Airbus sold just one A300 aircraft 
while Boeing recorded a total sale of over 100 aircraft. 
As Airbus’s sales came to a standstill, a growing criti- 
cism of the high cost of the program in the German 
Parliament prompted the German government to 


intervene directly with Airbus management, and 
press Lathiere to halt production altogether. Backed 
by the French government and other French aircraft 
executives, Lathiere rejected the pressure to stop the 
line and decided, instead, to cut production from one 
aircraft to half an aircraft per month, keep the line 
moving, and wait a little longer for market condi- 
tions to improve.!® 

Lathiere’s critical decision set Airbus on the road 
to recovery and success. During the three-year pe- 
riod, 1977-1979, Airbus sales exploded. By the end of 
1979, Airbus sold over 250 planes to 32 different air- 
lines, and held a 26% share in the global market for 
commercial aircraft. In 1981, as in 1979, Airbus sold 
a larger number of wide-body commercial planes 
than either Boeing or the McDonnell Douglas Cor- 
poration.!* Airbus’s sudden success prompted the 
British to join the consortium as full members in 
1979. Under the new partnership agreement, the re- 
cently formed British Aerospace Corporation owned 
20% of Airbus, Aerospatiale 37.9%, Deutsche Airbus 
37.9%, and CASA 4.2%,?° 

Bringing the British back in, Lathiere moved on to 
consolidate the foundations under which Airbus 
would grow and prosper. Working closely with other 
Airbus executives, Lathiere devised and implemented 
a series of strategies that touched upon every impor- 
tant function of the company, including manufactur- 
ing, marketing, sales, product development, and R&D. 


Technological Leadership 


“You cannot compete with the dominant player if 
you don't offer something different,” Roger Beteille, 
one of Airbus’s co-founders, had famously said. To 
persuade the major airlines to switch to a new sup- 
plier, Airbus had to differentiate itself from Boeing 
and other aircraft manufacturers by incorporating 
the most advanced technologies into its planes. Air- 
bus’s technological innovations focused on three 
areas: materials applications, flight control systems, 
and aerodynamics. Under Lathiere’s direction, Airbus 
produced the A300 model, developed and produced 
the A310, and designed the A320 model. On the 
A310, Airbus introduced a high-performance, aero- 
dynamically efficient wing with a distinct twist at the 
root. To reduce total aircraft weight, Airbus increased 
the use of composite materials (particularly carbon 
fiber) in making the A310 tail surfaces and vertical 
fins. On the A320, Airbus introduced a computerized 
system of flight controls. The world’s first fly-by-wire 


commercial aircraft, the A320 was controlled by a 
pilot transmitting commands to the rudder and flaps 
electronically, not mechanically. The fly-by-wire 
technology replaced pulleys, cables, and pedals with 
electronic signals transmitted by wire, and as such, 
reduced the A320’s empty weight, and at the same 
time, improved its efficiency in cruise.?! 


Families of Planes 


Boeing was the first company to use the family con- 
cept in aircraft design. Airbus took the Boeing ap- 
proach several steps forward and made the concept 
the foundations of its manufacturing and marketing 
strategy. 

A family of planes was made up of derivative jet- 
liners built around a basic model. Since all derivatives 
of a given model shared maintenance, training, and 
operation procedures, as well as replacement parts 
and components, the use of such derivative airplanes 
to serve different markets enabled airline carriers to 
cut costs. Airbus used the family concept in two ways. 
First, it produced and marketed derivative jetliners 
with varying seat capacities and travel ranges, all be- 
longing to a single family. Second, Airbus introduced 
substantial design commonalities across the entire 
range of its models, not just members of a single 
family, thus providing airline customers with addi- 
tional sources of savings. Airbus’s aggressive applica- 
tion of the family concept in aircraft design dates 
back to the 1970s and 1980s. Under the direction of 
Bernard Lathiere, Airbus introduced shared design 
commonalities among the A300 and A310 models, 
on the one hand, and among the A300/A310 and 
A320 families, on the other.?? 


Decentralized Production 


Boeing relied heavily on subcontracting as a risk 
sharing strategy since at least the early 1950s. Airbus 
took subcontracting several steps further and made it 
a cornerstone of its manufacturing strategy. 

Boeing built some parts of its own aircraft in the 
company’s assembly plants and subcontracted other 
parts to outside suppliers. On the 747, for instance, 
Boeing built the wings and flight deck—as well as sec- 
tions of the fuselage—and subcontracted the remain- 
ing 70% of the assembly work.” Airbus Industrie, by 
contrast, neither owned assembly plants, nor did the 
consortium produce any aircraft parts at all. On the 
contrary, the consortium subcontracted the entire as- 
sembly of any given model to its four shareholding 
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companies, Aerospatiale, Deutsche Airbus, British 
Aerospace, and CASA. 

During the aircraft’s design and development 
phase, the four Airbus partner companies competed 
over particular work, and during the production 
phase, each partner performed its own share of work. 
Different parts of the aircraft were thus manufactured 
quite independently of each other, and were brought 
together for final assembly in Toulouse, France. Typi- 
cally, on the A300, the British built the wings; the 
German assembled the front, rear, and (in part) center 
section of the fuselage; the Spanish produced the tail; 
and the French constructed the nose, flight deck, and 
control systems. The French additionally were respon- 
sible for the final assembly of the aircraft, a work per- 
formed at Aerospatiale’s assembly plant in Toulouse. 
Stationed at Airbus headquarters in Toulouse, and 
spending much of his time traveling, Bernard Lathiere 
coordinated the entire program.”4 


Centralized Marketing 


Lathiere’s most important responsibility, however, 
was marketing and sales, not production. A former 
government official turned salesman, and a deter- 
mined manager who often negotiated aircraft deals 
personally, Lathiere devised two distinctly different 
strategies that helped Airbus compete successfully 
with American aircraft manufacturers. He first tar- 
geted large segments of the emerging global markets 
where airline customers were willing to experiment 
with Airbus models. He next focused on the mature 
American market and offered U.S. airline customers 
exceedingly attractive financial incentives. 

To begin with, Lathiere sought to penetrate those 
markets whose customers showed little loyalty to 
American aircraft manufacturers. Located in Asia 
and the Middle East, along the so-called “trans-Asian 
Silk Route” that ran westward from the Philippines to 
Europe, these markets were made up of small nation- 
ally owned airline carriers whose fleets were fast ex- 
panding. The strategic importance of dominating the 
Asian-Middle Eastern markets was underscored by 
two widely accepted industry estimates: first, a single 
aircraft sale was expected to generate further rev- 
enues in the form of product support for 18 to 20 
years, and second, an initial aircraft sale amounted to 
only one-fourth to one-third of the value of the fol- 
low up orders.”° 

To persuade small neighboring airlines to pur- 
chase Airbus planes, Lathiere pointed out that the 
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commonalities shared by Airbus models—the A300 
and A310—reduced their operating cost. Such com- 
monalities [Lathiere noted] could help Airbus’s cus- 
tomers gain access to each other’s spare parts, main- 
tenance services, and crew training programs, and 
thereby benefit from substantial cost savings. Since 
no airline wished to become an “orphan” in its re- 
gion (a carrier flying a particular type of jet not used 
by other carriers in the region), and since neighbor- 
ing airlines often influenced each other’s aircraft 
choice, Airbus’s early success in the Far East led to 
subsequent successes all along the Euro-Asian Silk 
Road.”6 

During the three-year period 1977-1979, Airbus 
sold the A300/A310 to the national airlines of India, 
Korea, Malaysia, Indonesia, the Philippines, Singa- 
pore, Thailand, Pakistan, and Iran. Airbus sold its 
models both as replacements to older Boeing jets and 
as additional planes, practically shutting Boeing out 
of these markets. Following its successes in the Far 
East, Airbus moved on to supply the fleets of three 
Middle Eastern (Kuwait, Lebanon, Saudi Arabia) car- 
riers, but this time Boeing fought back, offering these 
Middle Eastern airlines its newest aircraft—the 
wide-body B-767—as an alternative to the A300 and 
A310 models. “The[re] were three big battles and we 
won them all,” Lathiere recalled.?” By the early 
1980s, the Silk Road network of Airbus customers 
was completed. 

Airbus’s successful breakthrough into the Ameri- 
can market occurred in 1978. Eastern Airlines, a 
major U.S. air carrier experiencing financial difficul- 
ties, announced that it would buy 23 A300s with an 
option for 9 more in a deal valued a total of $778 
million. Lathiere offered Eastern an unusually attrac- 
tive financial deal. One element of Lathiere’s offer 
was Airbus’s “fly and try” proposal whereby Eastern 
could fly the aircraft for six months before buying it. 
Another element pertained to the deal’s financial 
risk. To help Eastern pay for the aircraft, Airbus ob- 
tained low-interest loans from private banks and per- 
suaded the French and German governments to 
guarantee these loans. As it happened, the perform- 
ance of the A300/A310 in the U.S. skies—the world’s 
busiest travel market—exceeded expectations, and 
Airbus had gained worldwide recognition.”® 

But Lathiere’s breakthrough into the American 
market led to his eventual downfall. An industry 
downturn during 1984 left 14 “whitetail” aircraft 
on Airbus’s tarmac at Toulouse, and Lathiere was 


desperate to sell them. Again, he targeted a struggling 
carrier—the Pan American World Airways—sending 
a team of 40 Airbus salespeople to negotiate the deal. 
Pan Am was already talking to Boeing at the time, but 
in the end, Airbus won the order. Although the full 
details of the Airbus-Pan Am $2.5 billion deal were 
not disclosed, one thing had become clear early on: 
rather than selling the planes, Airbus leased them to 
Pan Am, thereby undertaking the main financial risk 
itself. Pan Am, in turn, kept the entire transaction off 
the balance sheet, taking hardly any risk at all.?° 

The Pan Am deal evoked a great deal of opposi- 
tion among Airbus’s partner companies to Lathiere’s 
sales strategy. When the German, British, and French 
partners became aware of the terms of the deal, they 
demanded Lathiere’s resignation. Building planes 
without receiving orders, and selling planes with no 
regard to costs, let alone profits, was no longer ac- 
ceptable to the consortium’s partners.*° Lathiere, 
consequently, stepped down in April 1985. 


Growth: Jean Pierson’s Airbus, 1985-1998 


Replacing Lathiere in 1985, Jean Pierson led the con- 
sortium for 13 years. Pierson paved the way for the 
future transformation of Airbus from a government- 
supported partnership to a publicly owned company. 
An engineer by training and a gifted salesman, Pierson 
focused on improving Airbus’s financial results, cut- 
ting costs, increasing sales, phasing out subsidies, and 
developing new planes. A ruthless executive with a 
blunt management style, Pierson turned Airbus prof- 
itable for the first time in 1995, following two decades 
of losses that amounted to $8 billion.?! 


Product Development 


Under the leadership of Jean Pierson, Airbus em- 
barked on two aircraft programs. First, it planned, 
designed, produced, and sold the A330/A340 family 
of planes. Second, it planned the development of the 
A380 program. 

The Airbus A330 was designed to be powered by 
two engines, carry about 300 passengers in two-aisle 
configurations, and fly over medium- to long-range 
routes. A replacement for the aging A300, the A330 
competed with the McDonnell Douglas’s wide-body 
three-engine DC-10, and the Boeing’s B-767. The 
A340 was designed to be powered by four engines and 
fly over “long thin” routes of up to 15,000 kilometers. 
Airbus’s first four-engine aircraft, the A340, was 


intended to compete with the Boeing 747 over long- 
range routes where the demand for air travel was not 
sufficiently heavy to require the seating capacity of 
the B747.°? 

The design of the A330 and A340 embodied a re- 
markable degree of commonalities shared by other 
Airbus models. The A330/A340 fuselage was almost 
identical to that of the original A300, and the design 
of the A330/A340 cockpits and interiors followed 
closely the basic cockpit interior design of all former 
Airbus wide-body planes. Comparing Boeing’s and 
Airbus’s product lines in 1992, one design specialist 
commented: “Design development at Airbus ha[d] 
been more linear than at Boeing.”* 

To fill the last remaining gap in the Airbus prod- 
uct line, Pierson sought next to develop a model that 
could compete with the 747 in the lucrative market 
for planes carrying 400 or more passengers. Initially, 
in the early 1990s, Airbus collaborated with Boeing 
on the production of a “Very Large Commercial 
Transport,” but in 1995, after three years of drawn out 
talks, the joint project collapsed and Airbus decided 
to go ahead with its own project. The distinctive char- 
acteristic of the A380 was its twin deck configuration, 
which provided for the accommodation of 600-800 
passengers. Such a large aircraft was expected to com- 
pete with the 747 “from above,” just as the A340 com- 
peted with the 747 “from below,” squeezing the 747 
from both directions in what one writer called a “pin- 
cer movement.”*4 

Still, the A380 project was exceedingly risky as 
Hartmut Mehdorn, head of Deutsche Airbus, ex- 
plained: the A380 “is outside the normal Airbus fam- 
ily. With the traditional step-by-step Airbus approach 
you have a commonality of anything between 60 to 
80% between one plane and the next. But with the 
Superjumbo you have a commonality close to zero. 
Airbus has to be very careful.”°° 


Sales 


In his attempt to increase Airbus’s sales, Pierson 
first focused on the North American market. Under 
Lathiere’s leadership, Airbus’s U.S. operations were 
tightly controlled from Toulouse, Airbus’s sales force 
was made up of Europeans who spoke little English, 
and Airbus pricing decisions needed to be cleared in 
writing with the consortium’s four partner compa- 
nies before sales teams were authorized to sign deals. 
Under Pierson, by contrast, Airbus moved quickly to 
replace the Europeans with native-born Americans 
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and to streamline all pricing decisions. The result was 
a rapid increase in sales. In 1985, Airbus achieved its 
first sale to American Airlines, following a protracted 
battle with Boeing that ended up in a split order di- 
vided between the two arch rivals. A year later, Airbus 
sold 100 A320 to Northwest Airlines in a $3.2 billion 
transaction that pitted the A320 against the B-737. In 
both cases, Airbus charged competitive prices, selling 
its planes on the basis of their merit rather than giv- 
ing them away in extraordinarily attractive financial 
deals, as had been the case formerly.*° 

Airbus’s success in the U.S. was echoed elsewhere. 
During Pierson’s first two years in office, Airbus sold 
more planes than it had done during Lathiere’s entire 
ten year tenure. The A320 turned out to be Airbus’s 
greatest sales success. In 1986, before the plane had 
ever gone into service, Airbus recorded nearly 250 
orders, and by 1992, 35 airline carriers had ordered 
the plane, including two of Boeing’s most loyal cus- 
tomers, United Airlines and All Nippon Airways. In 
1992, after four years in service, the A320 achieved 
700 sales, and by the late 1990s, the A320 was out- 
selling its rival, the Boeing 737.°” By the time Pierson 
entered his last year in office—Fall 1997—Airbus de- 
livered 725 A320s, recorded a backlog of 750 addi- 
tional orders,>* and managed to capture a 33% share 
in the worldwide market for large commercial jets, as 
shown in Exhibit 1. 


Subsidies 


Airbus’s growing success in challenging Boeing’s 
dominant position precipitated a long-standing 
trade dispute between the United States and Europe. 
The dispute dates back to Airbus’s 1978 break- 
through into the American market. The unusual fi- 
nancial agreement signed by Airbus and Eastern Air- 
lines in 1978 prompted Boeing executives to seek 
Congressional action against Airbus, accusing the 
consortium of engaging in “predatory financing.”*? 
In subsequent years, as Pierson succeeded Lathiere, 
the dispute deepened. During the 1986 multilateral 
negotiations over the General Agreement of Tariffs 
and Trades (GATT), the U.S. government filed a 
complaint against Airbus stating that the consor- 
tium’s failure to repay its government loans was in 
violation of the GATT accord.*° Three years later, 
the U.S. Department of Commerce commissioned a 
consulting firm—Gellman Research Associates—to 
conduct an in-depth study of Airbus’s financial his- 
tory. Delivered to the Commerce Department in 
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See 
EXHIBIT 1 


Jean Pierson’s Airbus: Worldwide Market Share of Shipments of Large Commercial 
Aircraft by Airbus, Boeing, McDonnell Douglas, and Lockheed, 1985-1997 


Boeing 


* Percentages do not add up to 100 because of rounding. 


McDonnell Douglas 


Lockheed 


Source: For Boeing, McDonnell Douglas, and Lockheed: Aerospace Fact and Figures, 1989/1990, p. 34, 
1992/1993, p. 34, 1997/1998, p. 34, and the Boeing Company 1997 Annual Report, p. 19. For Airbus: “Airbus 
Orders and Deliveries 1984-2003,” a document supplied by Mark Luginbill, Airbus Communication Director, 


January 13, 2005. 


1990, the Gellman Report found that between 1970 
and 1989, France, Germany, and Britain had granted 
Airbus loans totaling $13.5 billion, only $500 mil- 
lion of which had been paid back, and concluded: 
“No Airbus aircraft program is likely to be commer- 
cially viable.”*! Airbus, in response, rebutted the 
American allegations and issued its own report on 
federal subsidies paid to Boeing and the McDonnell 
Douglas Corporation. During the ten year period, 
1978-1988 (the Airbus report estimated), the U.S. 
government granted the two American aircraft mak- 
ers a total of $23 billion in subsidies, mostly in the 
form of indirect support delivered through defense 
contracts.*2 

Notwithstanding these charges and counter- 
charges, Airbus management eventually decided to 
reverse course and look for ways to diffuse the con- 
flict. To do so, Pierson invited Boeing Chairman 
Frank Shrontz to Toulouse to discuss the subsidies 
issue. As Shrontz arrived in France in September 
1990, Pierson offered him a deal: Airbus was willing 
to accept limits on government subsidies if the U.S. 


government would agree to limit its indirect subsi- 
dies to American aircraft makers. Realizing that Boe- 
ing could no longer stop Airbus, only slow it down, 
Shrontz accepted the blue-prints of Pierson’s offer, and 
went ahead to lobby the U.S. government to settle the 
dispute. The result was the 1992 “Airbus Accord”—a 
bilateral agreement signed by representatives of the 
European Commission and the U.S. government. 
The accord limited all direct subsidies to 33% of the 
developing costs of a given aircraft model, and all in- 
direct subsidies to 4% of the total sales of a given air- 
craft manufacturing company. 

The historic accord helped Pierson achieve two 
goals. First, Airbus’s right to receive direct subsidies 
for its aircraft programs—albeit limited—was now le- 
gitimized and recognized by the U.S. government, the 
Boeing Company, and the McDonnell Douglas Cor- 
poration. Second, Airbus’s American rivals, as well as 
the U.S. government, had now acknowledged that the 
American aircraft industry benefited from indirect 
subsidies and were willing to subject such subsidies to 
restrictions imposed by an international treaty. 


Cost Cutting 


The signing of the bilateral agreement of 1992 co- 
incided with both the recession of the early 1990s 
and the decline in the value of the dollar (relative to 
European currencies and the yen). Partly as a result 
of the recession which intensified competition 
among aircraft makers, partly as a result of the weak- 
ening of the dollar which made European exports 
(shipped by Airbus) more expensive on the global 
markets, and also as a consequence of the bilateral 
agreement which limited the consortium’s depend- 
ency on direct government subsidies, Airbus sought 
to reduce costs through deep cuts in jobs, the stream- 
lining of the production process, and the speed up of 
deliveries. To achieve these goals, each of the consor- 
tium’s partner companies implemented cost-cutting 
programs. In Britain, some 150 British Aerospace ex- 
ecutives met in a conference in Spring 1993 to seek 
ways to gain substantial increases in productivity. 
Subsequent to the conference, British Aerospace cut 
its wing production time by 50% in two years while 
trimming its workforce from 15,000 to 7,000 in five 
years. In Germany, Daimler-Benz Airbus (formerly 
Deutsche Airbus, later Daimler Aerospace) reduced 
its fuselage production cost by 33%, fuselage produc- 
tion time by 50%, and workforce from 22,000 to 
14,000 in six years (1992-1998). And in France, state- 
owned Aerospatiale (which produced cockpits and 
assembled aircraft models) cut its workforce by 17% 
between 1993 and 1996. Together, these efforts en- 
abled Airbus to reduce its “lead time” between order 
and delivery from 15 to 9 months for single-aisle 
planes, and from 18 to 12 months for wide-body jets. 
Speeding up its deliveries, Airbus managed to slash 
costly inventories by 30%.4 

Airbus’s cost-cutting measures under Pierson 
stand in a stark contrast to Boeing’s growing ineffi- 
ciencies under Shrontz and his successor, Philip 
Condit. Nowhere was the contrast between the two 
manufacturing systems more conspicuous than on 
the shop floor. At Boeing’s assembly plants in Seattle, 
a large number of workers with hand tools moved 
in and around the aircraft as they assembled them, 
one unit at a time. At Airbus’s Toulouse plants, by 
contrast, a small number of employees worked si- 
multaneously on four or five planes operating giant 
machines that fitted together cockpits, fuselages, 
and wings.*° “The factory doesn’t look or feel like an 
engineering plant,” Stephen Aris, Airbus’s historian 
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observed. “There is little noise, no waste, and what 
few people there are on the factory floor are working 
mainly as machine tenders and supervisors rather 
than as operatives. The atmosphere is purposeful, yet 
surprisingly relaxed.”*¢ 

Comparative figures bear out these differences. In 
1998, Boeing used 20-30 percent more labor hours to 
produce a jetliner that it had done in 1994.47 One 
source of Boeing’s troubles was its 1997 acquisition of 
the McDonnell Douglas Corporation. While Airbus 
had already adopted a flexible, lean-production man- 
ufacturing system by the mid-1990s, the combined 
Boeing-McDonnell Douglas Corporation was still 
utilizing a standardized, mass production system that 
had barely changed since WWII. Hence the gap in 
productivity between the “new” Boeing and Airbus. 
In 1998, the year Pierson stepped down, Airbus em- 
ployed 143 workers for every commercial aircraft 
produced (230 jets made by 33,000 workers), and 
Boeing 211 workers (560 jets manufactured by 
119,000 employees)—a productivity gap of 48% in 
favor of Airbus.*® 


Maturity: Noel Forgeard’s 

Airbus, 1998-2005 

Despite Pierson’s impressive achievements, the trans- 
formation of Airbus was far from over. In 1998, Air- 
bus Industrie still functioned as a GEI (groupement 
Cinteret economique), a cooperative partnership or- 
ganized for the purpose of pooling resources together 
for a common goal. Airbus Industrie was essentially a 
marketing and sales organization with a few other 
product-related functions such as coordinating air- 
craft design and development, conducting test flights, 
obtaining aircraft certification, and advertising. All 
other functions, especially those related to the financ- 
ing and manufacturing of the aircraft, were the re- 
sponsibility of the partner companies. Registered 
under French law as a GEI, Airbus neither paid taxes, 
nor published financial accounts, nor owned any assets 
(apart from an office building in Toulouse). On the 
other hand, Airbus’s partner companies were each 
responsible for their own cost and profit accounting. 
Each partner, however, did not always distinguish in 
its balance sheet between Airbus and non-Airbus 
operations, and therefore it had become exceedingly 
difficult to obtain an accurate picture of Airbus’s 
overall financial results.” 
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Airbus partner companies had planned all along 
to turn the consortium into a “single corporate en- 
tity,” but not until 1997 did the partners begin con- 
ducting serious discussions on the issue. To carry out 
the reorganization, Airbus’s Board of Directors se- 
lected Noel Forgeard to succeed Pierson. 

Replacing Pierson in early 1998, Forgeard had a 
clear view of his central mission: “I joined Airbus to 
turn it into a company.” “Otherwise, I would [have] 
never” taken the job. “The top priority of the GEI 
was... sales and] am... not a salesman. I am a 
manager.”°? 

Forgeard’s leadership style stood in a marked 
contrast to Pierson’s. An imposing man known 
among Airbus’s employees as the “Pyrenees Bear,” 
Pierson was a hard-line executive, combative, abra- 
sive, and explosive. Forgeard was a consensus builder. 
A soft spoken executive, Forgeard worked for the 
French defense conglomerates the Lagardere Group 
for 11 years before joining Airbus in 1998. Famous 
for his managerial, political, as well as diplomatic 
skills, Forgeard specialized in building and running 
joint ventures between European and American de- 
fense companies. “He appears low-key, but he can be 
very tough, and when he has set a goal, nothing can 
distract him from it,” a Lagardere colleague described 
Forgeard, adding, “He has an impressive ability to set 
priorities, to focus on his goals, and [to] set up a very 


strong team to achieve these goals.”>! 


Restructuring Airbus Ownership 


The key to turning Airbus Industrie into a stand- 
alone corporation was a cross-border merger between 
three of the consortium’s four partner companies. In 
the past, the consortium partners refused to share in- 
formation about their Airbus business, let alone en- 
gage in merger discussions. Using his keen political 
sensibilities to allocate Airbus projects, Forgeard was 
careful to treat all partner companies equally, diffuse 
nationally-based rivalries, and encourage the partners 
to hold serious merger talks.** The initial move to- 
wards merger was undertaken by Airbus’s two large 
partners, state-owned Aerospatiale and Daimler 
Aerospace. To begin with, the French government pri- 
vatized Aerospatiale in 1998, selling the company’s 
largest block of private shares to the Lagardere Group. 
Next, Daimler Aerospace merged with Aerospatiale in 
July 1999 to form the European Aerospace Defense 
and Space Company (EADS), Europe’s largest defense 
and space firm. Six months later, Airbus’s Spanish 


partner, CASA, was acquired by EADS. In the mean- 
time, British Aerospace (BAE) sought to negotiate a 
partnership agreement with EADS, after it had re- 
jected an EADS’ invitation to begin merger talks 
(wishing to maintain its ties to the American defense 
establishment, BAE was reluctant to jeopardize its in- 
dependent status). Following another six months of 
difficult negotiations, in June 2000, BAE and EADS 
finally reached an agreement: the two companies 
would own together all the stocks issued by the newly 
formed “Airbus Integrated Company” (AIC). Under 
the new partnership agreement, EADS owned 80% of 
Airbus Integrated Company and BAE owned 20%, 
an arrangement which mirrored BAE’s 20% share in 
Airbus Industrie. Following the birth of AIC, 
Forgeard continued running Airbus, and in addition, 
served as a director on EADS’s board.°? 

Airbus’s reorganization into a limited liability 
company benefited the new company in several ways. 
The first and most obvious advantage of reorganiza- 
tion was cost savings, and such savings were achieved, 
above all, in materials’ purchasing. Consider the fol- 
lowing example. Formerly, each of the consortium’s 
partners—the French, German, British, and Spanish— 
bought its own supply of aluminum separately, and 
together, the four partners spent about 12 billion 
Euros a year on purchasing aluminum. Following 
reorganization, Airbus’s central office bought the en- 
tire aluminum supply consumed by the firm annu- 
ally at a 10% discount, saving the European aircraft 
maker 1.2 billion Euros a year, according to Forgeard’s 
estimate.>4 

Another benefit of Airbus’s reorganization was the 
speed up of the decision making process. In the past, 
the consortium’s four partner companies needed to 
reach a consensus on all major decisions. Once Airbus 
had become an integrated company, such a consensus 
was no longer needed, and as a result, disagreements 
were settled much faster. A disagreement over the 
construction of the A380’s wing box is a case in point. 
Under the GEI structure, Airbus’s partners spent 
months discussing the question of whether the Super- 
jumbo’s wing box should be made of metal or carbon 
fiber. Under the AIC structure, the issue was settled in 
weeks.°> 

Lastly, the restructuring of Airbus as an inte- 
grated company resulted in a leaner, more flexible or- 
ganization where the lines of communication were 
shortened, functional units were consolidated, and re- 
dundant positions were eliminated. Airbus Industrie, 


for example, employed four technical directors on an 
on-going basis. Airbus Integrated Company, by con- 
trast, employed only one.*° 


Diversification into Defense Products 


The restructuring of Airbus offered Forgeard an op- 
portunity. Because the commercial aircraft industry 
was subject to deep cyclical movements of booms 
and busts, and because the demand for defense prod- 
ucts was relatively stable, military sales were likely to 
soften the impact of periodic slumps in commercial 
revenues and thus benefit Airbus and its parent com- 
pany EADS. Under Forgeard’s leadership, accordingly, 
Airbus diversified its product line to manufacture mil- 
itary jetliners. In May 2003, Airbus won a $23 billion 
contract to build military transport aircraft for the 
armed forces of seven European nations. The European 
governments considered bids from both Boeing and 
Airbus, and selected the Airbus A400M (a modified 
commercial jet) over the Boeing C-17, the standard 
transport jetliner used by the U.S. military. In 2004, 
Airbus beat Boeing again, winning a $24 billion 27- 
year contract to supply Britain’s Royal Air Force 
(RAF) with fueling services, including a “filling sta- 
tion in the sky” anywhere in the world. The British 
government selected a tanker modeled on the Airbus 
A330 over a modified version of the Boeing B-767 be- 
cause the A330 was newer than the B-767, had a larger 
payload, and flew over a longer range.°” 

More lucrative than these two deals was a pend- 
ing contract offered by the U.S. Department of De- 
fense. The U.S. Air Force planned to replace its giant 
fleet of aging tanker planes (some of which were 40 
years old) beginning in 2010, and Forgeard was tak- 
ing all necessary steps to prepare an Airbus bid ac- 
ceptable to the Pentagon. To start, Airbus invested 
$90 million in redesigning its A330 passenger model 
according to the Pentagon’s specification for tanker 
planes. Next, Airbus planned to use American-made 
parts and components for at least 50% of the content 
of the tanker. Additionally, Forgeard made plans to 
open an Airbus assembly plan in the United States ei- 
ther to build new A330 tanker planes or to convert 
old passenger aircraft to military tankers. And lastly, 
to improve its prospects of winning the Pentagon 
contract, Airbus sought a partnership agreement 
with a major American defense company. Under a 
typical agreement, Airbus would supply the aircraft, 
and the American partner would provide equipment 
such as electronics, and structural components such 
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as landing gears. To do so, Airbus held talks with 
both Lockheed and Northrop Grumman, two of the 
U.S’s largest defense contractors.°* 

Airbus was likely to be awarded a share in the Pen- 
tagon contract because the U.S. Air Force could not 
afford relying on a single aircraft type manufactured 
by a single company. Such a choice was far too risky: 
technical problems associated with a single model 
could lead to the grounding of the entire fleet. In- 
stead, to spread the risk among several different mod- 
els, the U.S. government needed to divide the contract 
among competing manufacturers, as it had done in 
the past. The fleet currently in service (2005) was 
made up of about 500 Boeing, McDonnell Douglas, 
and Lockheed civilian planes. Since neither Lockheed 
nor McDonnell manufactured civilian planes any 
longer, the sole alternative to a Boeing tanker plane 
was an Airbus one.>? 

Furthermore, Airbus prospects of competing 
with Boeing improved as a result of a recent delay in 
the Pentagon plan to open the tanker contract to 
competition. Boeing planned to use the B-767 model 
as its proposed tanker plane, but the 767’s produc- 
tion costs were rising. By summer 2005, commercial 
orders of the B-767 fell to such a low point that keep- 
ing the B-767 assembly line open was no longer eco- 
nomical, and Boeing needed to consider shutting 
down the line altogether. Announced in February 
2005, the Pentagon’s delay in holding competition 
over the contract—which could have lasted several 
years—thus placed Boeing in a competitive disad- 
vantage: re-starting the assembly line in the future 
was bound to be expensive and add to the cost of 
manufacturing the B-767 tanker. Airbus, in contrast, 
had a substantial backlog of A330 commercial or- 
ders, and therefore did not anticipate any disruptions 
in the future production of the A330. 

Finally, EADS, Airbus’s parent company, benefited 
from combining commercial and military sales as 
well. Following Airbus reorganization, EADS’s revenue 
structure had changed to resemble that of Boeing. Just 
as Boeing’s 1997 acquisition of the McDonnell Douglas 
Corporation—a major defense contractor— helped 
the Seattle company improve its performance during 
slumps in the commercial aircraft market, so did Air- 
bus’s 2001 incorporation as a subsidiary of EADS 
help EADS take advantage of the swings in the com- 
mercial aerospace business cycle. And just as Boeing 
derived 60% of its 2001 revenues from commercial 
aircraft sales, and 40% from the sale of defense, space 
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and communication systems, so did EADS generate 
65% of its 2002 revenues from commercial airplanes 
sales and 35% from the sale of defense, space, and 
aeronautics products and services.°! 


Globalization 


The commercial [aircraft] industry “is now totally 
subject to the forces of globalization,” an EADS exec- 
utive said in 2004,°° and indeed, by the mid-2000s, 
both Airbus and Boeing had become highly depend- 
ent on the global supply chain. Both aircraft makers 
sought to outsource the manufacture of aircraft 
parts, components, and subassemblies to risk sharing 
partners in strategic markets, a practice aimed at re- 
ducing production costs and increasing aircraft sales. 
Using global outsourcing as a marketing tool, Airbus 
focused on three strategic markets: the U.S., Japan, 
and China. 

Under Forgeard’s leadership, Airbus signed large 
outsourcing contracts with major U.S. suppliers, sold 
hundreds of jets to U.S. airline carriers, and won po- 
litical friends in Washington, both among members 
of Congress and government officials. Between 1994 
and 2004, Airbus’s spending in the United States 
nearly doubled from $2.6 to $5 billion, as major sup- 
pliers performed extensive work on Airbus’s late 
models. On the A380, for example, Airbus purchased 
engines from the General Electric Corporation, hy- 
draulic systems from the Eaton Corporation, avion- 
ics from Honeywell, navigation equipment from 
Northrop Grumman, and landing gears as well as 
evacuation systems from the Goodrich Corporation. 
Altogether, the value of American-made products 
used in each A380 jetliner approached 45% of the 
plane’s total cost. Airbus’s heavy reliance on U.S. sup- 
pliers, Forgeard believed, was likely to help the com- 
pany sell its Superjumbo in the United States as a fu- 
ture replacement for the Boeing 747.°° 

Similarly, Airbus signed outsourcing contracts 
with large Japanese suppliers in an attempt to in- 
crease its share in Japan’s market for new commercial 
jets. In 2002, Japan’s top carriers—Japan Airlines 
(AL) and All Nippon Airways (ANA)—flew mostly 
Boeing-made jets, and Boeing held an 80% share in 
the market for Japanese commercial jets. Because JAL 
was the world’s largest operator of the Boeing 747, 
Forgeard expected the A380 to sell well in Japan, hoping 
to increase Airbus’s share in Japan’s aircraft market 
from 20% to 50% in 20 years (2002-2022). To en- 
courage JAL and ANA to purchase the Superjumbo, 


Airbus contracted seven Japanese large firms— 
Mitsubishi Heavy Industries, Fuji Heavy Industries, 
Sumitomo Metal Industries, Japan Aircraft Manufac- 
turing Corporation, and others—to supply the A380 
in a deal valued at $1.5 billion in 2002. 

Airbus, in addition, explored outsourcing oppor- 
tunities in China. In 2004, Airbus held a 25% share in 
the market for Chinese commercial jets—against 
Boeing’s 72%—and in subsequent years, the Euro- 
pean aircraft maker planned to increase its market 
share to 50%. Seeking to lower its labor cost as well as 
increase its share in China’s market for commercial 
jets, Airbus invited two Chinese state-owned aero- 
space companies to participate in building its newest 
aircraft—the midsized long-range A350 model— 
awarding them in 2005 a 5% risk-sharing role in pro- 
ducing the new plane.°° 


Marketing and Sales 


During Forgeard’s seven-year tenure, Boeing contin- 
ued losing ground to its European rival. While the 
Airbus A330/A340 series competed favorably with 
both the Boeing 777 and the Boeing 747, strong sales 
of the A320 (Exhibit 2) helped Airbus capture the in- 
dustry’s top spot and achieve a 53% share in the 
global market for large commercial jets, as shown in 
Exhibit 3. 

Airbus’s success in selling the A320 was evident 
among the major air carriers as well as the new dis- 
count airlines. Initially, the low-cost carriers had all 
followed Southwest Airlines’s practice of operating an 
all Boeing 737 fleet, but in 2000, New York-based Jet 
Blue Airways had become the first budget carrier to 


EXHIBIT 2 


Total Number of Commercial Aircraft Ordered 
and Delivered by Airbus, 1970—Dec. 31, 2004 
Orders Deliveries 


A300/A310 
A320 


A330/A340 
A380 
Total 


Source: “Orders and Deliveries,” Airbus.com, retrieved from Web 
February 1, 2005. 


EXHIBIT 3 
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Noel Forgeard’s Airbus (1998-2004): Worldwide Market Share of Shipments of Large Commercial Aircraft 


2000 


Boeing 61% 
Airbus 39% 


2001 2002 2003 


62% 56% 48% 
38% 44% 52% 


Sources: “Commercial Airplanes: Orders and Deliveries,” Boeing.com, retrieved from Web February 2, 2001, and January 15, 2005; “Airbus 
Orders and Deliveries 1984—December 30, 2003,” a document supplied by Mark Luginbill, Airbus Communication Director, January 2005, in 
conjunction with Kevin Done, “The Big Gamble: Airbus Rolls Out Its New Weapon,” Financial Times, January 17, 2005. 


fly an all A320 fleet, selecting the Airbus model as its 
standard transport. Next, in 2002, Airbus scored a vic- 
tory over Boeing when it sold 120 planes to Britain’s 
Easy Jet, a discount carrier flying B-737s only, and in 
2004, Airbus managed to persuade two other low- 
cost air carriers—Air Berlin, Germany’s second 
largest airline, and AirAsia, Malaysia’s principal dis- 
count carrier—to switch from the B-737 to the A320 
in deals valued at $7 and $5 billion respectively.®° 

Airbus’s success with a growing number of Boe- 
ing customers was rooted in its decentralized sales 
strategy. The European aircraft maker empowered its 
sales team to make pricing decisions on the spot and 
sign deals without having to seek approval from its 
corporate office at Toulouse. As such, Airbus’s sales 
team developed, in turn, close relationships with its 
customer airlines. At Boeing, by contrast, the final 
pricing decisions were all made by a committee at the 
headquarters and therefore the sales process was slow 
and deals were more difficult to negotiate. As a result, 
the Chicago aircraft maker lost many of its loyal cus- 
tomers. The Air Berlin and AirAsia sales are two in- 
structive examples. In each case, Boeing sales repre- 
sentatives on the ground had no real authority to 
match Airbus’s lower prices, conclude the deal, and 
sign the contract. Speaking of the Air Berlin sale of 
2004, one insider recalled: “The general sentiment 
[at] the [Boeing] committee was: “They'll never 
switch to Airbus, so why go so far” and accept the 
lower prices proposed by the sales team?°” 


Financial Performance 


Airbus’s sales success contributed favorably to its fi- 
nancial performance. As a consortium, Airbus had 
published no financial reports, and as a company 
that owned 80% of Airbus, EADS had published fi- 
nancial data pertaining to Airbus’s operating income 


(earnings before taxes and interests) only, not net 
income. Using several reliable sources, in conjunc- 
tion with EADS’s financial reports, it is nevertheless 
possible to arrive at a close estimate of Airbus’s rates 
of return on sales (operating income as percentage 
of revenues) during the seven-year period ending 
December 31, 2004. 

Throughout Forgeard’s tenure, Airbus rate of 
return on sales exceeded that of Boeing for every 
year except 1998. “From the first day I put my foot 
in Airbus, I was obsessed with preparing for a 
downturn,”® Forgeard said in 2002, and as shown in 
Exhibit 4, nowhere was Airbus’s performance more 
impressive than during the recession that followed 
the terrorist attack of September 11, 2001. Between 
2001 and 2004, Airbus revenues grew by 37% and its 
annual rate of return on sales averaged nearly 8%. 
During the same period, Boeing’s revenues (Exhibit 4) 
declined by 10% and its rate of return on sales aver- 
aged 4.4%. Airbus’s growth in sales and profits was 
the result of two developments: rigorous cost-cutting 
measures undertaken by Forgeard, and substantial 
cost savings generated by Airbus’s transformation 
from a consortium to an integrated company. Hence 
the contrast between Airbus’s and Boeing’s perform- 
ance: in 2004, Boeing continued to underperform 
and to remain narrowly profitable while Airbus came 
close to achieving Forgeard’s target of a 10% operat- 
ing margin, as shown in Exhibit 4. 


Future Prospects 


Forgeard was expected to leave Airbus in the summer 
of 2005 and assume the leadership of its parent com- 
pany, the European Aerospace Defense and Space 
Company. As Forgeard was preparing to take charge 
of EADS, Airbus faced two serious challenges that 
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EXHIBIT 4 


Noel Forgeard’s Airbus (1998-2004): Highlight of Financial Data, 


Airbus versus Boeing 


Airbus 


Operating Income 
as % of Sales 


Boeing 


Sales Operating Income 
(bil.) as % of sales 


Sources: Airbus’s revenues 1998-2002 in “Airbus S.A.S.," Hoover Handbook of World Business, 2004, p. 30. 
Airbus’s revenues and operating profits 2003-2004 in EADS N.V. “Year 2003 Report,” p. 7, and “Year 2004 
Report,” p. 7, online, EADS.com, and in Daniel Michaels “Airbus Could Top Boeing in Sales,” Wall Street 
Journal, January 13, 2005. Airbus’s operating profits for 2002 in EADS “Year 2003 Report,” p. 7; for 2001, in 
“EADS Delivers Solid Performance,” Business Wire, March 10, 2003; for 2000, in Kevin Done, “EADS 
Forecasts 15% Rise in Profits,” Financial Times, March 20, 2001; for 1999, in Stephen Dunphy, “The Seattle 
Times Business Newsletter Column,” Seattle Times, June 28, 2000; and for 1998 in “Price War with Boeing 
Pushed Airbus into Red Ink Last Year,” Seattle Times, February 29, 1999. For Boeing: The Boeing Company 
2001 Annual Report, p. 1, and The Boeing Company 2004 Annual Report, p. 1. 


could have severely undermined its position in the 
industry: first, the future prospects of the A380 gam- 
ble were uncertain, and second, a new model aircraft 
introduced by Boeing, the B-787 “Dreamliner,” 
threatened Airbus’s competitiveness in the market 
for midsized jets. Related to the introduction of both 
the A380 and the B-787 was the U.S. government’s 
resolve to nullify the 1992 “Airbus Accord,” and 
launch, once again, a trade war against the European 
aircraft maker. 

In its 2004 Global Market Forecast, Airbus pre- 
dicted sales of 1,650 A380 jets over a 20-year period. 
Boeing disputed this forecast and predicted that over 
the next two decades the market for very large com- 
mercial aircraft (larger than the 747) would not ex- 
ceed 400 units.”° 

Boeing’s analysis was based on the changing struc- 
ture of the airline industry during the last two 
decades of the 20th century. Deregulation fragmented 
the domestic (U.S.) as well as the global air travel 
markets [Boeing’s analysis pointed out], and thereby 
encouraged air carriers to replace large aircraft with 
smaller ones. “We believe more passengers are going 
to fly on direct routes on mid-size airplanes instead of 


to hubs on giant size airplanes,” Boeing CEO Philip 
Condit said in 2003, and in fact, during the ten-year 
period 1990-2000, the number of transatlantic flights 
aboard Boeing 747 aircraft slightly declined while 
transatlantic flights aboard smaller wide-body jets 
like the A340 and B-777 almost tripled.7! 

A related source of concern was the plane’s travel 
range. In the 1970s, the key to the 747’s success was 
its giant wings and fuel tanks that gave the 747 the 
capability to fly farther than any commercial jet. The 
A380, in contrast, was not expected to fly farther 
than most wide-body models in service, and as a re- 
sult, was likely to face stiff competition in the long- 
haul travel market from the B-777, B-787, A340, and 
A350 aircraft.’ 

Another potential risk for Airbus was the A380’s 
cost overrun. By January 2005, the A380’s develop- 
ment costs exceeded its projected costs by more than 
$4 billion, pushing the A380’s breakeven point farther 
into the future. Initially, Airbus expected to recover 
the A380’s development costs after selling 250 planes, 
but as the plane’s costs climbed, the European air- 
craft maker acknowledged that at least 270 sales were 
now needed to recover its initial investment and 


break even. One reason why the A380 costs climbed 
so steeply was the decline in the value of the dollar 
against the Euro. In the five-year period ending 
January 2005, the dollar lost about 30% of its value 
relative to the Euro, a development that turned the 
A380 project far more expensive in dollar terms 
($15 billion) than in Euro terms (12 billion).”? 

Still another obstacle facing Airbus was the grow- 
ing difficulties the company experienced in selling 
the A380. By January 1, 2005, the European aircraft 
maker booked 139 A380 orders, yet the number of 
new orders recorded during the first six months of 
2005—a total of 15—remained well below Airbus’s 
expectations.’* Moreover, neither Japan’s air carri- 
ers—the world’s leading users of large jets—nor any 
of the U.S. based airline carriers had yet ordered a 
single A380. 

Regardless of the prospects of the A380, Boeing’s 
introduction of the B-787 jetliner placed Airbus 
under increased competitive pressures. Scheduled to 
enter service in 2008, the Boeing 787 was a midsized 
200-300 seat aircraft designed to fly over long dis- 
tances of up to 9,200 nautical miles. Based on its 
travel market fragmentation theory, the Boeing 
Company expected the B-787 to compete success- 
fully against both the A330/A340 and A380 jetliners. 
The first commercial aircraft built primarily of car- 
bon fiber (composite materials that are lighter and 
more flexible than aluminum), the B-787 was ex- 
pected to cut the costs of fuel consumption by 20%, 
and the costs of maintenance by up to 33%, com- 
pared to similar size jets.’° 

Boeing’s decision to develop the “Dreamliner,” 
however, was soon challenged by Airbus. Less than a 
year after Boeing announced the introduction of the 
B-787, in the summer of 2004, Airbus announced its 
own plans to develop a new midsized jet, the A350. 
Intended to compete against the B-787, the A350 was 
a modified version of the A330 aircraft, not a newly 
designed aircraft. 

The B-787 had several advantages over the A350. 
The B-787 was more fuel efficient than the A350, was 
equipped with a more comfortable cabin, and flew over 
a longer range. The A350’s basic design was 15 years 
old. Moreover, the new Airbus plane was not expected 
to enter service until 2010, two years after the intro- 
duction of the B-787. Furthermore, the A330 was still 
very popular among the airline carriers, and as such, 
was likely be “cannibalized” by the A350. Lastly, 
Airbus was unable to finance the A350 from its own 
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cash flow and needed to obtain European Govern- 
ment loans to support the project, as had been the 
case formerly with its A380 project.”° 

But the Boeing Company now vehemently op- 
posed any government loans to Airbus. Because Air- 
bus had already received billions of dollars in loans 
under the provisions of the 1992 bilateral agreement, 
Boeing executives contended, Airbus no longer 
needed any financial help, especially since it had cap- 
tured the industry’s top spot, passing Boeing in total 
deliveries in 2003, 2004, and 2005 (projected). Ac- 
cordingly, the Boeing Company lobbied the U.S. gov- 
ernment to reject the Airbus Accord of 1992 and 
bring charges against Airbus before the World Trade 
Organization.’” 

By June 2005, it had become clear that Airbus was 
losing its competitive edge. Sales of the A380 came to 
a halt with only 154 orders received, sales of the A350 
did not move at all with just one customer placing 
ten orders, and the trade dispute with Boeing was 
hurting Airbus’s sales, as Airbus chief commercial of- 
ficer acknowledged. At Boeing, by contrast, sales of 
the B-787 were booming with a total number of 237 
orders received from several large carriers including 
Northwest Airlines (Airbus’s largest American cus- 
tomer), Korea Airlines (a major Airbus customer), 
Air India, and Air Canada.’® 

Suddenly, as Noel Forgeard was preparing to step 
up and assume EADS’s leadership, Airbus faced 
tough strategic choices. 
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Apple Computer 


This case was prepared by Charles W. L. Hill, the University of Washington. 


ack in 1997 Apple Computer was in deep trouble. 

The company that had pioneered the personal 
computer market with its easy-to-use Apple II in 
1978, and had introduced the first graphical user in- 
terface with the Macintosh in 1984, was bleeding red 
ink. Apple’s worldwide market share, which had been 
fluctuating between 7 and 9% since 1984, had sunk 
to 4%. Sales were declining. Apple was on track to 
lose $378 million on revenues of $7 billion, and that 
on top of a $740 million loss in 1996. In July 1997, 
the co-founder of the company, Steve Jobs, who had 
been fired from Apple back in 1985, returned as 
CEO. At an investor conference, Michael Dell, CEO 
of Dell Computer, was asked what Jobs should do as 
head of Apple. Dell quipped, “I'd shut it down and 
give the money back to shareholders.”! 

By 2006 the situation looked very different. Apple 
was on track to book record sales of over $19 billion 
and net profits of close to $1.9 billion. The stock 
price, which had traded as low as $6 a share in 2003, 
was in the mid-70s, and the market capitalization, at 
$63 billion, surpassed that of Dell Computer, which 
was around $48 billion. Driving the transformation 
were strong sales of Apple’s iPod music player and 
music downloads from the iTunes store. In addition, 
strong sales of Apple’s MacBook laptop computers 
had lifted Apple’s market share in the U.S. PC busi- 
ness to 4.8%, up from a low of under 3% in 2004.* 


Copyright © 2006 by Charles W. L. Hill. This case was prepared by 
Charles W. L. Hill as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
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symbol, and download the latest company report from its homepage. 
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Moreover, analysts were predicting that the halo 
effect of the iPod, together with Apple’s recent adop- 
tion of Intel’s microprocessor architecture, would 
drive strong sales going forward. 

For the first time in twenty years, it looked as if 
Apple, the perennial also-ran, might be seizing the 
initiative. But serious questions remained. Could the 
company continue to build on its momentum? 
Would sales of Apple’s computers really benefit from 
the iPod? Could the company break out of its niche 
and become a mainstream player? And how sustain- 
able was the iPod driven sales boom? With new com- 
petitors coming along, could Apple hold onto its 
market leading position in the market for digital 
music players? 


Apple 1976-1997 
The Early Years 


Apple’s genesis is the stuff of computer industry leg- 
end. On April Fools Day, 1976, two young electron- 
ics enthusiasts, Steve Jobs and Steve Wozniak, started 
a company to sell a primitive PC that Wozniak had 
designed. Steve Jobs was just twenty; Wozniak, or 
Woz as he was commonly called, was five years older. 
They had known each other for several years, having 
been introduced by a mutual friend who realized 
that they shared an interest in consumer electronics. 
Woz had designed the computer just for the fun of 
it. That’s what people did in 1976. The idea that 
somebody would actually want to purchase his ma- 
chine had not occurred to Woz, but it did to Jobs. 
Jobs persuaded a reluctant Woz to form a company 
and sell the machine. The location of the company 
was Steve Jobs’s garage. Jobs suggested they call the 
company Apple and their first machine the Apple I. 


ees] 
EXHIBIT 1 


The Apple I] Computer 
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Source: Courtesy of Apple Inc. 


They sold around two hundred of them at $666 
each. The price point was picked as something of a 
prank. 

The Apple I had several limitations—no case, 
keyboard, or power supply being obvious ones. It 
also required several hours of laborious assembly by 
hand. By late 1976, Woz was working on a replace- 
ment to the Apple I, the Apple II.4 In October 1976, 
with the Apple I under development, Jobs and Woz 
were introduced to Mike Markkula. Only thirty- 
four, Markkula was already a retired millionaire, 
having made a small fortune at Fairchild and Intel. 
Markkula had no plans to get back into business any- 
time soon, but a visit to Jobs’s garage changed all 
that. He committed to investing $92,000 for one- 
third of the company and promised that his ultimate 
investment would be $250,000. Stunned, Jobs and 
Woz agreed to let him join as a partner. It was a fateful 
decision. The combination of Woz’s technical skills, 
Jobs’s entrepreneurial zeal and vision, and Markkula’s 
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business savvy and connections was a powerful one. 
Markkula told Jobs and Woz that neither of them 
had the experience to run a company and persuaded 
them to hire a president, Michael Scott, who had 
worked for Markkula at Fairchild. 

The Apple II was introduced in 1977 at a price of 
$1,200. The first version was an integrated computer 
with a Motorola microprocessor and included a key- 
board, power supply, monitor, and the BASIC pro- 
gramming software. It was Jobs who pushed Woz to 
design an integrated machine—he wanted some- 
thing that was easy to use and not just a toy for geeks. 
Jobs also insisted that the Apple II look good. It had 
an attractive case and no visible screws or bolts. This 
differentiated it from most PCs at the time, which 
looked as if they had been assembled by hobbyists at 
home (as many had). 

In 1978, Apple started to sell a version of the Apple 
II that incorporated something new—a disk drive. 
The disk drive turned out to be a critical innovation, 
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for it enabled third-party developers to write soft- 
ware programs for the Apple II that could be loaded 
via floppy disks. Soon programs started to appear, 
among them EasyWriter, a basic word processing 
program, and VisiCalc, a spreadsheet. VisiCalc was 
an instant hit and pulled in a new customer set, busi- 
ness types who could use VisiCalc for financial plan- 
ning and accounting. Since VisiCalc was available 
only for the Apple II, it helped to drive demand for 
the machine. 

By the end of 1980, Apple had sold over 100,000 
Apple Is, making the company the leader in the em- 
bryonic PC industry. The company had successfully 
executed an IPO, was generating over $200 million in 
annual sales, and was profitable. With the Apple II se- 
ries selling well, particularly in the education market, 
Apple introduced its next product, the Apple II, in 
the fall of 1980. It was a failure. The computer was 
filled with bugs and crashed constantly. The Apple III 
had been rushed to market too quickly. Apple rein- 
troduced a reengineered Apple III in 1981, but it con- 
tinued to be outsold by Apple II. Indeed, successive 
versions of the Apple II family, each an improvement 
on the proceeding version, continued to be produced 
by the company until 1993. In total, over 2 million 
Apple Il computers were sold. The series became a 
standard in American classrooms where it was valued 
for its intuitive ease-of-use. Moreover, the Apple II 
was the mainstay of the company until the late 1980s, 
when an improved version of the Macintosh started 
to garner significant sales. 


The IBM PC and Its Aftermath 


Apple’s success galvanized the world’s largest com- 
puter company, IBM, to speed up development of its 
entry into the PC market. IBM had a huge and very 
profitable mainframe computer business, but it had 
so far failed to develop a PC, despite two attempts. To 
get to market quickly with this, its third PC project, 
IBM broke with its established practice of using its 
own proprietary technology to build the PC. Instead, 
IBM adopted an “open architecture,” purchasing the 
components required to make the IBM PC from 
other manufacturers. These components included a 
16-bit microprocessor from Intel and an operating 
system, MS-DOS, which was licensed from a small 
Washington State company, Microsoft. 

Microsoft had been in the industry from its in- 
ception, writing a version of the BASIC software 
programming language for the MITS Atari in 1977, 


the first PC ever produced. IBM’s desire to license 
BASIC brought them to Redmond to talk with the 
company’s CEO, Bill Gates. Gates, still in his early 
twenties, persuaded IBM to adopt a 16-bit processor 
(originally IBM had been considering a less powerful 
8-bit processor). He was also instrumental is pushing 
IBM to adopt an open architecture, arguing that IBM 
would benefit from the software and peripherals that 
other companies could then make. 

Initially IBM was intent on licensing the CP/M 
operating system, produced by Digital Research, 
for the IBM PC. However, the current version of 
CP/M was designed to work on an 8-bit processor, 
and Gates had persuaded IBM that it needed a 16- 
bit processor. In a series of quick moves, Gates 
purchased a 16-bit operating system from a local 
company, Seattle Computer, for $50,000. Gates then 
hired the designer of the operating system, Tim 
Paterson, renamed the system MS-DOS, and of- 
fered to license it to IBM. In what turned out to be 
a master stroke, Gates persuaded IBM to accept a 
nonexclusive license for MS-DOS (which IBM 
called PC-DOS). 

To stoke sales, IBM offered a number of applica- 
tions for the IBM PC that were sold separately, in- 
cluding a version of VisiCalc, a word processor called 
EasyWriter, and a well-known series of business pro- 
grams from Peachtree Software. 

Introduced in 1981, the IBM PC was an instant 
success. Over the next two years, IBM would sell 
more than 500,000 PCs, seizing market leadership 
from Apple. IBM had what Apple lacked, an ability to 
sell into corporate America. As sales of the IBM PC 
mounted, two things happened. First, independent 
software developers started to write programs to run 
on the IBM PC. These included two applications that 
drove adoptions of the IBM PC; word processing 
programs (Word Perfect) and a spreadsheet (Lotus 
1-2-3). Second, the success of IBM gave birth to clone 
manufacturers who made IBM-compatible PCs that 
also utilized an Intel microprocessor and Microsoft’s 
MS-DOS operating system. The first and most suc- 
cessful of the clone makers was Compaq, which in 
1983 introduced its first PC, a 28-pound “portable” 
PC. In its first year, Compaq booked $111 million in 
sales, which at the time was a record for first-year 
sales of a company. Before long, a profusion of IBM 
clone makers entered the market, including Tandy, 
Zenith, Leading Edge, and Dell. The last was estab- 
lished in 1984 by Michael Dell, then a student at the 


University of Texas, who initially ran the company 
out of his dorm room. 


The Birth of the Macintosh 


By 1980 two other important projects were underway 
at Apple: Lisa and the Macintosh. Lisa was originally 
conceived as a high-end business machine, and the 
Macintosh as a low-end portable machine. 

The development of the Lisa and ultimately the 
Macintosh were influenced by two visits Steve Jobs 
paid to Xerox’s fabled Palo Alto Research Center 
(PARC) in November and December 1979. Funded 
out of Xerox’s successful copier business, PARC had 
been set up to do advanced research on office tech- 
nology. Engineers at PARC had developed a number 
of technologies that were later to become central to 
PCs, including a graphical user interface (GUD), soft- 
ware programs that were made tangible through on- 
screen icons, a computer mouse that let a user click 
on and drag screen objects, and a laser printer. Jobs 
was astounded by what he saw at PARC and decided 
on the spot that these innovations had to be incorpo- 
rated into Apple’s machines. 

Jobs initially pushed the Lisa team to implement 
PARC’s innovations, but he was reportedly driving 
people on the project nuts with his demands, so 
President Mike Scott pulled him of the project. Jobs 
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reacted by essentially hijacking the Macintosh project 
and transforming it into a skunk works that would 
put his vision into effect. By one account: 


He hounded the people on the Macintosh project 
to do their best work. He sang their praises, 
bullied them unmercifully, and told them “they 
weren't making a computer, they were making 
history.” He promoted the Mac passionately, 
making people believe that he was talking about 
much more than a piece of office equipment.° 


It was during this period that Bud Tribble, a 
software engineer on the Mac project, quipped that 
Jobs could create a “reality distortion field.” Jobs in- 
sisted that the Mac would ship by early 1982. Trib- 
ble knew that the schedule was unattainable, and 
when asked why he didn’t point this out to Jobs, he 
replied: “Steve insists that we’re shipping in early 
1982, and won't accept answers to the contrary. The 
best way to describe the situation is a term from Star 
Trek. Steve has a reality distortion field. . . . In his 
presence, reality is malleable. He can convince any- 
one of practically anything. It wears off when he’s 
not around, but it makes it hard to have realistic 
schedules.”® 

Andy Hertzfeld, another engineer on the Macin- 
tosh project, thought Tribble was exaggerating, “until I 
observed Steve in action over the next few weeks. The 
reality distortion field was a confounding mélange of a 
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charismatic rhetorical style, an indomitable will, and 
an eagerness to bend any fact to fit the purpose at 
hand. If one line of argument failed to persuade, he 
would deftly switch to another. Sometimes, he would 
throw you off balance by suddenly adopting your po- 
sition as his own, without acknowledging that he 
ever thought differently.” 

Back at Apple, things were changing too. Mike 
Scott had left the company after clashes with other 
executives, including Markkula, who had become 
chairman. Jobs persuaded John Sculley to join Apple 
as CEO. Sculley was the former vice president of 
marketing at Pepsi, where he had become famous for 
launching the Pepsi Challenge. Jobs had reportedly 
asked Sculley, “Do you want to sell sugar water for 
the rest of your life, or do you want to change the 
world?” Sculley opted for changing the world. A 
Wharton MBA, Sculley had been hired for his mar- 
keting savvy, not his technical skills. 

While the Lisa project suffered several delays, 
Jobs pushed the Macintosh team to finish the project 
and beat the Lisa team to market with a better prod- 
uct. Introduced in 1984, the Macintosh certainly cap- 
tured attention for its stylish design and its use of a 
GUL, icons, and a mouse, all of which made the ma- 
chine easy to use and which were not found on any 
other PC at the time. Jobs, ever the perfectionist, 
again insisted that not a single screw should be visi- 
ble on the case. He reportedly fired a designer who 
presented a mockup that had a screw that could be 
seen by lifting a handle. 

Early sales were strong; then they faltered. For all 
of its appeal, the Macintosh lacked some important 
features—it had no hard disk drive, only one floppy 
drive, and insufficient computer memory. Moreover, 
there were few applications available to run on the 
machine, and the Mac proved to be a more difficult 
machine to develop applications for than the IBM 
PC and its clones. Jobs, however, seemed oblivious to 
the problems and continued to talk about outsized 
sales projections, even when it was obvious to all 
around him that they were unattainable. 

In early 1985, Apple posted its first loss. Aware 
that the drastic action necessary could not be taken 
while Jobs was running the Macintosh division, 
Sculley got backing from the board of directors to 
strip Jobs of his management role and oversight of 
the Macintosh division. In late 1985, an embittered 
Jobs resigned from Apple, sold all of his stock, and 


left to start another computer company, aptly 
named NeXT. 


The Golden Years 


With Jobs gone, Sculley shut down the Lisa line, 
which had done poorly in the market due to a very 
high price point of $10,000, and pushed developers to 
fix the problems with the Macintosh. In January 1986, 
a new version of the Macintosh, the Mac Plus, was in- 
troduced. This machine fixed the shortcomings of the 
original Mac, and sales started to grow again. 

What also drove sales higher was Apple’s domina- 
tion of the desktop publishing market. Several events 
came together to make this happen. Researchers 
from Xerox PARC formed a company, Adobe, to de- 
velop and commercialize the PostScript page descrip- 
tion language. PostScript enabled the visual display 
and printing of high-quality page layouts loaded with 
graphics such as colored charts, line drawings, and 
photos. Apple licensed PostScript and used it as the 
output for its Apple LaserWriter, which was intro- 
duced in 1985. Shortly afterwards, a Seattle company, 
Aldus, introduced a program called PageMaker for 
the Mac. PageMaker used Adobe’s PostScript page de- 
scription language for output. Although Aldus intro- 
duced a version of PageMaker for MS-DOS in 1986, 
Apple already had a lead, and with the Mac’s GUI ap- 
pealing to graphic artists, Apple tightened its hold on 
the desktop publishing segment. Apple’s position in 
desktop publishing was further strengthened by the 
release of Adobe Illustrator in 1987 (a freehand 
drawing program) and Adobe Photoshop in 1990. 

The years between 1986 and 1991 were in many 
ways golden ones for Apple. Since it made both hard- 
ware and software, Apple was able to control all as- 
pects of its computers, offering a complete desktop 
solution that allowed customers to “plug and play.” 
With the Apple II series still selling well in the educa- 
tion market, and the Mac dominating desktop pub- 
lishing, Apple was able to charge a premium price for 
its products. Gross margins on the Mac line got as 
high as 55%. In 1990, Apple sales reached $5.6 billion; 
its global market share, which had fallen rapidly as 
the IBM-compatible PC market had grown, stabi- 
lized at 8%; the company had a strong balance sheet; 
and Apple was the most profitable PC manufacturer 
in the world. 

During this period, executives at Apple actively 
debated the merits of licensing the Mac operating 


system to other computer manufacturers, allowing 
them to make Mac clones. Sculley was in favor of this 
move. So was Microsoft’s Bill Gates, who wrote two 
memos to Sculley laying out the argument for licens- 
ing the Mac OS. Gates argued that the closed archi- 
tecture of the Macintosh prevented independent in- 
vestment in the standard by third parties and put 
Apple at a disadvantage next to the IBM PC standard. 
However, some senior executives at Apple were 
against the licensing strategy, arguing that once 
Apple licensed its intellectual property, it would be 
difficult to protect it. In one version of events, senior 
executives debated the decision at a meeting and 
took a vote on whether to license. Given the contro- 
versial nature of the decision, it was decided that the 
vote in favor had to be unanimous. It wasn’t—a sin- 
gle executive voted against the licensing decision, and 
it was never pursued.® In another version of events, 
Jean-Louis Gassée, head of R&D at Apple, vigorously 
opposed Sculley’s plans to clone, and Sculley backed 
down.’ Gassée was deeply distrustful of Microsoft 
and Bill Gates, and believed that Gates probably had 
an ulterior motive given how the company benefited 
from the IBM standard. 

Ironically, in 1985 Apple had licensed its “visual 
displays” to Microsoft. Reportedly Gates had strong- 
armed Sculley, threatening that Microsoft would stop 
developing crucial applications for the Mac unless 
Apple granted Microsoft the license. At the time, Mi- 
crosoft had launched development of its own GUI. 
Called Windows, it mimicked the look and feel of the 
Mac operating system, and Microsoft didn’t want to be 
stopped by a lawsuit from Apple. Several years later, 
when Apple did file a lawsuit against Microsoft, arguing 
that Windows 3.1 imitated the “look and feel” of the 
Mac, Microsoft was able to point to the 1985 license 
agreement to defend its right to develop Windows—a 
position that the judge in the case agreed with. 


1990-1997 

By the early 1990s, the prices of IBM-compatible PCs 
were declining rapidly. So long as Apple was the only 
company to sell machines that used a GUI, its differ- 
ential appeal gave it an advantage over MS-DOS- 
based PCs with their clunky text-based interfaces, 
and the premium price could be justified. However, 
in 1990 Microsoft introduced Windows 3.1, its own 
GUI that sat on top of MS-DOS, and Apple’s differ- 
ential appeal began to erode. Moreover, the dramatic 
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growth of the PC market had turned Apple into a 
niche player. Faced with the choice of writing soft- 
ware to work with an MS-DOS/Windows operating 
system and an Intel microprocessor, now the domi- 
nant standard found on 90% of all PCs, or the Mac 
OS and a Motorola processor, developers logically 
opted for the dominant standard (desktop publish- 
ing remained an exception to this rule). Reflecting on 
this logic, Dan Eilers, then vice president of strategic 
planning at Apple, reportedly stated that “the com- 
pany was on a glide path to history.”!° 

Sculley, too, thought that the company was in 
trouble. Apple seemed boxed into its niche. Apple 
had a high cost structure. It spent significantly more 
on R&D as a percentage of sales than its rivals (in 
1990, Apple spent 8% of sales on R&D, Compaq 
around 4%). Its microprocessor supplier, Motorola, 
lacked the scale of Intel, which translated into higher 
costs for Apple. Moreover, Apple’s small market share 
made it difficult to recoup the spiraling cost of devel- 
oping a new operating system, which by 1990 
amounted to at least $500 million. 

Sculley’s game plan to deal with these problems 
involved a number of steps.!! First, he appointed 
himself chief technology officer in addition to CEO, a 
move that raised some eyebrows given Sculley’s mar- 
keting background. Second, he committed the com- 
pany to bring out a low-cost version of the Macintosh 
to compete with IBM clones. The result was the Mac 
Classic, introduced in October 1990 and priced at 
$999. He also cut prices for the Macs and Apple IIs by 
30%. The reward was a 60% increase in sales volume, 
but lower gross margins. So third, he cut costs. The 
workforce at Apple was reduced by 10%, the salaries 
of top managers (including Sculley’s) were cut by as 
much as 15%, and Apple shifted much of its manu- 
facturing to subcontractors (for example, the Power- 
Book was built in Japan, a first for Apple). Fourth, he 
called for the company to maintain its technological 
lead by bringing out hit products every six to twelve 
months. The results included the first Apple portable, 
the PowerBook notebook, which was shipped in late 
1991 and garnered very favorable reviews, and the 
Apple Newton hand-held computer, which bombed. 
Fifth, Apple entered into an alliance with IBM, which 
realized that it had lost its hold on the PC market to 
companies like Intel, Microsoft, and Compaq. 

The IBM alliance had several elements. One was 
the decision to adopt IBM’s Power PC microprocessor 
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architecture, which IBM would also use in its offer- 
ings. A second was the establishment of two joint 
ventures—Taligent, which had the goal of creating a 
new operating system, and Kaleida to develop multi- 
media applications. A third was a project to help IBM 
and Apple machines work better together. 

While Sculley’s game plan helped to boost the top 
line, the bottom line shrunk in 1993 due to a combi- 
nation of low gross margins and continuing high 
costs. In 1994, Sculley left Apple. He was replaced by 
Michael Spindler, a German engineer who had 
gained prominence as head of Apple Europe. 

It was Spindler who in 1994 finally took the step 
that had been long debated in the company—he de- 
cided to license the Mac OS to a handful of compa- 
nies, allowing them to make Mac clones. The Mac OS 
would be licensed for $40 a copy. It was too little too 
late—the industry was now waiting for the introduc- 
tion of Microsoft’s Windows 95. When it came, it was 
clear that Apple was in serious trouble. Windows 95 
was a big improvement over Windows 3.1, and it 
closed the gap between Windows and the Mac. While 
many commentators criticized Apple for not licens- 
ing the Mac OS in the 1980s, when it still had a big 
lead over Microsoft, ironically Bill Gates disagreed. In 
a 1996 interview with Fortune, Gates noted: 


As Apple has declined, the basic criticism seems 
to be that Apple’s strategy of doing a unique 
hardware/software combination was doomed to 
fail. I disagree. Like all strategies, this one fails if 
you execute poorly. But the strategy can work, if 
Apple picks its markets and renews the innova- 
tion in the Macintosh.!? 


Spindler responded to Windows 95 by commit- 
ting Apple to develop a next generation operating 
system for the Macintosh, something that raised 
questions about the Taligent alliance with IBM. At 
the end of 1995, IBM and Apple parted ways, ending 
Taligent, which after $500 million in investments had 
produced little. 

By then, Spindler had other issues on his mind. 
The latter half of 1995 proved to be a disaster for 
Apple. The company seemed unable to predict de- 
mand for its products. It overestimated demand for 
its low-end Macintosh Performa computers and was 
left with excess inventory, while underestimating 
demand for its high-end machines. To compound 
matters, its new PowerBooks had to be recalled after 
batteries started to catch fire, and a price war in Japan 


cut margins in one of its best markets. As a conse- 
quence, in the last quarter of 1995, gross margins 
slumped to 15%, down from 29% in 1994, and Apple 
lost $68 million. Spindler responded in January 1996 
by announcing 1,300 layoffs. He suggested that up to 
4,000 might ultimately goa—some 23% of the work- 
force.!° That was his last significant act. He was re- 
placed in February by Gilbert Amelio. 

Amelio, who joined Apple from National Semi- 
conductor where he had gained a reputation for his 
turnaround skills, lasted just seventeen months. He 
followed through on Spindler’s plans to cut headcount 
and stated that Apple would return to its differentia- 
tion strategy. His hope was that the new Mac operat- 
ing system would help, but work on that was in total 
disarray. He took the decision to scrap the project 
after an investment of over $500 million. Instead, 
Apple purchased NeXT, the computer company 
founded by none other than Steve Jobs, for $425 mil- 
lion. The NeXT machines had received strong re- 
views, but had gained no market traction due to a lack 
of supporting applications. Amelio felt that the NeXT 
OS could be adapted to run on the Mac. He also hired 
Steve Jobs as a consultant, but Jobs was rarely seen at 
Apple; he was too busy running Pixar, his computer 
animation company that was riding a wave of success 
after a huge hit with the animated movie Toy Story.'* 

Amelio’s moves did nothing to stop the slide in 
Apple’s fortunes. By mid-1997, market share had 
slumped to 3%, from 9% when Amelio took the helm. 
The company booked a loss of $742 million in 1996 
and was on track to lose another $400 million in 1997. 
It was too much for the board. In July 1997, Amelio was 
fired. With market share falling, third-party developers 
and distributors were rethinking their commitments to 
Apple. Without them, the company would be dead. 


The Return of Steve Jobs 


Following Amelio’s departure, Steve Jobs was ap- 
pointed interim CEO. In April 1998, he took the po- 
sition on a permanent basis, while staying on at Pixar 
as CEO. Jobs moved quickly to fix the bleeding. His 
first act was to visit Bill Gates and strike a deal with 
Microsoft. Microsoft agreed to invest $150 million in 
Apple and to continue producing Office for the Mac 
through until at least 2002. Then Jobs ended the 
licensing deals with the clone makers, spending over 
$100 million to acquire the assets of the leading Mac 
clone maker, Power Computing, including its license. 


Jobs killed slow-selling products, most notably the 
Apple Newton hand-held computer, and reduced the 
number of product lines from sixty to just four. He 
also pushed the company into online distribution, 
imitating Dell Computer’s direct selling model. While 
these fixes bought the company time and caused a fa- 
vorable reaction from the stock market, they were not 
recipes for growth. 


New Computer Offerings 


Almost immediately Jobs started to think about a new 
product that would embody the spirit of Apple. What 
emerged in May 1998 was the iMac. The differentiator 
for the iMac was not its software, or its power, or its 
monitor—it was the design of the machine itself. A 
self-contained unit that combined the monitor and 
central processing unit in translucent teal and with 
curved lines, the iMac was a bold departure in a world 
dominated by putty-colored PC boxes. 

To develop the iMac, Jobs gave a team of design- 
ers, headed by Jonathan Ive, an unprecedented say in 
the development project. Ive’s team worked closely 
with engineers, manufacturers, marketers, and Jobs 
himself. To understand how to make a plastic shell 
look exciting rather than cheap, the designers visited 
a candy factory to study the finer points of making 
jelly beans. They spent months working with Asian 
partners designing a sophisticated process capable of 
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producing millions of iMacs a year. The designers also 
pushed for the internal electronics to be redesigned, 
to make sure that they looked good through the thick 
shell. Apple may have spent as much as $65 a machine 
on the casing, compared with perhaps $20 for the av- 
erage PC.!° 

Priced at $1,299, iMac sales were strong with or- 
ders placed for 100,000 units even before the machine 
was available. Moreover, one-third of iMac purchases 
were by first-time buyers, according to Apple’s own 
research.!© The iMac line was continually updated, 
with faster processors, more memory, and bigger hard 
drives being added. The product was also soon avail- 
able in many different colors. In 1999, Apple followed 
up the iMac with introduction of the iBook portable. 
Aimed at consumers and students, the iBook had the 
same design theme as the iMac and was priced aggres- 
sively at $1,599. 

Sales of the iMac and iBook helped push Apple 
back into profitability. In 1999, the company earned 
$420 million on sales of $6.1 billion. In 2000, it made 
$611 million on sales of almost $8 billion. 

To keep sales growing, Apple continued to invest 
in development of a new operating system, based on 
the technology acquired from NeXT. After three years 
of work by nearly one thousand software engineers, 
and a cost of around $1 billion, the first version of 
Apple’s new operating system was introduced in 


(b) The iBook 
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2001. Known as OS X, it garnered rave reviews from 
analysts who saw the UNIX-based program as offer- 
ing superior stability and faster speed than the old 
Mac OS. OS X also had an enhanced ability to run 
multiple programs at once to support multiple 
users, connected easily to other devices such as digi- 
tal camcorders, and was easier for developers to 
write applications for. In typical Apple fashion, OS X 
also sported a well-designed and intuitively appeal- 
ing interface. Since 2001, new versions of OS X have 
been introduced almost once a year. The most recent 
version, OS X Tiger, was introduced in 2005 and re- 
tailed for $129. 

To get the installed base of Mac users, who at the 
time numbered 25 million, to upgrade to OS X, Apple 
had to offer applications. The deal with Microsoft en- 
sured that its popular Office program would be avail- 
able for the OS X. Steve Jobs had assumed that the 
vote of confidence by Microsoft would encourage 
other third-party developers to write programs for 
OS X, but it didn’t always happen. Most significantly, 
in 1998 Adobe Systems refused to develop a Mac ver- 
sion of their consumer video editing program, which 
was already available for Windows PCs. 

Shocked, Jobs directed Apple to start working on 
its own applications. The first fruits of this effort 
were two video editing programs, Final Cut Pro for 


eee 
EXHIBIT 4 
The iMac G5 


professionals, and iMovie for consumers. Next was 
iLife, a bundle of multimedia programs now prein- 
stalled on every Mac, which includes iMovie, iDVD, 
iPhoto, Garage Band, and the iTunes digital jukebox. 
Apple also developed its own web browser, Safari. 

Meanwhile, Apple continued to update its com- 
puter lines with eye-catching offerings. In 2001, 
Apple introduced its Titanium PowerBook G4 note- 
books. Cased in Titanium, these ultralight and fast 
notebooks featured a clean postindustrial look that 
marked a distinct shift from the whimsical look of 
the iMac and iBook. As with the iMac, Jonathan Ive’s 
design team played a central part in the product’s de- 
velopment. A core team of designers set up a design 
studio in a San Francisco warehouse, far away from 
Apple’s main campus. They worked for six weeks on 
the basic design and then headed to Asia to negotiate 
for widescreen flat-panel displays and to work with 
tool makers.!” 

The Titanium notebooks were followed by a re- 
designed desktop line that appealed to the company’s 
graphic design customers, including the offering of 
elegantly designed very widescreen cinema displays. 
In 2004, Ive’s design team came out with yet an- 
other elegant offering, the iMac G5 computer, 
which PC Magazine described as a “simple, stunning 


all-in-one design.”!8 
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EXHIBIT 5 
World Wide Market Share and Units Sold, 2005 


Units Sold 
(millions) 


Market Share 
Company (%) 


Dell Computer 18.1% 
Hewlett-Packard 15.6% 
Lenovo 6.2% 
Acer 47% 
Fujistu-Siemens 41% 
Apple 2.2% 
Other 49.1% 
Total 100.0% 


Sources: Standard & Poor's Industry Surveys, Computers: 
Hardware, December 8, 2005. 


For all of Apple’s undisputed design excellence 
and the loyalty of its core user base—graphic artists 
and students—Apple’s market share remained ane- 
mic, trailing far behind industry leaders Dell, 
Hewlett-Packard, and IBM/Lenovo (see Exhibit 5). 
Weak demand, combined with its low market share, 
translated into another loss for Apple in 2001, lead- 
ing some to question the permanence of Steve Jobs’s 
turnaround. While Apple’s worldwide market share 
fell to as low as 1.9% in 2004, it started to pick up 
again in 2005 and throughout 2006. Momentum was 
particularly strong in the United States, where Apple 
shipped 1.3 million computers in the year through to 
July 2006, giving it a 12% year-over-year growth rate 
and a 4.8% share of the U.S. market. Driving growth, 
according to many analysts, was the surging popular- 
ity of Apple’s iPod music player, which had raised 
Apple’s profile among younger consumers and was 
having a spillover effect on Mac sales.!? 


Intel Inside, Windows on the Desktop 


Since the company’s inception, Apple had not used 
Intel microprocessors, which had become the industry 
standard for microprocessors since the introduction of 
the IBM PC in 1981. In June 2005, Apple announced 
that it would start to do so. Driving the transition was 
growing frustration with the performance of the Pow- 
erPC chip line made by IBM that Apple had been 
using for over a decade. The PowerPC had failed to 
keep up with the Intel chips, which were both faster 
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and had lower power consumption—something that 
was very important in the portable computer market, 
where Apple had a respectable market share. 

The transition created significant risks for Apple. 
Old applications and OS X had to be rewritten to run 
on Intel processors. By the spring of 2006 Apple had 
produced Intel-compatible versions of OS X and its 
own applications, but many other applications had 
not been rewritten for Intel chips. To make transition 
easier, Apple provided a free software program, 
known as Rosetta, that enabled users to run older ap- 
plications on Intel-based Macs. Moreover, Apple went 
a step further by issuing a utility program, known as 
Boot Camp, which enabled Mac owners to run Win- 
dows XP on their machines. Boot Camp will be in- 
cluded as a part of the next version of OS X, OS X 
Leopard, which is due out in 2007. 

Reviews of Apple’s Intel-based machines were 
generally favorable, with many reviewers noting the 
speed improvement over the older PowerPC Macs— 
although the speed improvement tended to evapo- 
rate if the Rosetta program had to be used to run an 
application.”° 

In the fall of 2006, Apple reported that its transi- 
tion to an Intel-based architecture was complete, 
some six months ahead of schedule. Although sales 
of Macs had been slow during late 2005 and early 
2006, this seems to have been due to consumers 
putting off purchases while waiting for the new 
machines. The company’s sales of the new Macs 
exhibited healthy growth in the second and third 
quarters of the year. Sales of portable MacBooks were 
particularly strong. 

The move to Intel architecture may have helped 
Apple to close the price differential that had long ex- 
isted between Windows-based PCs and Apple’s offer- 
ings. According to one analysis, by September 2006 
Apple’s products were selling at a discount to compa- 
rable product offerings from Dell and Hewlett- 
Packard.?! 


Moving into Retail 


In 2001 Apple made another important strategic 
shift—the company opened its first retail store. In an 
industry that had long relied on third-party retailers, 
or direct sales as in the case of Dell, this shift seemed 
risky. One concern was that Apple might encounter a 
backlash from Apple’s long-standing retail partners. 
Another was that Apple would never be able to gener- 
ate the sales volume required to justify expensive 
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retail space; the product line seemed too thin. How- 
ever, Apple clearly believed that it was hurt by a lack 
of retail presence. Many computer retailers didn’t 
carry Apple machines, and some of those that did 
often buried Mac displays deep in the store. 

From the start, Apple’s stores exhibited the same 
stylish design that characterized its products with 
clean lines, attractive displays, and a postindustrial 
feel (see Exhibit 6). Steve Jobs himself was intimately 
involved in the design process. Indeed, he is one of the 
named inventors on a patent Apple secured for the 
design of the signature glass staircase found in many 
stores, and he was apparently personally involved in 
the design of a glass cube atop a store on New York’s 
Fifth Avenue that opened in 2006. In an interview, 
Jobs noted that “we spent a lot of time designing the 
store, and it deserves to be built perfectly”? 

Customers and analysts were immediately im- 
pressed by the product fluency that the employees in 
Apple stores exhibited. They also liked the highlight 
of many stores, a “genius bar” where technical experts 
helped customers fix problems with their Apple prod- 
ucts. The wide-open interior space, however, did noth- 
ing to allay the fears of critics that Apple’s product 
portfolio was just too narrow to generate the traffic re- 
quired to support premium space. The critics couldn’t 
have been more wrong. Spurred on by booming sales 
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EXHIBIT 6 


An Apple Store 


of the iPod, Apple’s stores did exceptionally well. By 
2005, Apple had 137 stores in upscale locations that 
generated $2.3 billion in sales and $140 million in 
profits. Sales per square foot during 2005 were an al- 
most unprecedented $4,000, making Apple the envy 
of other retailers. 


The iPod Revolution 


In the late 1990s and early 2000s the music industry 
was grappling with the implications of two new 
technologies. The first was the development of inex- 
pensive portable MP3 players that could store and 
play digital music files such as Diamond Media’s 
Rio, which was introduced in 1997 and could hold 
two hours of music. The second was the rise of peer- 
to-peer computer networks such as Napster, Kazaa, 
Grokster, and Morpheus that enabled individuals to 
efficiently swap digital files over the Internet. By the 
early 2000s, millions of individuals were download- 
ing music files over the Internet without the permis- 
sion of the copyright holders, the music publishing 
companies. For the music industry, this develop- 
ment had been devastating. After years of steady 
growth, global sales of music peaked in 1999 at $38.5 
billion, falling to $32 billion in 2003. Despite the fall 
in sales, the International Federation of the Phono- 
graphic Industry (IFPI) claimed that demand for 
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music was higher than ever, but that the decline in 
sales reflected the fact that “the commercial value of 
music is being widely devalued by mass copying and 
piracy.”?4 

The music industry had tried to counter piracy 
over the Internet by taking legal action to shut down 
the peer-to-peer networks, such as Napster, and filing 
lawsuits against individuals who made large numbers 
of music files available over the Internet. Its success 
had been limited, in part because peer-to-peer net- 
works offered tremendous utility to consumers. They 
were fast and immediate, and enabled consumers to 
unbundle albums, downloading just the tracks they 
wanted while ignoring junk filler tracks. And of 
course, they were free. 

The music industry was desperate for a legal al- 
ternative to illegal downloading. Its own initiatives, 
introduced in 2002, had gained little traction. Music- 
Net, which offered songs from Warner Music, BMG, 
and EMI, had a single subscription plan—$9.85 a 
month for one hundred streams and one hundred 
downloads. After thirty days, downloads expired and 
couldn’t be played. Pressplay, which offered music 
from Sony, Universal, and EMI, had four subscrip- 
tion plans, from $9.95 to $24.95 a month, for up to 
one thousand streams and one hundred downloads. 
The higher subscription fee service from Pressplay let 
users burn up to twenty songs a month onto CDs 
that would not expire, but no more than two songs 
could be burned from any one artist.° 

Then along came the iPod and iTunes. These prod- 
ucts were born out of an oversight—in the late 1990s 
when consumers were starting to burn their favorite 
CDs, Macs did not have CD burners or software to 
manage users’ digital music collections. Realizing the 
mistake, CEO Steven Jobs ordered Apple’s software 
developers to create the iTunes program to help Mac 
users manage their growing digital music collections. 
The first iTunes program led to the concept of the 
iPod. If people were going to maintain the bulk of 
their music collection on a computer, they needed a 
portable MP3 player to take music with them—a 
Sony Walkman for the digital age. While there were 
such devices on the market already, they could hold 
only a few dozen songs each. 

To run the iPod, Apple licensed software from 
PortalPlayer. Apple also learned that Toshiba was 
building a tiny 1.8 inch hard drive that could hold 
over one thousand songs. Apple quickly cut a deal 
with Toshiba, giving it exclusive rights to the drive for 
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eighteen months. Meanwhile, Apple focused on de- 
signing the user interface, the exterior styling, and 
the synchronization software to make it work with 
the Mac. As with so many product offerings unveiled 
since Jobs returned to the helm, the design team led by 
Jonathan Ive played a pivotal role in giving birth to the 
iPod. Ive’s team worked in secrecy in San Francisco. 
The members, all paid extremely well by industry 
standards, worked together in a large open studio with 
little personal space. The team was able to figure out 
how to put a layer of clear plastic over the white and 
black core of an iPod, giving it tremendous depth of 
texture. The finish was superior to other MP3 play- 
ers, with no visible screws or obvious joints between 
parts. The serial number of the iPod was not on a 
sticker, as with most products; it was elegantly 
etched onto the back of the device. This attention to 
detail and design elegance, although not without 
cost implications, was to turn the iPod into a fashion 
accessory.”° 

The iPod was unveiled in October 2001 to mixed 
reviews. The price of $399 was significantly above 
that of competing devices, and since the iPod 
worked only with Apple computers, it seemed des- 
tined to be a niche product. However, initial sales 
were strong. It turned out that consumers were will- 
ing to pay a premium price for the iPod’s huge stor- 
age capacity. Moreover, Jobs made the call to develop 
a version of the iPod that would be compatible with 
Windows. After it was introduced in mid-2002, sales 
took off. 

By this time, Jobs was dealing with a bigger 
strategic issue—how to persuade the music compa- 
nies to make their music available for legal down- 
loads. It was here that Steve Jobs’s legendary selling 
ability came into play. With a prototype for an online 
iTunes store in hand, Jobs met with executives from 
the major labels. He persuaded them that it was in 
their best interest to support a legal music download 
business as an alternative to widespread illegal 
downloading of music over peer-to-peer networks, 
which despite its best efforts, the music industry had 
not been able to shut down. People would pay to 
download music over the Internet, he argued. Al- 
though all of the labels were setting up their own on- 
line businesses, Jobs felt that since they were limited 
to selling music owned by the parent companies, de- 
mand would be limited too. What was needed was a 
reputable independent online music retailer, and 
Apple fit the bill. If it was going to work, however, all 
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of the labels needed to get on board. Under Jobs’s 
scheme, iTunes files would be downloaded for 99 cents 
each. The only portable digital player that the files 
could be stored and played on was an iPod. Jobs’s ar- 
gument was that this closed world made it easier to 
protect copyrighted material from unauthorized 
distribution. 

Jobs also meet with twenty of the world’s top 
recording artists, including U2’s Bono, Sheryl Crow, 
and Mick Jagger. His pitch to them was this—digital 
distribution is going to happen, and the best way to 
protect your interests is to support a legal online 
music distribution business. Wooed by Jobs, these 
powerful stakeholders encouraged the music record- 
ing companies to take Apple’s proposal seriously.’ 

By early 2003 Jobs had all of the major labels on 
board. Launched in April 2003, within days it was 
clear that Apple had a major hit on its hands. A mil- 
lion songs were sold in the first week. In mid-2004, 
iTunes passed the 100 million download mark, and 
sales kept accelerating, hitting the 150 million down- 
load mark in October 2004. At that point, customers 
were downloading over 4 million songs per week, 
which represented a run rate of more than 200 mil- 
lion a year. While Steve Jobs admitted that Apple 
does not make much money from iTunes down- 
loads—probably only 10 cents a song—it does make 
good margins of sales of the iPod, and sales of the 
iPod ballooned in 2005 (see Exhibit 7). 

Helped by new models, which as always were ele- 
gantly designed, iPod sales continued to boom in the 
first half of Apple’s fiscal 2006 (the last three months 
of 2005 and the first three months of 2006). In this 
six-month period, Apple sold 22.5 million iPods and 
generated $4.26 billion in sales, surpassing computer 


EXHIBIT 7 
Sales of Apple’s Main Product Lines (millions) 


2004 2005 


Computers $4,491 $4,923 $6,275 
iPod $345 $1,306 $4,540 


iTunes $36 $278 $899 
Software $644 $821 $1,091 
Peripherals $691 $951 $1,126 


Source: Apple Computer 10K Reports, 2006. 


sales for the first time, which stood at $3.29 billion 
for the six-month period. iTunes kicked in another 
$976 million. 

As the installed base of iPods expanded, an 
ecosystem of companies selling iPod accessories 
started to emerge. The accessories include speakers, 
head phones, and add-on peripherals that allow iPod 
users to record their voices, charge their iPods on the 
go, play their tunes over the radio, or use their iPods 
wirelessly with a remote. There are also cases, neck 
straps, belt clips, and so on. By 2006 it was estimated 
that there were over one hundred companies in this 
system. Collectively they may have sold as much as 
$1 billion of merchandise during the last three 
months of 2005. Apple collects an unspecified royalty 
from companies whose products access the iPod’s 
ports and thus benefits indirectly from the preference 
of buyers for the iPod over competing products that 
lack the same accessories.”® 

Success such as this attracts competitors, and 
soon there were plenty. RealNetworks, Yahoo, and 
Napster all set up legal downloading services to com- 
pete with iTunes. Even Wal-Mart got into the act, of- 
fering music downloads for 89 cents a track. However, 
iTunes continued to outsell its rivals by a wide mar- 
gin. In mid-2006, iTunes was accounting for about 
80% of all legal music downloads.”? iTunes was also 
the fourth largest music retailer in the United States; 
the other three all had physical stores. 

The iPod also had plenty of competition. Many of 
the competing devices were priced aggressively and 
had as much storage capacity as the iPod. Few, how- 
ever, managed to gain share against the iPod, which 
by mid-2006 still accounted for 77% of annual sales 
in the U.S. market. The most successful rival to date 
has been SanDisk, which captured almost 10% of the 
market with its family of music players. 

One reason for the failure of competitors to gar- 
ner more market share has been hardware and soft- 
ware problems that arise when consumers try to 
download songs sold by one company onto a ma- 
chine made by another. In contrast, iTunes and iPod 
have always worked seamlessly together. 

In an effort to counter this, Microsoft announced 
the release of its own digital music player in 2006, 
Zune. Zune is designed to work with Microsoft’s 
own online music store. Similarly, RealNetworks has 
announced a deal with SanDisk to make a digital 
music device that’s specifically designed to work 


with RealNetworks’ online music store, Rhapsody.°*? 
Both products are expected to debut in late 2007. 

However, Apple was not standing still. New, even 
smaller versions of the iPod, such as the iPod Shuffle 
and iPod Nano, were keeping sales strong. The latest 
iPods, introduced in September 2006, had longer 
battery lives, bigger hard drives (enabling some mod- 
els to store up to 15,000 songs or 150 hours of video), 
and brighter displays. They were priced aggressively, 
while still maintaining the thin, elegant look that 
characterized the line. 

At the same time, Apple announced that the 
iTunes store would start to sell movie downloads. 
Initially, the movies were limited to offerings from 
Disney (where Steve Jobs had become the largest 
shareholder after Disney had acquired Pixar in 2005), 
but Apple expected to add other studios in the near 
future. Downloaded movies would have near DVD 
quality and could be played on TVs, computers, or 
iPods. In addition, Apple announced that it would be 
introducing a small “box,” which would connect to a 
TV, cable set top box, or stereo, that would pull digi- 
tal files (videos, music, and photos) wirelessly from 
any iTunes-enabled PC (Windows or Mac). 


The Personal Computer Industry 
in the 2000s 


While Apple dominated the music downloading and 
portable music player businesses with iTunes and 
iPod, it remained a niche player in the computer in- 
dustry. After years of growth, sales of PCs had fallen 
for the first time ever in 2001, but the growth path 
had soon been resumed. According to IDC, a market 
research firm, total PC shipments were expected to 
hit 287 million units in 2008, up from 179 million 
units in 2004 (see Exhibit 8). The U.S. market would 
remain the world’s largest, with 82 million units 
being sold in 2008, up from 58 million in 2004, rep- 
resenting a growth rate in the high single digits. Sales 
to consumers accounted for about 88.5 million of the 
230 million PCs sold in 2006.3! 

The industry is characterized by a handful of play- 
ers who collectively account for about half the mar- 
ket, and a long tail of small enterprises that produce 
unbranded or locally branded “white box” computers, 
often selling their machines at a significant discount 
to globally branded products (see Exhibit 5). 

Among the larger players, consolidation has been 
a theme for several years. In 2002, Hewlett-Packard 
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acquired Compaq Computer; Gateway and eMachines 
merged in 2004; and in 2005, the Chinese firm Lenovo 
acquired the PC business of IBM. The large PC firms 
compete aggressively by offering ever more powerful 
machines, producing them as efficiently as possible 
and lowering prices to sell more volume. The average 
selling price of a PC has fallen from around $1,700 in 
1999 to under $1,000 in 2006, and projections are 
that it may continued to fall, fueled in part by ag- 
gressive competition between Dell Computer and 
Hewlett-Packard.°? 

All of these players focus on the design, assembly, 
and sales of PCs, while purchasing the vast majority 
of component parts from independent companies. In 
recent years, the top PC companies have reduced their 
R&D spending as a percentage of sales, as the industry 
has transitioned toward a commodity business. 

The existence of the long tail of white box makers 
is made possible by the open architecture of the domi- 
nant PC standard, based on Intel-compatible micro- 
processors and a Microsoft operating system, and the 
low-tech nature of the assembly process. The compo- 
nents for these boxes, which are themselves commodi- 
ties, can be purchased cheaply off the shelf. White box 
makers have strong positions in many developing na- 
tions. In Mexico, for example, domestic brands ac- 
counted for 60% of all sales in 2005, up from 44% in 
2000. In Latin America as a whole, 70% of personal 
computers are produced locally. White box makers 
have much weaker positions in the United States, west- 
ern Europe, and Japan, where consumers display a 
stronger preference for branded products that incor- 
porate leading-edge technology. In contrast, in the de- 
veloping world, consumers are willing to accept older 
components if it saves a few hundred dollars.*° 

During the 1990s and early 2000s, Dell grew rap- 
idly to capture the market lead. Dell’s success was 
based on the inventory management efficiencies as- 
sociated with its direct selling model (Dell could 
build machines to order, which reduced its need to 
hold inventory). Dell was also helped by the prob- 
lems Hewlett-Packard faced when it merged with 
Compaq Computer. By 2005, however, a resurgent 
Hewlett-Packard had lowered its costs, could price 
more aggressively, and was starting to gain ground 
against Dell. Apple Computer continued to be the 
odd man out in this industry and was the only major 
manufacturer that did not adhere to the Windows ar- 
chitecture. 
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Strategic Issues 


As 2006 drew to a close, Apple was in an enviable 
position. The iPod business was continuing to ex- 
hibit rapid growth, and sales of Apple computers, 
particularly portables, were strong. Still, there were 
questions surrounding the company. Apple had al- 
ways been good at innovating, but never good at 
profiting from innovation. Would it be different this 
time? Forecasts called for 2006 and 2007 to be strong 
years for Apple, with record sales and profits, but 
much of this was due to the iPod boom, and there 
were questions about how sustainable that might 
be. In the PC business, Apple was still a niche player, 
albeit one with renewed growth prospects. The 
company had very limited presence in the large 
business market. Could this be changed? Would 
Apple be able to capitalize on the strong iPod busi- 
ness to expand its share of computer sales? And what 
were the implications for Apple’s long-term compet- 
itive position? 
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The Home Videogame 
Industry: Pong to Xbox 360 


This case was prepared by Charles W. L. Hill, the University of Washington. 


An Industry is Born 


ik 1968, Nolan Bushnell, the twenty-four-year-old 
son of a Utah cement contractor, graduated from 
the University of Utah with a degree in engineering.! 
Bushnell then moved to California, where he worked 
briefly in the computer graphics division of Ampex. 
At home, Bushnell turned his daughter’s bedroom 
into a laboratory. There, he created a simpler version 
of Space War, a computer game that had been in- 
vented in 1962 by an MIT graduate student, Steve 
Russell. Bushnell’s version of Russell’s game, which he 
called Computer Space, was made of integrated cir- 
cuits connected to a nineteen-inch black-and-white 
television screen. Unlike a computer, Bushnell’s inven- 
tion could do nothing but play the game, which meant 
that, unlike a computer, it could be produced cheaply. 
Bushnell envisioned videogames like his standing 
next to pinball machines in arcades. With hopes of 
having his invention put into production, Bushnell 
left Ampex to work for a small pinball company that 
manufactured 1,500 copies of his videogame. The 
game never sold, primarily because the player had to 
read a full page of directions before he or she could 
play the game—way too complex for an arcade game. 
Bushnell left the pinball company and with a friend, 
Ted Dabney, put up $500 to start a company that 
would develop a simpler videogame. They wanted to 
call the company Syzygy, but the name was already 
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taken, so they settled on Atari, a Japanese word that 
was the equivalent of “check in the go.” 

In his home laboratory, Bushnell built the simplest 
game he could think of. People knew the rules immedi- 
ately, and it could be played with one hand. The game 
was modeled on table tennis, and players batted a ball 
back and forth with paddles that could be moved up 
and down sides of a court by twisting knobs. He named 
the game “Pong” after the sonar-like sound that was 
emitted every time the ball connected with a paddle. 

In the fall of 1972, Bushnell installed his proto- 
type for Pong in Andy Capp’s tavern in Sunnyvale, 
California. The only instructions were “avoid missing 
the ball for a high score.” In the first week, 1,200 quar- 
ters were deposited in the casserole dish that served 
for a coin box in Bushnell’s prototype. Bushnell was 
ecstatic; his simple game had brought in $300 in a 
week. The pinball machine that stood next to it aver- 
aged $35 a week. 

Lacking the capital to mass-produce the game, 
Bushnell approached established amusement game 
companies, only to be repeatedly shown the door. 
Down but hardly out, Bushnell cut his hair, put on a 
suit, and talked his way into a $50,000 line of credit 
from a local bank. He set up a production line in an 
abandoned roller skating rink and hired people to as- 
semble machines while Led Zeppelin and the Rolling 
Stones were played at full volume over the speaker 
system of the rink. Among his first batch of employ- 
ees was a skinny seventeen-year-old named Steve 
Jobs, who would later found a few companies of his 
own, including Apple Computer, NeXT, and Pixar. 
Like others, Jobs had been attracted by a classified ad 
that read “Have Fun and Make Money.” 

In no time at all, Bushnell was selling all the ma- 
chines that his small staff could make—about ten per 
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day—but to grow, he needed additional capital. While 
the ambience at the rink, with its mix of rock music 
and marijuana fumes, put off most potential in- 
vestors, Don Valentine, one of the country’s most as- 
tute and credible venture capitalists, was impressed 
with the growth story. Armed with Valentine’s money, 
Atari began to increase production and expand their 
range of games. New games included Tank and Break- 
out; the latter was designed by Jobs and a friend of 
his, Steve Wozniak, who had left Hewlett-Packard to 
work at Atari. 

By 1974, 100,000 Pong-like games were sold 
worldwide. Although Atari manufactured only 10% 
of the games, the company still made $3.2 million 
that year. With the Pong clones coming on strong, 
Bushnell decided to make a Pong system for the 
home. In fact, Magnavox had been marketing a simi- 
lar game for the home since 1972, although sales had 
been modest.” Bushnell’s team managed to compress 
Atari’s coin-operated Pong game down to a few inex- 
pensive circuits that were contained in the game con- 
sole. Atari’s Pong had a sharper picture and more 
sensitive controllers than Magnavox’s machine. It 
also cost less. Bushnell then went on a road show, 
demonstrating Pong to toy buyers, but he received an 
indifferent response and no sales. A dejected Bush- 
nell returned to Atari with no idea of what to do 
next. Then the buyer for the sporting goods depart- 
ment at Sears came to see Bushnell, reviewed the ma- 
chine, and offered to buy every home Pong game 
Atari could make. With Sears’s backing, Bushnell 
boosted production. Sears ran a major television ad 
campaign to sell home Pong, and Atari’s sales soared, 
hitting $450 million in 1975. The home videogame 
had arrived. 


Boom and Bust 


Nothing attracts competitors like success, and by 1976 
about twenty different companies were crowding into 
the home videogame market, including National Semi- 
conductor, RCA, Coleco, and Fairchild. Recognizing 
the limitations of existing home videogame designs, 
Fairchild came out in 1976 with a home videogame 
system capable of playing multiple games. The 
Fairchild system consisted of three components—a 
console, controllers, and cartridges. The console was 
a small computer optimized for graphics processing 
capabilities. It was designed to receive information 


from the controllers, process it, and send signals to a 
television monitor. The controllers were hand-held 
devices used to direct on-screen action. The car- 
tridges contained chips encoding the instructions for 
a game. The cartridges were designed to be inserted 
into the console. 

In 1976, Bushnell sold Atari to Warner Commu- 
nications for $28 million. Bushnell stayed on to run 
Atari. Backed by Warner’s capital, in 1977 Atari de- 
veloped and brought out its own cartridge-based sys- 
tem, the Atari 2600. The 2600 system was sold for 
$200, and associated cartridges retailed for $25—-$30. 
Sales surged during the 1977 Christmas season. 
However, a lack of manufacturing capacity on the 
part of market leader Atari and a very cautious ap- 
proach to inventory by Fairchild led to shortages and 
kept sales significantly below what they could have 
been. Fairchild’s cautious approach was the result of 
prior experience in consumer electronics. A year ear- 
lier it had increased demand for its digital watches, 
only to accumulate a buildup of excess inventory that 
had caused the company to take a $24.5 million 
write-off. 

After the 1977 Christmas season, Atari claimed to 
have sold about 400,000 units of the 2600 VCA, 
about 50% of all cartridge-based systems in American 
homes. Atari had also earned more than $100 million 
in sales of game cartridges. By this point, second- 
place Fairchild sold around 250,000 units of its system. 
Cartridge sales for the year totaled about 1.2 million 
units, with an average selling price of around $20. 
Fresh from this success and fortified by market fore- 
casts predicting sales of 33 million cartridges and an in- 
stalled base of 16 million machines by 1980, Bushnell 
committed Atari to manufacturing 1 million units of 
the 2600 for the 1978 Christmas season. Atari esti- 
mated that total demand would reach 2 million units. 
Bushnell was also encouraged by signals from Fairchild 
that it would again be limiting production to around 
200,000 units. At this point, Atari had a library of nine 
games. Fairchild had seventeen.* 

Atari was not the only company to be excited by 
the growth forecasts. In 1978, a host of other compa- 
nies, including Coleco, National Semiconductor, 
Magnavox, General Instrument, and a dozen other 
companies, entered the market with incompatible 
cartridge-based home systems. The multitude of 
choices did not seem to entice consumers, however, 
and the 1978 Christmas season brought unexpectedly 


C72 SECTION A _ Business Level Cases: Domestic and Global 


low sales. Only Atari and Coleco survived an indus- 
try shakeout. Atari lost Bushnell, who was ousted by 
Warner executives. (Bushnell went on to start Chuck 
E. Cheese Pizza Time Theater, a restaurant chain 
that had 278 outlets by 1981.) Bushnell later stated 
that part of the problem was a disagreement over 
strategy. Bushnell wanted Atari to price the 2600 at 
cost and make money on sales of software; Warner 
wanted to continue making profits on hardware 
sales.° 

Several important developments occurred in 
1979. First, several game producers and programmers 
defected from Atari to set up their own firm, Activi- 
sion, and to make games compatible with the Atari 
2600. Their success encouraged others to follow suit. 
Second, Coleco developed an expansion module that 
allowed its machine to play Atari games. Atari and 
Mattel (which entered the market in 1979) did likewise. 
Third, the year 1979 saw the introduction of three new 
games to the home market—Space Invaders, Asteroids, 
and Pac Man. All three were adapted from popular 
arcade games and all three helped drive demand for 
players. 

Demand recovered strongly in late 1979 and kept 
growing for the next three years. In 1981, U.S. sales of 
home videogames and cartridges hit $1 billion. In 
1982, they surged to $3 billion, with Atari accounting 
for half of this amount. It seemed as if Atari could do 
no wrong; the 2600 was everywhere. About 20 million 
units were sold, and by late 1982, a large number of 
independent companies, including Activision, Imagic, 
and Epyx, were now producing hundreds of games 
for the 2600. Second-place Coleco was also doing 
well, partly because of a popular arcade game, Don- 
key Kong, which it had licensed from a Japanese 
company called Nintendo. 

Atari was also in contact with Nintendo. In 
1982, the company very nearly licensed the rights to 
Nintendo’s Famicom, a cartridge-based videogame 
system machine that was a big hit in Japan. Atari’s 
successor to the 2600, the 5200, was not selling well 
and the Famicom seemed like a good substitute. The 
negotiations broke down, however, when Atari dis- 
covered that Nintendo had extended its Donkey 
Kong license to Coleco. This allowed Coleco to port a 
version of the game to its home computer, which was 
a direct competitor to Atari’s 800 home computer.° 

After a strong 1982 season, the industry hoped 
for continued growth in 1983. Then the bottom 
dropped out of the market. Sales of home videogames 


plunged to $100 million. Atari lost $500 million in the 
first nine months of the year, causing the stock of par- 
ent company Warner Communications to drop by 
half. Part of the blame for the collapse was laid at the 
feet of an enormous inventory overhang of unsold 
games. About 15 to 20 million surplus game car- 
tridges were left over from the 1982 Christmas sea- 
son (in 1981, there were none). On top of this, 
around 500 new games hit the market in 1993. The 
average price of a cartridge plunged from $30 in 1979 
to $16 in 1982, and then to $4 in 1983. As sales 
slowed, retailers cut back on the shelf space allocated 
to videogames. It proved difficult for new games to 
make a splash in a crowded market. Atari had to dis- 
pose of 6 million ET: The Extraterrestrial games. 
Meanwhile, big hits from previous years, such as Pac 
Man, were bundled with game players and given 
away free to try to encourage system sales.’ 

Surveying the rubble, commentators claimed that 
the videogame industry was dead. The era of dedi- 
cated game machines was over, they claimed. Per- 
sonal computers were taking their place.® It seemed 
to be true. Mattel sold off its game business, Fairchild 
moved on to other things, Coleco folded, and Warner 
decided to break up Atari and sell its constituent 
pieces—at least, those pieces for which it could find a 
buyer. No one in America seemed to want to have 
anything to do with the home videogame business; 
no one, that is, except for Minoru Arakawa, the head 
of Nintendo’s U.S. subsidiary, Nintendo of America 
(NOA). Picking through the rubble of the industry, 
Arakawa noticed that there were people who still 
packed video arcades, bringing in $7 billion a year, 
more money than the entire movie industry. Perhaps 
it was not a lack of interest in home videogames that 
had killed the industry. Perhaps it was bad business 
practice. 


The Nintendo Monopoly 


Nintendo was a century-old Japanese company that 
had built up a profitable business making playing 
cards before diversifying into the videogame busi- 
ness. Based in Kyoto and still run by the founding 
Yamauchi family, the company started to diversify 
into the videogame business in the late 1970s. The 
first step was to license videogame technology from 
Magnavox. In 1977, Nintendo introduced a home 
videogame system in Japan based on this technology 
that played a variation of Pong. In 1978, the company 


CASE 5 


began to sell coin-operated videogames. It had its 
first hit with Donkey Kong, designed by Sigeru 
Miyamoto. 


The Famicom 


In the early 1980s, the company’s boss, Hiroshi 
Yamauchi, decided that Nintendo had to develop its 
own videogame machine. He pushed the company’s 
engineers to develop a machine that combined supe- 
rior graphics processing capabilities and low cost. 
Yamauchi wanted a machine that could sell for $75, 
less than half the price of competing machines at the 
time. He dubbed the machine the Family Computer, 
or Famicom. The machine that his engineers de- 
signed was based on the controller, console, and 
plug-in cartridge format pioneered by Fairchild. It 
contained two custom chips—an 8-bit central pro- 
cessing unit and a graphics processing unit. Both 
chips had been scaled down to perform only essential 
functions. A 16-bit processor was available at the 
time, but to keep costs down, Yamauchi refused to 
use it. 

Nintendo approached Ricoh, the electronics giant, 
which had spare semiconductor capacity. Employees 
at Ricoh said that the chips had to cost no more that 
2,000 yen. Ricoh thought that the 2,000-yen price 
point was absurd. Yamauchi’s response was to guaran- 
tee Ricoh a 3-million-chip order within two years. 
Since the leading companies in Japan were selling, at 
most, 30,000 videogames per year at the time, many 
within the company viewed this as an outrageous 
commitment, but Ricoh went for it.’ 

Another feature of the machine was its memory— 
2,000 bytes of random access memory (RAM), com- 
pared to the 256 bytes of RAM in the Atari machine. 
The result was a machine with superior graphics 
processing capabilities and faster action that could 
handle far more complex games than Atari games. 
Nintendo’s engineers also built a new set of chips 
into the game cartridges. In addition to chips that 
held the game program, Nintendo developed mem- 
ory map controller (MMC) chips that took over 
some of the graphics processing work from the chips 
in the console and enabled the system to handle 
more complex games. With the addition of the MMC 
chips, the potential for more sophisticated and more 
complex games had arrived. Over time, Nintendo’s 
engineers developed more powerful MMC chips, 
enabling the basic 8-bit system to do things that 
originally seemed out of reach. The engineers also 
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figured out a way to include a battery backup system 
in cartridges that allowed some games to store infor- 
mation independently—to keep track of where a 
player had left off or to track high scores. 


The Games 


Yamauchi recognized that great hardware that would 
not sell itself. The key to the market, he reasoned, was 
great games. Yamauchi had instructed the engineers, 
when they were developing the hardware, to make 
sure that “it was appreciated by software engineers.” 
Nintendo decided that it would become a haven for 
game designers. “An ordinary man,’ Yamauchi said, 
“cannot develop good games no matter how hard he 
tries. A handful of people in this world can develop 
games that everyone wants. Those are the people we 
want at Nintendo.”!? 

Yamauchi had an advantage in the person of 
Sigeru Miyamoto. Miyamoto had joined Nintendo 
at the age of twenty-four. Yamauchi had _ hired 
Miyamoto, a graduate of Kanazawa Munici College 
of Industrial Arts, as a favor to his father and an old 
friend, although he had little idea what he would do 
with an artist. For three years, Miyamoto worked as 
Nintendo’s staff artist. Then in 1980, Yamauchi called 
Miyamoto into his office. Nintendo had started sell- 
ing coin-operated videogames, but one of the new 
games, Radarscope, was a disaster. Could Miyamoto 
come up with a new game? Miyamoto was delighted. 
He had always spent a lot of time drawing cartoons, 
and as a student, he had played videogames con- 
stantly. Miyamoto believed that videogames could be 
used to bring cartoons to life.!! 

The game Miyamoto developed was nothing 
short of a revelation. At a time when most coin-oper- 
ated videogames lacked characters or depth, 
Miyamoto created a game around a story that had 
both. Most games involved battles with space in- 
vaders or heroes shooting lasers at aliens; Miyamoto’s 
game did neither. Based loosely on Beauty and the 
Beast and King Kong, Miyamoto’s game involved a 
pet ape who runs off with his master’s beautiful girl- 
friend. His master is an ordinary carpenter called 
Mario, who has a bulbous nose, a bushy mustache, a 
pair of large pathetic eyes, and a red cap (which 
Miyamoto added because he was not good at hair- 
styles). He does not carry a laser gun. The ape runs 
off with the girlfriend to get back at his master, who 
was not especially nice to the beast. The man, of 
course, has to get his girlfriend back by running up 
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ramps, climbing ladders, jumping off elevators, and 
the like, while the ape throws objects at the hapless 
carpenter. Since the main character is an ape, 
Miyamoto called him Kong; because the main char- 
acter is as stubborn as a donkey, he called the game 
Donkey Kong. 

Released in 1981, Donkey Kong was a sensation 
in the world of coin-operated video arcades and a 
smash hit for Nintendo. In 1984, Yamauchi again 
summoned Miyamoto to his office. He needed more 
games, this time for Famicom. Miyamoto was made 
the head of a new research and development (R&D) 
group and told to come up with the most imagina- 
tive videogames ever. 

Miyamoto began with Mario from Donkey Kong. 
A colleague had told him that Mario looked more like 
a plumber than a carpenter, so a plumber he became. 
Miyamoto gave Mario a brother, Luigi, who was as tall 
and thin as Mario was short and fat. They became the 
Super Mario Brothers. Since plumbers spend their 
time working on pipes, large green sewer pipes be- 
came obstacles and doorways into secret worlds. 
Mario and Luigi’s task was to search for the captive 
Princess Toadstool. Mario and Luigi are endearing 
bumblers, unequal to their tasks yet surviving. They 
shoot, squash, or evade their enemies—a potpourri of 
inventions that include flying turtles and stinging fish, 
man-eating flowers and fire-breathing dragons— 
while they collect gold coins, blow air bubbles, and 
climb vines into smiling clouds. !* 

Super Mario Brothers was introduced in 1985. For 
Miyamoto, this was just the beginning. Between 1985 
and 1991, Miyamoto produced eight Mario games. 
About 60 to 70 million were sold worldwide, making 
Miyamoto the most successful game designer in the 
world. After adapting Donkey Kong for Famicom, he 
also went on to create other top-selling games, in- 
cluding another classic, The Legend of Zelda. While 
Miyamoto drew freely from folklore, literature, and 
pop culture, the main source for his ideas was his 
own experience. The memory of being lost among a 
maze of sliding doors in his family’s home was recre- 
ated in the labyrinths of the Zelda games. The dog 
that attacked him when he was a child attacks Mario 
in Super Mario. As a child, Miyamoto had once 
climbed a tree to catch a view of far-off mountains 
and had become stuck. Mario gets himself in a simi- 
lar fix. Once Miyamoto went hiking without a map 
and was surprised to stumble across a lake. In the 
Legend of Zelda, part of the adventure is in walking 


into new places without a map and being confronted 
by surprises. 


Nintendo in Japan 

Nintendo introduced Famicom into the Japanese 
market in May 1983. Famicom was priced at $100, 
more than Yamauchi wanted, but significantly less 
than the products of competitors. When he intro- 
duced the machine, Yamauchi urged retailers to forgo 
profits on the hardware because it was just a tool to 
sell software, and that is where they would make their 
money. Backed by an extensive advertising campaign, 
500,000 units of Famicom were sold in the first two 
months. Within a year, the figure stood at 1 million, 
and sales were still expanding rapidly. With the hard- 
ware quickly finding its way into Japanese homes, 
Nintendo was besieged with calls from desperate re- 
tailers frantically demanding more games. 

At this point Yamauchi told Miyamoto to come 
up with the most imaginative games ever. However, 
Yamauchi also realized that Nintendo alone could not 
satisfy the growing thirst for new games, so he initi- 
ated a licensing program. To become a Nintendo li- 
censee, companies had to agree to an unprecedented 
series of restrictions. Licensees could issue only five 
Nintendo games per year, and they could not write 
those titles for other platforms. The licensing fee was 
set at 20% of the wholesale price of each cartridge 
sold (game cartridges wholesaled for around $30). It 
typically cost $500,000 to develop a game and took 
around six months. Nintendo insisted that games not 
contain any excessively violent or sexually suggestive 
material and that they review every game before al- 
lowing it to be produced.!° 

Despite these restrictions, six companies (Bandai, 
Capcom, Konami, Namco, Taito, and Hudson) agreed 
to become Nintendo licensees, not least because 
millions of customers were now clamoring for games. 
Bandai was Japan’s largest toy company. The others 
already made either coin-operated videogames or 
computer software games. Because of these licensing 
agreements, they saw their sales and earnings surge. 
For example, Konami’s earnings went from $10 million 
in 1987 to $300 million in 1991. 

After the six licensees began selling games, re- 
ports of defective games began to reach Yamauchi. 
The original six licensees were allowed to manufac- 
ture their own game cartridges. Realizing that he had 
given away the ability to control the quality of the 
cartridges, Yamauchi decided to change the contract 
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for future licensees. Future licensees were required 
to submit all manufacturing orders for cartridges 
to Nintendo. Nintendo charged licensees $14 per 
cartridge, required that they place a minimum order 
for 10,000 units, (later the minimum order was 
raised to 30,000), and insisted on cash payment in 
full when the order was placed. Nintendo outsourced 
all manufacturing to other companies, using the 
volume of its orders to get rock bottom prices. The 
cartridges were estimated to cost Nintendo between 
$6 and $8 each. The licensees then picked up the 
cartridges from Nintendo’s loading dock and were 
responsible for distribution. In 1985, there were seven- 
teen licensees. By 1987, there were fifty. By this point, 
90% of the home videogame systems sold in Japan 
were Nintendo systems. 


Nintendo in America 


In 1980, Nintendo established a subsidiary in America 
to sell its coin-operated videogames. Yamauchi’s 
American-educated son-in-law, Minoru Arakawa, 
headed the subsidiary. All of the other essential em- 
ployees were Americans, including Ron Judy and Al 
Stone. For its first two years, Nintendo of America 
(NOA), based originally in Seattle, struggled to sell 
second-rate games such as Radarscope. The subsidiary 
seemed on the brink of closing. NOA could not even 
make the rent payment on the warehouse. Then they 
received a large shipment from Japan: 2,000 units of a 
new coin-operated videogame. Opening the box, they 
discovered Donkey Kong. After playing the game 
briefly, Judy proclaimed it a disaster. Stone walked out 
of the building, declaring that “it’s over”!4 The man- 
agers were appalled. They could not imagine a game 
less likely to sell in video arcades. The only promising 
sign was that a twenty-year employee, Howard Philips, 
rapidly became enthralled with the machine. 

Arakawa, however, knew he had little choice but to 
try to sell the machine. Judy persuaded the owner of 
the Spot Tavern near Nintendo’s office to take one of 
the machines on a trial basis. After one night, Judy dis- 
covered $30 in the coin box, a phenomenal amount. 
The next night there was $35, and $36 the night after 
that. NOA had a hit on its hands. 

By the end of 1982, NOA had sold over 60,000 
copies of Donkey Kong and had booked sales in ex- 
cess of $100 million. The subsidiary had outgrown 
its Seattle location. They moved to a new site in 
Redmond, a Seattle suburb, where they located next 
to a small but fast-growing software company run by 


an old school acquaintance of Howard Philips, Bill 
Gates. 

By 1984, NOA was riding a wave of success in the 
coin-operated videogame market. Arakawa, however, 
was interested in the possibilities of selling Nintendo’s 
new Famicom system in the United States. Throughout 
1984, Arakawa, Judy, and Stone met with numerous toy 
and department store representatives to discuss the 
possibilities, only to be repeatedly rebuffed. Still smart- 
ing from the 1983 debacle, the representatives wanted 
nothing to do with the home videogame business. 
They also met with former managers from Atari and 
Caloco to gain their insights. The most common re- 
sponse they received was that the market collapsed be- 
cause the last generation of games was awful. 

Arakawa and his team decided that if they were 
going to sell Famicom in the United States, they would 
have to find a new distribution channel. The obvious 
choice was consumer electronics stores. Thus, Arakawa 
asked the R&D team in Kyoto to redesign Famicom 
for the U.S. market so that it looked less like a toy 
(Famicom was encased in red and white plastic) and 
more like a consumer electronics device. The re- 
designed machine was renamed the Nintendo Enter- 
tainment System (NES). 

Arakawa’s big fear was that illegal, low-quality Tai- 
wanese games would flood the U.S. market if NES was 
successful. To stop counterfeit games being played on 
NES, Arakawa asked Nintendo’s Japanese engineers to 
design a security system into the U.S. version of Fam- 
icom so that only Nintendo-approved games could be 
played on NES. The Japanese engineers responded by 
designing a security chip to be embedded in the game 
cartridges. NES would not work unless the security 
chips in the cartridges unlocked, or “shook hands 
with,” a chip in NES. Since the code embedded in the 
security chip was proprietary, the implication of this 
system was that no one could manufacture games for 
NES without Nintendo’s specific approval. 

To overcome the skepticism and reluctance of re- 
tailers to stock a home videogame system, Arakawa 
decided in late 1985 to make an extraordinary com- 
mitment. Nintendo would stock stores and set up 
displays and windows. Retailers would not have to 
pay for anything they stocked for ninety days. After 
that, retailers could pay Nintendo for what they sold 
and return the rest. NES was bundled with Nintendo’s 
best-selling game in Japan, Super Mario Brothers. It 
was essentially a risk-free proposition for retailers, but 
even with this, most were skeptical. Ultimately, thirty 
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Nintendo personnel descended on the New York 
area. Referred to as the Nintendo SWAT team, they 
persuaded some stores to stock NES after an extraor- 
dinary blitz that involved eighteen-hour days. To 
support the New York product launch, Nintendo also 
committed itself to a $5 million advertising cam- 
paign aimed at the seven- to fourteen-year-old boys 
who seemed to be Nintendo’s likely core audience. 

By December 1985, between 500 and 600 stores 
in the New York area were stocking Nintendo sys- 
tems. Sales were moderate, about half of the 100,000 
NES machines shipped from Japan were sold, but it 
was enough to justify going forward. The SWAT team 
then moved first to Los Angeles, then to Chicago, 
then to Dallas. As in New York, sales started at a 
moderate pace, but by late 1986 they started to accel- 
erate rapidly, and Nintendo went national with NES. 

In 1986, around 1 million NES units were sold 
in the United States. In 1987, the figure increased to 
3 million. In 1988, it jumped to over 7 million. In 
the same year, 33 million game cartridges were sold. 
Nintendo mania had arrived in the United States. To 
expand the supply of games, Nintendo licensed the 
rights to produce up to five games per year to thirty- 
one American software companies. Nintendo contin- 
ued to use a restrictive licensing agreement that gave 
it exclusive rights to any games, required licensees to 
place their orders through Nintendo, and insisted on 
a 30,000-unit minimum order.!> 

By 1990, the home videogame market was worth 
$5 billion worldwide. Nintendo dominated the indus- 
try, with a 90% share of the market for game equip- 
ment. The parent company was, by some measures, 
now the most profitable company in Japan. By 1992, 
it was netting over $1 billion in gross profit annually, 
or more than $1.5 million for each employee in Japan. 
The company’s stock market value exceeded that of 
Sony, Japan’s premier consumer electronics firm. 
Indeed, the company’s net profit exceeded that of all 
the American movie studios combined. Nintendo 
games, it seemed, were bigger than the movies. 

As of 1991, there were over 100 licensees for 
Nintendo, and over 450 titles were available for NES. 
In the United States, Nintendo products were dis- 
tributed through toy stores (30% of volume), mass 
merchandisers (40% of volume), and department 
stores (10% of volume). Nintendo tightly controlled 
the number of game titles and games that could be 
sold, quickly withdrawing titles as soon as interest 
appeared to decline. In 1988, retailers requested 


110 million cartridges from Nintendo. Market sur- 
veys suggested that perhaps 45 million could have 
been sold, but Nintendo allowed only 33 million to 
be shipped.!° Nintendo claimed that the shortage of 
games was in part due to a worldwide shortage of 
semiconductor chips. 

Several companies had tried to reverse-engineer 
the code embedded in Nintendo’s security chip, 
which competitors characterized as a lockout chip. 
Nintendo successfully sued them. The most notable 
was Atari Games, one of the successors of the original 
Atari, which in 1987 sued NOA for anticompetitive 
behavior. Atari claimed that the purpose of the secu- 
rity chip was to monopolize the market. At the same 
time, Atari announced that it had found a way 
around Nintendo’s security chip and would begin to 
sell unlicensed games.!7 NOA responded with a 
countersuit. In a March 1991 ruling, Atari was found 
to have obtained Nintendo’s security code illegally 
and was ordered to stop selling NES-compatible 
games. However, Nintendo did not always have it all its 
own way. In 1990, under pressure from Congress, the 
Department of Justice, and several lawsuits, Nintendo 
rescinded its exclusivity requirements, freeing up de- 
velopers to write games for other platforms. How- 
ever, developers faced a real problem: what platform 
could they write for? 


Sega’s Sonic Boom 


Back in 1954, David Rosen, a twenty-year-old Ameri- 
can, left the U.S. Air Force after a tour of duty in 
Tokyo.!® Rosen had noticed that Japanese people 
needed lots of photographs for ID cards, but that 
local photo studios were slow and expensive. He 
formed a company, Rosen Enterprises, and went into 
the photo-booth business, which was a big success. 
By 1957, Rosen had established a successful nation- 
wide chain. At this point, the Japanese economy was 
booming, so Rosen decided it was time to get into 
another business—entertainment. As his vehicle, he 
chose arcade games, which were unknown in Japan 
at the time. He picked up used games on the cheap 
from America and set up arcades in the same Japan- 
ese department stores and theaters that typically 
housed his photo booths. Within a few years, Rosen 
had two hundred arcades nationwide. His only com- 
petition came from another American-owned firm, 
Service Games (SeGa), whose original business was 
jukeboxes and fruit machines. 
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By the early 1960s, the Japanese arcade market 
had caught up with the U.S. market. The problem 
was that game makers had run out of exciting new 
games to offer. Rosen decided that he would have to 
get into the business of designing and manufacturing 
games, but to do that he needed manufacturing facil- 
ities. SeGa manufactured its own games, so in 1965 
Rosen approached the company and suggested a 
merger. The result was Sega Enterprise, a Japanese 
company with Rosen as its CEO. 

Rosen himself designed Sega’s first game, Periscope, 
in which the objective was to sink chain-mounted 
cardboard ships by firing torpedoes, represented by 
lines of colored lights. Periscope was a big success not 
only in Japan, but also in the United States and Europe, 
and it allowed Sega to build up a respectable export 
business. Over the years, the company continued to 
invest heavily in game development, always using the 
latest electronic technology. 

Gulf and Western (G&W), a U.S. conglomerate, 
acquired Sega in 1969, with Rosen running the sub- 
sidiary. In 1975, G&W took Sega public in the United 
States, but left Sega Japan as a G&W subsidiary. 
Hayao Nakayama, a former Sega distributor, was 
drafted as president. In the early 1980s, Nakayama 
pushed G&W to invest more in Sega Japan so that 
the company could enter the then-booming home 
videogame market. When G&W refused, Nakayama 
suggested a management buyout. G&W agreed, and 
in 1984, for the price of just $38 million, Sega became 
a Japanese company once more. (Sega’s Japanese 
revenues were around $700 million, but by now the 
company was barely profitable.) 

Sega was caught off guard by the huge success of 
Nintendo’s Famicom. Although it released its own 
8-bit system in 1986, the machine never commanded 
more than 5% of the Japanese market. Nakayama, 
however, was not about to give up. From years in the 
arcade business, he understood that great games 
drove sales. Nevertheless, he also understood that 
more powerful technology gave game developers the 
tools to develop more appealing games. This philoso- 
phy underlay Nakayama’s decision to develop a 16-bit 
game system, Genesis. 

Sega took the design of its 16-bit arcade machine 
and adapted it for Genesis. Compared to Nintendo’s 
8-bit machine, the 16-bit machine featured an array 
of superior technological features, including high- 
definition graphics and animation, a full spectrum of 
colors, two independent scrolling backgrounds that 


created an impressive depth of field, and near CD 
quality sound. The design strategy also made it easy 
to port Sega’s catalog of arcade hits to Genesis. 

Genesis was launched in Japan in 1989 and in the 
United States in 1990. In the United States, the ma- 
chine was priced at $199. The company hoped that 
sales would be boosted by the popularity of its ar- 
cade games, such as the graphically violent Altered 
Beast. Sega also licensed other companies to develop 
games for the Genesis platform. In an effort to re- 
cruit licensees, Sega asked for lower royalty rates than 
Nintendo, and it gave licensees the right to manufac- 
ture their own cartridges. Independent game devel- 
opers were slow to climb on board, however, and the 
$200 price tag for the player held back sales. 

One of the first independent game developers to 
sign up with Sega was Electronic Arts. Established by 
Trip Hawkins, Electronic Arts had focused on design- 
ing games for personal computers and consequently 
had missed the Nintendo 8-bit era. Now Hawkins was 
determined to get a presence in the home videogame 
market, and aligning his company’s wagon with Sega 
seemed to be the best option. The Nintendo playing 
field was already crowded, and Sega offered a far less 
restrictive licensing deal than Nintendo. Electronic 
Arts subsequently wrote several popular games for 
Genesis, including John Madden football and several 
gory combat games.!? 

Nintendo had not been ignoring the potential of 
the 16-bit system. Nintendo’s own 16-bit system, 
Super NES, was ready for market introduction in 
1989—at the same time as Sega’s Genesis. Nintendo 
introduced Super NES in Japan in 1990, where it 
quickly established a strong market presence and 
beat Sega’s Genesis. In the United States, however, the 
company decided to hold back longer to reap the full 
benefits of the dominance it enjoyed with the 8-bit 
NES system. Yamauchi was also worried about the 
lack of backward compatibility between Nintendo’s 
8-bit and 16-bit systems. (The company had tried to 
make the 16-bit system so that it could play 8-bit 
games but concluded that the cost of doing so was 
prohibitive.) These concerns may have led the com- 
pany to delay market introduction until the 8-bit 
market was saturated. 

Meanwhile, in the United States, the Sega band- 
wagon was beginning to gain momentum. One devel- 
opment that gave Genesis a push was the introduction 
of a new Sega game, Sonic the Hedgehog. Developed 
by an independent team that was contracted to Sega, 
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the game featured a cute hedgehog that impatiently 
tapped his paw when the player took too long to act. 
Impatience was Sonic’s central feature—he had 
places to go, and quickly. He zipped along, collecting 
brass rings when he could find them, before rolling 
into a ball and flying down slides with loops and un- 
derground tunnels. Sonic was Sega’s Mario. 

In mid-1991, in an attempt to jump-start slow 
sales, Tom Kalinske, head of Sega’s American sub- 
sidiary, decided to bundle Sonic the Hedgehog with 
the game player. He also reduced the price for the 
bundled unit to $150, and he relaunched the system 
with an aggressive advertising campaign aimed at 
teenagers. The campaign was built around the slogan 
“Genesis does what Nintendon’t.” The shift in strat- 
egy worked, and sales accelerated sharply. 

Sega’s success prompted Nintendo to launch its 
own 16-bit system. Nintendo’s Super NES was in- 
troduced at $200. However, Sega now had a two- 
year head start in games. By the end of 1991, about 
125 game titles were available for Genesis, compared 
to twenty-five for Super NES. In May 1992, Nintendo 
reduced the price of Super NES to $150. At this time 
Sega was claiming a 63% share of the 16-bit market 
in the United States, and Nintendo claimed a 60% 
share. By now, Sega was cool. It began to take more 
chances with mass media—defined morality. When 
Acclaim Entertainment released its bloody Mortal 
Kombat game in September 1992, the Sega version 
let players rip off heads and tear out hearts. Reflect- 
ing Nintendo’s image of their core market, its version 
was sanitized. The Sega version outsold Nintendo’s 
two to one.”° Therefore, the momentum continued 
to run in Sega’s favor. By January 1993, there were 
320 titles available for Sega Genesis, and 130 for 
Super NES. In early 1994, independent estimates sug- 
gested that Sega had 60% of the U.S. market and 
Nintendo had 40%, figures Nintendo disputed. 


3D0 

Trip Hawkins, whose first big success was Electronic 
Arts, founded 3DO in 1991.7! Hawkins’s vision for 
3DO was to shift the home videogame business away 
from the existing cartridge-based format and toward 
a CD-ROM-based platform. The original partners in 
3DO were Electronic Arts, Matsushita, Time Warner, 
AT&T, and the venture capital firm Kleiner Perkins. 
Collectively they invested over $17 million in 3DO, 
making it the richest start-up in the history of the 


home videogame industry. 3DO went public in May 
1993 at $15 per share. By October of that year, the 
stock had risen to $48 per share, making 3DO worth 
$1 billion—not bad for a company that had yet to 
generate a single dollar in revenues. 

The basis for 3DO’s $1 billion market cap was 
patented computer system architecture and a copy- 
righted operating system that allowed for much richer 
graphics and audio capabilities. The system was built 
around a 32-bit RISC microprocessor and proprietary 
graphics processor chips. Instead of a cartridge, the 
3DO system stored games on a CD-ROM that was 
capable of holding up to 600 megabytes of content, 
sharply up from the 10 megabytes of content found in 
the typical game cartridge of the time. The slower ac- 
cess time of a CD-ROM compared to a cartridge was 
alleviated somewhat by the use of a double-speed 
CD-ROM drive.” 

The belief at 3DO—a belief apparently shared by 
many investors—was that the superior storage and 
graphics processing capabilities of the 3DO system 
would prove very attractive to game developers, al- 
lowing them to be far more creative. In turn, better 
games would attract customers away from Nintendo 
and Sega. Developing games that used the capabili- 
ties of a CD-ROM system altered the economics of 
game development. Estimates suggested that it would 
cost approximately $2 million to produce a game for 
the 3DO system and could take as long as twenty- 
four months to develop. However, at $2 per disc, a 
CD-ROM cost substantially less to produce than a 
cartridge. 

The centerpiece of 3DO’s strategy was to license 
its hardware technology for free. Game developers 
paid a royalty of $3 per disc for access to the 3DO op- 
erating code. Discs typically retailed for $40 each. 

Matsushita introduced the first 3DO machine 
into the U.S. market in October 1993. Priced at $700, 
the machine was sold through electronic retailers 
that carried Panasonic high-end electronics prod- 
ucts. Sega’s Tom Kalinsky noted, “It’s a noble effort. 
Some people will buy 3DO, and they'll have a won- 
derful experience. It’s impressive, but it’s a niche. 
We've done the research. It does not become a large 
market until you go below $500. At $300, it starts to 
get interesting. We make no money on hardware. It’s 
a cutthroat business. I hope Matsushita understands 
that.”*3 CD-ROM disks for the 3DO machine retailed 
for around $75. The machine came bundled with 
Crash ’n Burn, a high-speed combat racing game. 
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However, only 18 3DO titles were available by the 
crucial Christmas period, although reports suggested 
that 150 titles were under development. 74 

Sales of the hardware were slow, reaching only 
30,000 by January 1994.7 In the same month, AT&T 
and Sanyo both announced that they would begin to 
manufacture the 3DO machine. In March, faced with 
continuing sluggish sales, 3DO announced that it 
would give hardware manufacturers two shares of 
3DO stock for every unit sold at or below a certain 
retail price. Matsushita dropped the price of its ma- 
chine to $500. About the same time, Toshiba, LG, and 
Samsung all announced that they would start to pro- 
duce 3DO machines. 

By June 1994, cumulative sales of 3DO machines 
in the United States stood at 40,000 units. Matsushita 
announced plans to expand distribution beyond the 
current 3,500 outlets to include the toy and mass 
merchandise channels. Hawkins and his partners an- 
nounced that they would invest another $37 million 
in 3DO. By July, there were 750 3DO software li- 
censees, but only forty titles were available for the 
format. Despite these moves, sales continued at a 
very sluggish pace and the supply of new software ti- 
tles started to dry up.”° 

In September 1996, 3DO announced that it 
would either sell its hardware system business or 
move it into a joint venture.?” The company an- 
nounced that about 150 people, one-third of the 
workforce, would probably lose their jobs in the re- 
structuring. According to Trip Hawkins, 3DO would 
now focus on developing software for online gaming. 
Hawkins stated that the Internet and Internet enter- 
tainment constituted a huge opportunity for 3DO. 
The stock dropped $1.375 to $6.75. 


Sega’s Saturn 


3DO was not alone in moving to a CD-ROM-based 
format. Both Sega and Sony also introduced CD- 
ROM-based systems in the mid-1990s. Sega, in fact, 
had beaten 3DO to the market with its November 
1992 introduction of the Sega CD, a $300 CD-ROM 
add-on for the 16-bit Genesis. Sega sold 100,000 
units in its first month alone. Sales then slowed 
down, however, and by December 1993 were stand- 
ing at just 250,000 units. One reason for the slow- 
down, according to critics, was a lack of strong 
games. Sega was also working on a 32-bit CD-ROM 
system, Saturn, which was targeted for a mid-1995 


introduction in the United States. In January 1994, 
Sega announced that Microsoft would supply the op- 
erating system for Saturn.”® 

In March 1994, Sega announced the Genesis 
Super 32X, a $150 add-on cartridge designed to in- 
crease the performance of Genesis cartridge and CD- 
ROM games. The 32X contained the 32-bit Hitachi 
microprocessor that was to be used in Saturn. Sega 
called the 32X “the poor man’s 32-bit machine” be- 
cause it sold for a mere $149. Introduced in the fall of 
1994, the 32X never lived up to its expectations. Most 
users appeared willing to wait for the real thing, Sega 
Saturn, promised for release the following year. 

In early 1995, Sega informed the press and retail- 
ers that it would release Saturn on “Sega Saturn 
Saturday, Sept. 2nd,” but Sega released the 32-bit Sat- 
urn in May 1995. It was priced at $400 per unit and 
accompanied by the introduction of just ten games. 
Sega apparently believed that the world would be de- 
lighted by the May release of the Saturn. However, 
Saturn was released without the industry fanfare that 
normally greets a new game machine. Only four re- 
tail chains received the Saturn in May, while the rest 
were told they would have to wait until September. 
This move alienated retailers, who responded by 
dropping Sega products from their stores.?? Sega ap- 
peared to have made a marketing blunder.°° 


Sony’s Playstation 


In the fall of 1995, Sony entered the fray with the in- 
troduction of the Sony PlayStation.*! PlayStation used 
a 32-bit RISC microprocessor running at 33 MHz and 
using a double-speed CD-ROM drive. PlayStation 
cost an estimated $500 million to develop. The ma- 
chine had actually been under development since 
1991, when Sony decided that the home videogame 
industry was getting too big to ignore. Initially, Sony 
was in an alliance with Nintendo to develop the ma- 
chine. Nintendo walked away from the alliance in 
1992, however, after a disagreement over who owned 
the rights to any future CD-ROM games. Sony went 
alone.*? 

From the start, Sony felt that it could leverage its 
presence in the film and music business to build a 
strong position in the home videogame industry. A 
consumer electronics giant with a position in the Hol- 
lywood movie business and the music industry (Sony 
owned Columbia Pictures and the Columbia record 
label), Sony believed that it had access to significant 
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intellectual property that could form the basis of 
many popular games. 

In 1991, Sony established a division in New York: 
Sony Electronic Publishing. The division was to serve 
as an umbrella organization for Sony’s multimedia 
offerings. Headed by Iceland native Olaf Olafsson, 
then just twenty-eight years old, this organization ul- 
timately took the lead role in both the market launch 
of PlayStation and in developing game titles.*> In 
1993, as part of this effort, Sony purchased a well- 
respected British game developer, Psygnosis. By the 
fall of 1995, this unit had twenty games ready to com- 
plement PlayStation: The Haldeman Diaries, Mickey 
Mania (developed in collaboration with Disney), 
and Johnny Mnemonic, based on the William Gibson 
short story. To entice independent game developers 
such as Electronic Arts, Namco, and Acclaim Enter- 
tainment, Olafsson used the promise of low royalty 
rates. The standard royalty rate was set at $9 per disc, 
although developers that signed on early enough 
were given a lower royalty rate. Sony also provided 
approximately four thousand game development 
tools to licensees in an effort to help them speed 
games to market. *4 

To distribute PlayStation, Sony set up a retail 
channel separate from Sony’s consumer electronics 
sales force. It marketed the PlayStation as a hip and 
powerful alternative to the outdated Nintendo and 
Sega cartridge-based systems. Sony worked closely 
with retailers before the launch to find out how it 
could help them sell the PlayStation. To jump-start 
demand, Sony set up in-store displays to allow poten- 
tial consumers to try the equipment. Just before the 
launch, Sony had lined up an impressive 12,000 retail 
outlets in the United States.*° 

Sony targeted its advertising for PlayStation at 
males in the eighteen- to thirty-five-year-old age 
range. The targeting was evident in the content of 
many of the games. One of the big hits for PlaySta- 
tion was Tomb Raider, whose central character, Lara 
Croft, combined sex appeal with savviness and 
helped to recruit an older generation to PlayStation. 
36 PlayStation was initially priced at $299, and games 
retailed for as much as $60. Sony’s Tokyo-based exec- 
utives had reportedly been insisting on a $350-$400 
price for PlayStation, but Olafsson pushed hard for 
the lower price. Because of the fallout from this inter- 
nal battle, in January 1996, Olafsson resigned from 
Sony. By then, however, Sony was following Olafs- 
son’s script.>” 


Sony’s prelaunch work was rewarded with strong 
early sales. By January 1996, more than 800,000 
PlayStations had been sold in the United States, plus 
another 4 million games. In May 1996, with 1.2 mil- 
lion PlayStations shipped, Sony reduced the price of 
PlayStation to $199. Sega responded with a similar 
price cut for its Saturn. The prices on some of Sony’s 
initial games were also reduced to $29.99. The week- 
end after the price cuts, retailers reported that 
PlayStation sales were up by between 350 and 1,000% 
over the prior week. ** The sales surge continued 
through 1996. By the end of the year, sales of PlaySta- 
tion and associated software amounted to $1.3 bil- 
lion, out of a total for U.S. sales at $2.2 billion for all 
videogame hardware and software. In March 1997, 
Sony cut the price of PlayStation again, this time to 
$149. It also reduced its suggested retail price for 
games by $10 to $49.99. By this point, Sony had sold 
3.4 million units of PlayStation in the United States, 
compared to Saturn’s 1.6 million units.°? World- 
wide, PlayStation had outsold Saturn by 13 million 
to 7.8 million units, and Saturn sales were slowing.*” 
The momentum was clearly running in Sony’s favor, 
but the company now had a new challenge to deal 
with: Nintendo’s latest generation game machine, 
the N64. 


Nintendo Strikes Back 


In July 1996, Nintendo launched Nintendo 64 (N64) 
in the Japanese market. This release was followed by 
a late fall introduction in the United States. N64 is a 
64-bit machine developed in conjunction with Sili- 
con Graphics. Originally targeted for introduction a 
year earlier, N64 had been under development since 
1993. The machine used a plug-in cartridge format 
rather than a CD-ROM drive. According to Nintendo, 
cartridges allow for faster access time and are far more 
durable than CD-ROMs (an important consideration 
with children).*! 

The most-striking feature of the N64 machine, 
however, was its 3D graphics capability. N64 provides 
fully rounded figures that can turn on their heels and 
rotate through 180 degrees. Advanced ray tracing 
techniques borrowed from military simulators and 
engineering workstations added to the sense of real- 
ism by providing proper highlighting, reflections, 
and shadows. 

N64 was targeted at children and young teenagers. 
It was priced at $200 and launched with just four 
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games. Despite the lack of games, initial sales were 
very strong. Indeed, 1997 turned out to be a banner 
year for both Sony and Nintendo. The overall U.S. 
market was strong, with sales of hardware and soft- 
ware combined reaching a record $5.5 billion. Esti- 
mates suggest that PlayStation accounted for 49% 
of machines and games by value. N64 captured a 
41% share, leaving Sega trailing badly with less than 
10% of the market. During the year, the average 
price for game machines had fallen to $150. By year- 
end there were three hundred titles available for 
PlayStation, compared to forty for N64. Games for 
PlayStation retailed for $40, on average, compared to 
over $60 for N64. 47 

By late 1998, PlayStation was widening its lead 
over N64. In the crucial North American market, 
PlayStation was reported to be outselling N64 by a 
two-to-one margin, although Nintendo retained a 
lead in the under-twelve category. At this point, there 
were 115 games available for N64 versus 431 for 
PlayStation.*? Worldwide, Sony had now sold close 
to 55 million PlayStations. The success of PlayStation 
had a major impact on Sony’s bottom line. In fiscal 
1998, PlayStation business generated revenues of 
$5.5 billion for Sony, 10% of its worldwide revenues, 
but accounted for $886 million, or 22.5%, of the 
company’s operating income.“* 


The 128-Bit Era 


When Nintendo launched its 64-bit machine in 1996, 
Sony and Sega didn’t follow, preferring instead to 
focus on the development of even more powerful 
128-bit machines. 

Sega was the first to market a 128-bit videogame 
console, which it launched in Japan in late 1998 and 
in the United States in late 1999. The Dreamcast 
came equipped with a 56-kilobit modem to allow for 
online gaming over the Internet. By late 2000, Sega 
had sold around 6 million Dreamcasts worldwide, 
accounting for about 15% of console sales since its 
launch. Sega nurtured Dreamcast sales by courting 
outside software developers who helped develop new 
games, including Crazy Taxi, Resident Evil, and 
Quake III Arena. The company had a goal of ship- 
ping 10 million units by March 2001, a goal it never 
reached.*° 

Despite its position as first mover with a 128-bit ma- 
chine, and despite solid technical reviews, by late 2000 
the company was struggling. Sega was handicapped 


first by product shortages due to constraints on the 
supply of component parts and then by a lack of de- 
mand as consumers waited to see whether Sony’s 
128-bit offering, the much anticipated PlayStation 
2 (PS2), would be a more attractive machine. In 
September 2000, Sega responded to the impending 
U.S. launch of Sony’s PS2 by cutting the price for its 
console from $199 to $149. Then in late October, 
Sega announced that, due to this price cut, it would 
probably lose over $200 million for the fiscal year 
ending March 2001.4° 


Sony’s PlayStation 2 


PlayStation 2 was launched in Japan in mid-2000 and 
in the United States at the end of October 2000. Ini- 
tially priced at $299, PS2 is a powerful machine. At its 
core was a 300-megahertz graphics processing chip 
that was jointly developed with Toshiba and con- 
sumed about $1.3 billion in R&D. Referred to as the 
Emotion Engine processor, the chip allows the ma- 
chine to display stunning graphic images previously 
found only on supercomputers. The chip made the 
PS2 the most powerful videogame machine yet. 

The machine was set up to play different CD and 
DVD formats, as well as proprietary game titles. As is 
true with the original PlayStation, PS2 could play 
audio CDs. The system was also compatible with the 
original PlayStation: any PlayStation title could be 
played on the PS2. To help justify the initial price tag, 
the unit doubled as a DVD player with picture qual- 
ity as good as current players. The PS2 did not come 
equipped with a modem, but it did have networking 
capabilities and a modem could be attached using 
one of two USB ports.4” 


Nintendo GameCube 


Nintendo had garnered a solid position in the in- 
dustry with its N64 machine by focusing on its core 
demographic, seven- to twelve-year-olds. In 1999, 
Nintendo took 33% of the hardware market and 
28% of the game market. Nintendo’s next-generation 
videogame machine, GameCube, packed a modem 
and a powerful 400-megahertz, 128-bit processor 
made by IBM into a compact cube. GameCube 
marked a shift away from Nintendo’s traditional ap- 
proach of using proprietary cartridges to hold game 
software. Instead, software for the new player came 
on 8-centimeter compact disks, which are smaller 
than music compact disks. The disks held 1.5 giga- 
bytes of data each, far greater storage capacity than 
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the old game cartridges. Players could control Game- 
Cube using wireless controllers.** 

Nintendo tried to make the GameCube easy for 
developers to work with rather than focusing on raw 
peak performance. While developers no doubt appre- 
ciated this, by the time GameCube hit store shelves in 
late 2001, PS2 had been on the market for eighteen 
months and boasted a solid library of games. Despite 
its strong brand and instantly recognized intellectual 
property, which included Donkey Kong, Super Mario 
Brothers, and the Pokemon characters, Nintendo was 
playing catch-up to Sony. Moreover, another new en- 
trant into the industry launched its 128-bit offering at 
around the same time: Microsoft. 


Microsoft’s Xbox 


Microsoft was first rumored to be developing a 
videogame console in late 1999. In March 2000, Bill 
Gates made it official when he announced that Mi- 
crosoft would enter the home videogame market in 
fall 2001 with a console code named Xbox. In terms 
of sheer computing power, the 128-bit Xbox had the 
edge over competitors. Xbox had a 733-megahertz 
Pentium III processor, a high-powered graphics chip 
from Nvidia Corp, a built-in broadband cable 
modem to allow for online game playing and high- 
speed Internet browsing, 64 megabytes of memory, 
CD and DVD drives, and an internal hard disk drive. 
The operating system was a stripped-down version of 
its popular Windows system optimized for graphics 
processing capabilities. Microsoft claimed that be- 
cause the Xbox was based on familiar PC technology, 
it would be much easier for software developers to 
write games for, and it would be relatively easy to 
convert games from the PC to run on the Xbox.” 
Although Microsoft was a new entrant to the 
videogame industry, it was no stranger to games. 
Microsoft had long participated in the PC gaming 
industry and was one of the largest publishers of PC 
games, with hits such as Microsoft Flight Simulator 
and Age of Empires I and II to its credit. Sales of 
Microsoft’s PC games have increased 50% annually 
between 1998 and 2001, and the company controlled 
about 10% of the PC game market in 2001. Microsoft 
had also offered online gaming for some time, in- 
cluding its popular MSN Gaming Zone site. Started 
in 1996, by 2001 the website had become the largest 
online PC gaming hub on the Internet with nearly 
12 million subscribers paying $9.95 a month to play 
premium games such as Asheron’s Call or Fighter Ace. 


Nor is Microsoft new to hardware; its joysticks and 
game pads outsell all other brands, and it has an im- 
portant mouse business. 

To build the Xbox, Microsoft chose Flextronics, a 
contract manufacturer that already made computer 
mice for Microsoft. Realizing that it would probably 
have to cut Xbox prices over time, Microsoft guaran- 
teed Flextronics a profit margin, effectively agreeing 
to subsidize Flextronics if selling prices fell below a 
specified amount. By 2003, Microsoft was thought to 
be losing $100 on every Xbox sold. To make that back 
and turn a profit, Microsoft reportedly had to sell be- 
tween six and nine videogames per Xbox.°? 

Analysts speculated that Microsoft’s entry into 
the home videogame market was a response to a po- 
tential threat from Sony. Microsoft was worried that 
Internet-ready consoles like PS2 might take over 
many web-browsing functions from the personal 
computer. Some in the company described Internet- 
enabled videogame terminals as Trojan horses in the 
living room. In Microsoft’s calculation, it made sense 
to get in the market to try and keep Sony and others in 
check. With annual revenues in excess of $20 billion 
worldwide, the home videogame market is huge 
and an important source of potential growth for 
Microsoft. Still, by moving away from its core market, 
Microsoft was taking a big risk, particularly given the 
scale of investments required to develop the Xbox, 
reported to run as high as $1.5 billion. 


Mortal Combat: Microsoft versus Sony 


The launch of Xbox and GameCube helped propel 
sales of videogame hardware and software to a record 
$9.4 billion in 2001, up from $6.58 billion in 2000. 
Although both Xbox and Nintendo initially racked 
up strong sales, the momentum started to slow sig- 
nificantly in 2002. Microsoft, in particular, found it 
very difficult to penetrate the Japanese market. By 
September 2002, Sony had sold 11.2 million units of 
PS2 in the United States, versus 2.2 million units of 
Xbox and 2.7 million units of Nintendo’s GameCube. 
Unable to hold onto market share in the wake of the 
new competition, Sega withdrew from the console 
market, announcing that henceforth it would focus 
on developing games for other platforms. 

In June 2002, Sony responded to the new entry by 
cutting the price for PS2 from $299 to $199. Mi- 
crosoft quickly followed, cutting the price for Xbox 
from $299 to $199, while Nintendo cut its price from 
$299 to $149.°! A year later, Sony cut prices again, 
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this time to $179 a console. Again, Microsoft fol- 
lowed with a similar price cut, and in March 2004 it 
took the lead, cutting Xbox prices to $149. Sony fol- 
lowed suit two months later.>? 

Microsoft’s strategy, however, involved far more 
than cutting prices. In November 2002 Microsoft an- 
nounced that it would introduce a new service for 
gamers, Xbox Live. For $50 a year, Xbox Live sub- 
scribers with broadband connections would be able 
to play online-enabled versions of Xbox games with 
other online subscribers. To support Xbox Live, Mi- 
crosoft invested some $500 million in its own data 
centers to host online game playing. 

Online game playing was clearly a strategic prior- 
ity from the outset. Unlike the PS2 and GameCube, 
Xbox came with a built-in broadband capability. The 
decision to make the Xbox broadband-capable was 
made back in 1999 when less than 5% of U.S. homes 
were linked to the Internet with a broadband connec- 
tion. Explaining the decision to build broadband ca- 
pabilities into the Xbox at a time when rivals lacked 
them, the head of Xbox, Jay Allard, noted that “my at- 
titude has always been to bet on the future, not 
against it”°> While Sony’s PS2 can be hooked up to 
the Internet via a broadband connection, doing so re- 
quires purchase of a special network adapter for $40. 

By mid-2003, Xbox Live had some 500,000 sub- 
scribers, versus 80,000 who had registered to play PS2 
games online. By this point, there were twenty-eight 
online games for Xbox and eighteen for PlayStation 
2. By January 2004, the comparative figures stood 
at fifty for Microsoft and thirty-two for Sony. By 
mid-2004, Xbox Live reportedly had over 1 million 
subscribers, with Sony claiming a similar number of 
online players.>4 In May 2004, Microsoft struck a deal 
with Electronic Arts, the world’s largest videogame 
publisher, to bring EA games, including its best- 
selling Madden Football, to the Xbox Live platform. 
Until this point, EA had produced live games only for 
Sony’s platform. 

In spite of all these strategic moves, by late 2004 
Xbox was still a distant second of PlayStation 2 in the 
videogame market having sold 14 million consoles 
against Sony’s 70 million (Nintendo had sold 13 mil- 
lion GameCube consoles by this point). While Sony 
was making good money from the business, Mi- 
crosoft was registering significant losses. In fiscal 
2004, Microsoft’s home and entertainment division, 
of which Xbox is the major component, registered 
$2.45 billion in revenues, but lost $1.135 billion. By 


way of contrast, Sony’s game division had $7.5 billion 
of sales in fiscal 2004 and generated operating profits 
of $640 million. 

Microsoft, however, indicated that it was in the 
business for the long term. In late 2004, the company 
got a boost from the release of Halo 2, the sequel to 
Halo, one of its best-selling games. As first-day sales 
for Halo 2 were totaled up, executives at Sony had to 
be worried. Microsoft announced that Halo 2 had 
sales of $125 million in its first twenty-four hours 
on the market in the United States and Canada, an 
industry record. These figures represented sales of 
2.38 million units, and put Halo 2 firmly on track to 
be one of the biggest videogames ever with a shot at 
surpassing Nintendo’s Super Mario 64, which had sold 
$308 million in the United States since its September 
1996 debut. Moreover, the company was rumored to 
be ahead of Sony by as much as a year to bring the 
next-generation videogame console to market. In 
late 2004, reports suggested that Xbox 2 would be on 
the market in time for the 2005 Christmas season, 
probably a full year ahead of Sony’s PlayStation 3. 
Sony was rumored to be running into technical 
problems as it tried to develop PlayStation 3.°° 


Microsoft Versus Sony: Round Two 


As the battle between PS2 and Xbox drew to a close, 
it was clear that Sony was the big winner. From 2001 
through to the fall of 2006, when PlayStation 3 (PS3) 
hit the market, Sony had sold around 110 million 
PS2 consoles, versus 25 million for Microsoft’s Xbox 
and 21 million for Nintendo’s GameCube.*° Sony’s 
advantage of an installed base translated into a huge 
lead in number of games sold—some 1.08 billion for 
PS2 by mid-2006, versus 200 million for the Xbox.°” 
With the console companies reportedly making an 
average royalty on third-party software of $8 per 
game sold, the financial implications of Sony’s lead 
with PS2 are obvious.°* Indeed, in 2005 Sony’s 
games division contributed to 6.24% of the com- 
pany’s total revenue but 38% of operating profit. In 
contrast, Microsoft’s home and entertainment divi- 
sion lost $4 billion between the launch of Xbox and 
mid-2006. 

However, by 2006, this was all history. In November 
2005, Microsoft introduced its next-generation ma- 
chine, Xbox 360, beating Sony and Nintendo to the 
market by a solid year. The Xbox 360 represented a 
big technological advance over the original Xbox. To 
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deliver improved picture quality, the Xbox 360 could 
execute 500 million polygons/sec—a fourfold in- 
crease over the Xbox. The main microprocessor was a 
3.2 gigahertz chip, thirteen times faster than the chip 
in the Xbox. Xbox 360 had 512 megabytes of mem- 
ory, an eightfold increase, and a 20-gigabyte hard 
drive, two and one-half times bigger than that found 
on the Xbox. Xbox 360 is, of course, enabled for a 
broadband connection to the Internet. 

The machine itself was made by Flextronics and 
Wistron, two contract manufactures (a third started 
production after launch). Priced at $299, Xbox 360 
was sold at a loss. The cost for making Xbox 360 was 
estimated to be as high as $500 at launch, falling to 
$350 by late 2006. Microsoft’s goal was to ultimately 
break even on sales of the hardware as manufactur- 
ing efficiencies drove down unit costs. 

To seed the market with games, Microsoft had 
taken a number of steps. Taking a page out of its 
Windows business, Microsoft provided game devel- 
opers with tools designed to automate many of the 
key software programming tasks and reduce develop- 
ment time and costs. The company had also ex- 
panded its own in-house game studios, in part by 
purchasing several independent game developers in- 
cluding Bungie Studios, makers of Halo. This strat- 
egy enabled Microsoft to offer exclusive content for 
the Xbox 360, something that third-party developers 
were reluctant to do. 

With the costs of game development increasing 
to over $10 million for more complex games, and de- 
velopment time stretching out to between twenty- 
four and thirty-six months, Microsoft also had to 
provide an inducement to get third-party developers 
on board. Although details of royalty terms are kept 
private, it is believed that Microsoft offered very low 
royalty rates, and perhaps even zero royalties, for a 
specified period of times to game developers who 
committed early to Xbox 360. One of those to com- 
mit early was Electronic Arts, the leading independ- 
ent game development company, which reportedly 
budgeted as much as $200 million to develop some 
twenty-five versions of its best-selling games, such as 
its sports games, for Xbox 360. Microsoft itself bud- 
geted a similar amount to develop its own games.>? 

In the event, some 18 games were available for the 
November 2005 launch of Xbox 360, and by the end 
of 2006, this figure had increased to around 160. 
Halo 3, which is expected to be one of the biggest 


games for Xbox 360, is scheduled to be released in 
2007. As a Microsoft game, this will be exclusive to 
the Xbox 360. Grand Theft Auto 4, the most popular 
franchise on PS2, will also be launched simultane- 
ously for both Xbox 360 and PS3 in 2007—a major 
coup for Microsoft. 

The initial launch of Xbox 360 was marred by 
shortages of key components, which limited the 
number of machines that Microsoft could bring to 
market. Had Sony been on time with its launch of 
PS3, this could have been a serious error, but Sony 
delayed its launch of PS3, first until spring of 2006, 
and then November 2006. By the time Sony launched 
PS3 in November 2006, some 6 million Xbox 360 
consoles had been sold, and Microsoft was predicting 
sales of 10 million by the end of 2006. 

As with Xbox, Microsoft is pushing Xbox Live 
with Xbox 360. The company invested as much as 
$1 billion in Live from its inception. By late 2006, 
Microsoft was claiming that some 60% of Xbox 360 
customers had also signed on for Xbox Live and 
that the service now had 4 million subscribers. 
Xbox Live allows gamers to play against each other 
online and to download digital content from Xbox 
Live Marketplace, which registered some 10 million 
downloads of digital content in its first five months 
of operation. Looking forward, there is little doubt 
that Microsoft sees Xbox Live as a critical element of 
its strategy, enabling Xbox owners to download any 
digital content—games, film, music—onto their con- 
soles, which could become the hub of a home digital 
entertainment system. 

The business model for Xbox 360 depends on the 
number of games sold per console, the percentage of 
console owners who sign up for Xbox Live, sales of 
hardware accessories (for example, controllers, an 
HD-DVD drive, wireless networking adapter), and 
the console itself achieving breakeven production 
costs. Reports suggest that Microsoft will break even 
if each console owner buys six to seven games and 
two to three accessories, and if some 10 million sign 
on to Xbox Live (Microsoft splits Xbox Live revenues 
with game developers). By the end of 2006, it was es- 
timated that some 33 million games had been sold 
for Xbox 360. 

Sony finally introduced PS3 in November 11 in 
Japan, and November 17 in the United States. The 
delay in the launch of PS3 was due to Sony’s decision 
to bundle a Blu-ray drive with PS3 and problems 
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developing the “cell” processor that sits at the core of 
the PS3. Blu-ray is Sony’s proprietary high-definition 
DVD format. The company is currently locked in a 
format war with Toshiba, which is pushing its rival 
HD-DVD format (which can be purchased as an ac- 
cessory for the Xbox 360). Sony has argued that the 
combination of its cell processor and Blu-ray DVD 
drive will give PS3 a substantial performance edge 
over Xbox 360. While this is true in a technical sense 
(the Blu-ray discs have five times the storage capacity 
of the DVD discs for Xbox 360), few reviewers have 
noticed much in the way of difference from a game- 
playing perspective—perhaps because few games 
were initially available that showed the true power of 
the PS3. 

What is certain is that incorporating Blu-ray 
drives in the PS3 has significantly raised the costs of 
the PS3. Sony is selling its stand-alone Blu-ray drives 
for $999, which suggests that the PS3, initially priced 
at between $500 and $600 depending on configura- 
tion, is in a sense a subsidized Blu-ray player. Short- 
ages of blue diodes, a critical component in high- 
definition DVD drives, also limited supply of the 
PS3 after its launch. Only 93,000 PS3 players were 
available for the Japanese launch. Sony estimates 
that it will ship 2 million PS3s by the end of 2006, 
and 6 million by March 2007. Analysts are skeptical 
of these targets, however, given continuing compo- 
nent shortages. 

At launch, there were some twenty games avail- 
able for the PS3. Sony also announced its own Live 
offering to compete with Xbox Live, and stated that it 
would be free to PS3 users. 

Nintendo is also back in the fray. In November 
2006, it launched its own next-generation offering, 
Wii. The Wii is a much more modest offering than 
the PS3 or Xbox 360, from a technical standpoint at 
least, but it has the virtue of being priced much 
lower—at just $250. Moreover, the Wii has an inter- 
esting feature—a wireless controller that can detect 
arm and hand motions and transfer them to the 
screen. This enables the development of interactive 
games, with players physically controlling the action 
on screen by moving their arms, whether by swing- 
ing an imaginary bat or slashing a sword through the 
air. Like the PS3, Wii was also launched with some 
twenty games. Early sales were apparently good, and 
Nintendo was forecasting sales of 1.5 million units by 
the year’s end. 
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Internet Search and 
the Rise of Google 


This case was prepared by Charles W. L. Hill, the University of Washington. 


The Google Juggernaut 


if the early 2000s, many Internet users started to 
gravitate toward a new search engine. It was called 
Google, and it delivered remarkable results. Put in a 
keyword, and in a blink of an eye the search engine 
would return a list of links, with the most relevant 
links appearing at the top of the page. People quickly 
realized that Google was an amazing tool, enabling 
users to quickly find almost anything they wanted 
on the Web and to effortlessly sort through the vast 
sea of information contained in billions of webpages 
and retrieve the precise information they desired. It 
seemed like magic. Before long, “to Google” became a 
verb (in June 2006, the verb Google was added to the 
Oxford English Dictionary). To find out more about a 
person, you would “Google them.” To find out more 
about a subject, you would “Google it.” If you wanted 
to find a good or service, enter a keyword in Google, 
and a list of relevant links would be returned in an 
instant. For many users, Google quickly became the 
“go to” page every time they wanted information 
about anything. As a result, by mid-2006 some 45% 
of all U.S. Internet searches were conducted through 
Google, far ahead of Yahoo’s search engine, which 
had a 28.5% share, and Microsofts MSN network, 
which accounted for 12.8% of searches.! 

What captured the attention of the business com- 
munity, however, was the ability of Google to monetize 
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its search engine. Google’s core business model was 
the essence of simplicity. The company auctioned off 
the keywords used in searches to advertisers. The 
highest bidders would have links to their sites placed 
on the right-hand side of a page returning search re- 
sults. The advertisers would then pay Google every 
time someone clicked on a link and was directed to 
their sites. Thus, when bidding for a keyword, adver- 
tisers would bid for the price per click. Interestingly, 
Google did not necessarily place the advertiser who 
bid the highest amount per click at the top of the 
page. Rather, the top spot was determined by the 
amount per click multiplied by Google’s statistical 
estimate of the likelihood that someone would actu- 
ally click on the advertisement. This refinement max- 
imized the revenue that Google got from its valuable 
real estate. 

As more users gravitated to Google’s site, so more 
advertisers were attracted to it, and Google’s rev- 
enues and profits took off. From a standing start in 
2001, by 2005 revenues had grown to $6.14 billion 
and net income to $1.47 billion. Google had become 
the gorilla in the online advertising space. In 2001, 
Google garnered 18.4% of total U.S. search ad spend- 
ing. By 2005, its share had increased to 48.5%, and, 
according to the research firm eMarketer, 57% of all 
search advertising dollars will go to Google in 2006.” 
Moreover, the future looked bright. Estimates sug- 
gest that Internet advertising spending could become 
a $40 billion worldwide market in 2008, up from 
$20.5 billion in 2005.° Forecasts called for Google’s 
revenues to exceed the $12 billion range by 2008 as 
ever more advertisers moved from traditional media 
to the Web.4 

Flushed with this success, Google introduced a 
wave of new products, including mapping services 
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(Google Maps and Google Earth), a free email service 
(Gmail), Google Desktop (which enables users to 
search files on their own computers), and free online 
word-processing and spreadsheet programs that had 
much of the look, feel, and functionality of Microsoft’s 
Word and Excel offerings. These products fueled 
speculation that Google’s ambitions extended outside 
search, and that the company was trying to position 
itself as a platform company that supported an 
ecosystem that would rival that fostered by Microsoft, 
long the software industry's dominate _ player. 
Google’s competitors, however, had no intention of 
being steamrollered. Both Yahoo and Microsoft were 
investing significant amounts in search in an attempt 
to grow their shares. A number of smaller search 
companies, including Ask and snap.com, were look- 
ing to increase their share too. Moreover, few of 
Google’s new products had gained share against en- 
trenched competitors, suggesting to some that the 
company might be overreaching itself. 


Search Engines5 


A search engine connects the keywords that users 
enter (queries) to a database it has created of web- 
pages (an index). It then produces a list of links to 
pages (and summaries of content) that it believes are 
most relevant to a query. 

Search engines consist of four main components: 
a web crawler, an index, a runtime index, and a query 
processor (the interface that connects users to the 
index). The web crawler is a piece of software that 
goes from link to link on the Web, collecting the 
pages it finds and sending them back to the index. 
Once in the index, webpages are analyzed by sophis- 
ticated algorithms that look for statistical patterns. 
Google’s page rank algorithm, for example, looks at 
the links on a page, the text around those links, and 
the popularity of the pages that link to that page to 
determine how relevant a page is to a particular 
query (in fact, Google’s algorithm looks at more than 
one hundred factors to determine a page’s relevance 
to a query term). 

Once analyzed, pages are tagged. The tag contains 
information about the pages, for example, whether it 
is porn, or spam, written in a certain language, or up- 
dated infrequently. Tagged pages are then dumped 
into a runtime index, which is a database that is ready 
to serve users. The runtime index forms a bridge be- 
tween the back end of an engine, the web crawler and 


index, and the front end, the query processor and user 
interface. The query processor takes a keyword in- 
putted by a user, transports it to the runtime index, 
where an algorithm matches the keyword to pages, 
ranking them by relevance, and then transports the 
results back to the user, where they are displayed on 
the user interface. 

The computing and data storage infrastructure 
required to support a search engine is significant. It 
must scale with the continued growth of the Web and 
with demands on the search engine. In 2005, Google 
had $949 million in information technology assets 
on its balance sheet, had close to 200,000 computers 
dedicated to the job of running its search engine, 
and spent around $400 million on maintaining its 
system.° 


The Early Days of Search 


Search did not begin with Google. The first Internet 
search engine was Archie. Created in 1990, before the 
World Wide Web had burst onto the scene, Archie 
connected users through queries to the machines on 
which documents they wanted were stored. The 
users then had to dig through the public files on 
those machines to find what they wanted. The next 
search engine, Veronica, improved on Archie insofar 
as it allowed searchers to connect directly to the 
document they had queried. 

The Web started to take off after 1993, with the 
number of websites expanding from 130 to more than 
600,000 by 1996. As this expansion occurred, the 
problem of finding the information you wanted on 
the Web became more difficult. The first web-based 
search engine was the WWW Wanderer, developed by 
Matthew Gray at MIT. This was soon surpassed, how- 
ever, by Web Crawler, a search engine developed by 
Brian Pinkerton of the University of Washington. 
Web Crawler was the first search engine to index the 
full text of webpages, as opposed to just the title. Web 
Crawler was sold to AOL for $1 million in 1995. This 
marked the first time anyone had ascribed an eco- 
nomic value to a search engine. 

In December 1995 the next search engine, 
AltaVista, appeared on the scene. Developed by Louis 
Monier, an employee at Digital Equipment (DEC), 
AltaVista, like Web Crawler, indexed the entire text of 
a webpage. Unlike Web Crawler, however, AltaVista 
sent out thousands of web crawlers, which enabled it 
to build the most complete index of the Web to date. 


Avid web users soon came to value the service, but the 
search engine was handicapped by two things. First, it 
was very much a stepchild within DEC, which saw it- 
self as a hardware-driven business and didn’t really 
know what to do with AltaVista. Second, there was no 
obvious way for AltaVista to make much money, 
which meant that it was difficult for Monier to get the 
resources required for AltaVista to keep up with the 
rapid growth of the Web. Ultimately DEC was ac- 
quired by Compaq Computer. Compaq then sold 
AltaVista and related Internet properties to a high- 
flying Internet firm, CMGI, at the height of the Inter- 
net boom in 1999 for $2.3 billion in CMGI stock. 
CMGI did have plans to spin off AltaVista in an initial 
public offering, but it never happened. The NASDAQ 
stock market collapsed in 2000, taking CMGI’s stock 
down with it, and the market had no appetite for an- 
other dot-com IPO. 

Around the same time that AltaVista was gaining 
traffic, two other companies introduced search en- 
gines, Lycos and Excite. Both search engines repre- 
sented further incremental improvement. Lycos was 
the first search engine to use algorithms to try and 
determine the relevance of a webpage for a search 
query. Excite utilized similar algorithms. However, 
neither company developed a way of making money 
directly from search. Instead they saw themselves as 
portal companies, like Yahoo, AOL, and MSN. 
Search was just a tool to increase the value of their 
portal as a destination site, enabling them to cap- 
ture revenues from banner ads, e-commerce trans- 
actions, and the like. Both Lycos and Excite went 
public and then squandered much of the capital 
raised on acquiring other Internet properties, before 
seeing their value implode as the Internet bubble 
burst in 2000-2001. 

Another company that tried to make sense out of 
the Web for users was Yahoo, but Yahoo did not use a 
search engine. Instead it created a hierarchical direc- 
tory of webpages. This helped drive traffic to its site. 
Other content kept users coming back, enabling 
Yahoo to emerge as one of the most popular portals 
on the Web. In contrast to many of its smaller com- 
petitors, Yahoo’s industry leading scale allowed it to 
make good money from advertising on its site. The 
company added a search engine to its offering, but 
until 2003 it always did so through a partner. At one 
time, AltaVista powered Yahoo’s search function, then 
Inktomi, and ultimately Google. Yahoo’s managers 
did consider developing their own search engine, but 
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they saw it as too capital intensive—search required a 
lot of computing power, storage, and bandwidth. Be- 
sides, there was no business model for monetizing 
search. That, however, was all about to change, and it 
wasn't Google that pioneered the way, it was a serial 
entrepreneur called Bill Gross. 


GoTo.com: A Business Model Emerges’ 


Bill Gross made his first million with Knowledge Ad- 
venture, which developed software to help kids learn. 
After he sold Knowledge Adventure to Cendant for 
$100 million, Gross created IdeaLab, a business incu- 
bator that subsequently generated a number of Inter- 
net start-ups, including GoTo.com. 

GoTo.com was born of Gross’s concern that a 
growing wave of spam was detracting from the value 
of search engines such as AltaVista. Spam arose be- 
cause publishers of websites realized that they could 
drive traffic to their sites by including commonly used 
search keywords such as “used cars” or “airfares” on 
their sites. Often the words were in the same color as 
the background of the website (for example, black 
words on a black background), so that they could not 
be seen by web users, who would suddenly wonder 
why their search for used cars had directed them to a 
porn site. 

Gross also wanted a tool that would help drive 
good traffic to the websites of a number of Internet 
businesses being developed by IdeaLab. In Gross’s 
view, much of the traffic arriving at websites was un- 
differentiated—people who had come to a site be- 
cause of spam, bad portal real estate deals, or poor 
search engine results. Gross established GoTo.com to 
build a better search engine, one that would defeat 
spam, produce highly relevant results, and eliminate 
bad traffic. 

Gross concluded that a way to limit spam was to 
charge for search. He realized that it was unworkable 
to charge the Internet user, so why not charge the ad- 
vertiser? This led to his key insight—the keywords 
that Internet users typed into a search engine were in- 
herently valuable to the owners of websites. They 
drove traffic to their sites, and many sites made 
money from that traffic, so why not charge for the 
keywords? Moreover, Gross realized that if a search 
engine directed higher quality traffic to a site, it would 
be possible to charge more for relevant keywords. 

By this time, GoTo.com had decided to license 
search engine technology from Inktomi and focus its 
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efforts on developing the paid search model. How- 
ever, GoTo.com faced a classic chicken and egg prob- 
lem—to launch a service, the company needed both 
audience and advertisers, but it had neither. 

To attract advertisers, GoTo.com adopted two 
strategies.® First, GoTo.com would charge an adver- 
tiser only when somebody clicked on a link and 
was directed to its website. To Gross’s way thinking, 
for merchants this pay-per-click model would be 
more efficient than advertising through traditional 
media or through banner ads on webpages. Second, 
GoTo.com initially priced keywords low—as low as 1 
cent a click (although, of course, they could be bid 
above that). 

To capture an audience, a website alone would 
not be enough. GoTo.com needed to tap into the 
traffic already visiting established websites. One 
approach was to pay the owners of high-traffic 
websites to place banner ads that would direct traffic 
to GoTo.com’s website. A second approach, which 
ultimately became the core of GoTo.com’s business, 
was to syndicate its service, allowing affiliates to 
place a cobranded GoTo.com search box on their 
sites, or to use GoTo.com’s search engine and iden- 
tify the results as “partner results.” GoTo.com would 
then split the revenues from search with them. 
GoTo.com had to pay an upfront fee to significant 
affiliates, who viewed their websites as valuable real 
estate. For example, in late 2000 GoTo.com paid 
AOL $50 million to syndicate GoTo.com’s listings 
on its sites, which included AOL, Compuserve, and 
Netscape. 

To finance its expansion, GoTo.com raised some 
$53 million in venture capital funding—a relatively 
easy proposition in the heady days of the dot-com 
boom. In June 1999, GoTo.com raised another $90 
million through an IPO.’ 

GoTo.com launched its service in June 1998 with 
just fifteen advertisers. Initially GoTo.com was pay- 
ing more to acquire traffic than it was earning from 
click-through ad revenue. According to its initial IPO 
filing, in its first year of operation, GoTo.com was 
paying 5.5 cents a click to acquire traffic from Mi- 
crosoft’s MSN sites, and around 4 cents a click to ac- 
quire traffic from Netscape. The average yield from 
this traffic, however, was still less than the cost of ac- 
quisition, resulting in red ink, not an unusual situa- 
tion for a dot-com in the 1990s. 

However, the momentum was beginning to shift 
toward the company. As traffic volumes grew, and as 


advertisers began to understand the value of key- 
words, yields improved. By early 1999 the price of 
popular keywords was starting to rise. The highest 
bidder for the keyword “software” was 59 cents a click, 
“books” was 38 cents a click, “vacations” 36 cents a 
click, and “porn,” the source of so much spam, 28 
cents a click.!° 

The turning point was the AOL syndication deal 
signed in September 2000. Prior to signing with 
AOL, GoTo.com was reaching 24 million users 
through its affiliates. After the deal, it was reaching 60 
million unique users, or some 75% of the U.S. Inter- 
net audience (AOL itself had 23 million subscribers, 
CompuServe 3 million, and Netscape—which was 
owned by AOL—another 31 million registered 
users).!! With over 50,000 advertisers now in its net- 
work and a large audience pool, both keyword prices 
and click-through rates increased. GoTo.com turned 
profitable shortly after the AOL deal was put into ef- 
fect. In 2001, the company earned net profits $20.2 
million on revenues of $288 million. In 2002 it 
earned $73.1 million on revenues of $667.7 million, 
making it one of the few dot-com companies to 
break into profitability. 

In 2001, GoTo.com changed its name to Over- 
ture Services. The name change reflected the results 
of a strategic shift. By 2001, the bulk of revenues 
were coming from affiliate sites, with the GoTo.com 
website garnering only 5% of the company’s total 
traffic.!? Still, the fact that GoTo.com had its own 
website that was in effect competing with traffic 
going to affiliates created potential channel conflict. 
Many in the company feared that channel conflict 
might induce key affiliates, such as AOL, to switch 
their allegiance. After much internal debate, the 
company decided to phase out the GoTo.com web- 
site, focusing all of its attention on the syndication 
network. 

Around the same time, Bill Gross apparently 
talked to the founders of another fast-growing search 
engine, Google, about whether they would be inter- 
ested in merging the two companies. At the time 
Google had no business model. Gross was paying at- 
tention to the fast growth of traffic going to Google’s 
website. He saw a merger as an opportunity to join a 
superior search engine with Overture’s advertising 
and syndication network (the company was still 
using Inktomi’s search engine). The talks stalled, 
however, reportedly because Google’s founders 
stated that they would never be associated with a 


company that mixed paid advertising with organic 
results.!? 

Within months, however, Google had introduced 
its own advertising service using a pay-for-click model 
that looked very similar in conception to Overture’s. 
Overture promptly sued Google for patent infringe- 
ment. To make matters worse, in 2002 AOL declined to 
renew its deal with Overture and instead switched to 
Google for search services. 

By 2003 it was clear that although still growing 
and profitable, Overture was losing traction to Google 
(Overture’s revenues were on track to hit $1 billion 
in 2003, and the company had 80,000 advertisers in 
its network).'4 Moreover, Overture was invisible to 
many of its users, who saw the service as a part of the 
offering of affiliates, many of whom were powerful 
brands in their own right, including Yahoo and MSN. 
Yahoo and Microsoft were also waking up to the 
threat posed by Google. Realizing that paid search 
was becoming a highly profitable market, both 
began to eye Overture to jump-start their own paid 
search services. While Microsoft apparently decided 
to build its own search engine and ad service from 
scratch, Yahoo decided to bid for Overture. In June 
2003, a deal was announced, with Overture being 
sold to Yahoo for $1.63 billion in cash. The payday 
was a bitter sweet one for Bill Gross. IdeaLab had 
done very well out of Overture, but Gross couldn't 
help but feel that a bigger opportunity had slipped 
through his fingers and into the palms of Google’s 
founders. 

As for the patent case, this settled in 2004 when 
Google agreed to hand over 2.7 million shares to 
Yahoo. This represented about 1% of the outstanding 
stock, which at the time was valued at $330. Today 
the value of those shares is closer to $1 billion.!° 


Google Rising 

Google started as a research project undertaken by 
Larry Page while he was a computer science PhD stu- 
dent at Stanford in 1996. Called BackRub, the goal of 
the project was to document the link structure of the 
Web. Page had observed that while it was easy to fol- 
low links from one page to another, it was much more 
difficult to discover links back. Put differently, just by 
looking at a page, it was impossible to know who was 
linking to that page. Page reasoned that this might be 
very important information. Specifically, one might 
be able to rank the value of a webpage by discovering 
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which pages were linking to it, and if those pages were 
themselves linked to by many other pages. 

To rank pages, Page knew that he would have to 
send out a web crawler to index pages and archive 
links. At this point, another PhD student, Sergey 
Brin, became involved in the project. Brin, a gifted 
mathematician, was able to develop an algorithm 
that ranked webpages according not only to the 
number of links into that site, but also the number of 
links into each of the linking sites. This methodology 
had the virtue of discounting links from pages that 
themselves had few, if any, links into them. 

Brin and Page noticed that the search results gen- 
erated by this algorithm were superior to those re- 
turned by AltaVista and Excite, both of which often 
returned irrelevant results, including a fair share of 
spam. They had stumbled onto the key ingredient for 
a better search engine—rank search results according 
to their relevance using a back-link methodology. 
Moreover, they realized that the bigger the Web got, 
the better the results would be. 

With the basic details of what was now a search 
engine worked out, Brin and Page released it on the 
Stanford website in August 1996. They christened 
their new search engine Google after googol, the term 
for the number 1 followed by 100 zeros. Early on, 
Brin and Page talked to several companies about the 
possibility of licensing Google. Executives at Excite 
took a look but passed, as did executives at Infoseek 
and Yahoo. Many of these companies were embroiled 
in the portal wars—and portals were all about ac- 
quiring traffic, not about sending it away via search. 
Search just didn’t seem central to their mission. 

By late 1998, Google was serving some 10,000 
queries a day and was rapidly outgrowing the com- 
puting resources available at Stanford. Brin and Page 
realized that to get the resources required to keep 
scaling Google, they needed capital, and that meant 
starting a company. Here Stanford’s deep links into 
Silicon Valley came in useful. Before long they 
found themselves sitting together with Andy Bech- 
tolsheim, one of the founders of another Stanford 
start-up, Sun Microsystems. Bechtolsheim watched 
a demo of Google and wrote a check on the spot for 
$100,000. 

Google was formally incorporated on September 7, 
1998, with Page as CEO and Brin as president. From 
this point on, things began to accelerate rapidly. 
Traffic was growing by nearly 50% a month, enough 
to attract the attention of several angle investors 
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(including Amazon founder Jeff Bezos), who collec- 
tively put in another million. 

That was not enough; search engines have a vora- 
cious appetite for computing resources. To run its 
search engine, Brin and Page had custom-designed a 
low-cost, Linux-based server architecture that was 
modular and could be scaled rapidly. But to keep up 
with the growth of the Web and return answers to 
search queries in a fraction of second, they needed 
ever more machines (by late 2005, the company was 
reportedly using over 250,000 Linux servers to han- 
dle more than 3,000 searches a second).!° 

To finance growth of their search engine, in early 
1999 Brin and Page started to look for venture capital 
funding. It was the height of the dot-com boom and 
money was cheap. Never mind that there was no busi- 
ness model; Google’s growth was enough to attract 
considerable interest. By June 1999, the company had 
closed its first round of venture capital financing, 
raising $25 million from two of the premier firms in 
Silicon Valley, Sequoia Capital and Kleiner Perkins 
Caufield & Byers. Just as importantly perhaps, the leg- 
endary John Doerr, one of Silicon Valley’s most suc- 
cessful investors and a Kleiner Perkins partner, took a 
seat on Google’s board. 

By late 1999, Google had grown to around forty 
employees and was serving some 3.5 million searches 
a day. However, the company was burning through 
$500,000 a month and still had no business model. It 
had some licensing deals with companies that used 
Google as their search technology, but it was not 
bringing in enough money to stem the flow of red 
ink. At this point, Google started to experiment with 
ads, but they were not yet pay-per-click ads. Rather, 
Google began selling text-based ads to clients that 
were interested in certain keywords. The ads would 
then appear on the page returning search results, but 
not in the list of relevant sites. For example, if some- 
one typed in “Toyota Corolla,” an ad would appear at 
the top of the page, above the list of links for Toyota 
Corolla cars. These ads were sold on a “cost per thou- 
sand impressions” basis. In other words, the cost of 
an ad was determined by how many people were esti- 
mated to have viewed it, not by how many clicked on 
it. It didn’t work very well. 

The management team also started to ponder 
placing banner ads on Google’s website as a way of 
generating additional revenue, but before it made that 
decision the dot-com boom imploded, the NASDAQ 
crashed, and the volume of online advertising 


dropped precipitously. Google clearly needed to fig- 
ure out a different way to make money. 


Google Gets a Business Model 


Brin and Page now looked closely at the one search 
company that seemed to be making good money, 
GoTo.com. They could see the value of the pay- 
per-click model and of auctioning off keywords, but 
there were things about GoTo.com that they did not 
like. GoTo.com would give guarantees that websites 
would be included more frequently in web crawls, 
making sure they were updated, provided that the 
owners were prepared to pay more. Moreover, the pu- 
rity of GoTo.com’s search results was biased by the de- 
sire to make money from advertisers, with those who 
paid the most being ranked highest. Brin and Page 
were ideologically attached to the idea of serving up 
the best possible search results to users, uncorrupted 
by commercial considerations. At the same time, they 
needed to make money. 

Although Bill Gross pitched the idea of GoTo.com 
teaming up with Google, Brin and Page decided to go it 
alone. They believed they could do as good a job as 
GoTo.com, so why share revenues with the company?!” 

The approach that Google ultimately settled on 
combined the innovations of GotTo.com with 
Google’s superior relevance-based search engine. Brin 
and Page had always believed that Google’s webpage 
should be kept as clean and elegant as possible— 
something that seemed to appeal to users. Moreover, 
they knew that users valued the fact that Google 
served up relevant search results that were unbiased 
by commercial considerations. The last thing they 
wanted to do was alienate their rapidly growing user 
base. So they decided to place text-based ads on the 
right-hand side of a page, clearly separated from 
search results by a thin line. 

Like GoTo.com, they decided to adopt a pay-per- 
click model. Unlike GoTo.com, Brin and Page de- 
cided that in addition to the price an advertiser had 
paid for a keyword, ads should also be ranked ac- 
cording to relevance. Relevance was measured by 
how frequently users clicked on ads. More popular 
ads rose to the top of the list, less popular ones fell. In 
other words, Google allowed their users to rank ads. 
This had a nice economic advantage for Google, since 
an ad that is generating $1.00 a click but is being 
clicked on three times as much as an ad generating 
$1.50 a click would make significantly more money 


for Google. It also motivated advertisers to make sure 
that their ads were appealing. 

The system that Google used to auction off key- 
words was also different in detail from that used by 
GoTo.com. Google used a Vickery second price auc- 
tion methodology. Under this system, the winner 
pays only 1 cent more than the bidder below it. Thus 
if there are bids of $1, 50 cents, and 25 cents for a key- 
word, the winner of the top place pays just 51 cents, 
not $1, the winner of the second place 26 cents, and so 
on. The auction is nonstop, with the price for a key- 
word rising or falling depending on bids at each mo- 
ment in time. Although the minimum bid for a key- 
word was set at 5 cents, most were above that, and the 
range was wide. One of the most expensive search 
terms was reputed to be “mesothelioma,” a type of 
cancer caused by exposure to asbestos. Bids were 
around $30 per click! They came from lawyers vying 
for a chance to earn lucrative fees by representing 
clients in suits against asbestos producers.!® 

While developing this service, Google continued 
to grow like wildfire. In mid-2000, the service was 
dealing with 18 million search queries a day and the 
index surpassed 1 billion documents, making it by 
far the largest search engine on the Web. By late 2000, 
when Google introduced the first version of its new 
service, which it called AdWords, the company was 
serving up 60 million search queries a day—giving it 
a scale that GoTo.com never came close to achieving. 
In February 2002, Google introduced a new version 
of AdWords that included for the first time the full 
set of pay-per-click advertising, keyword auctions, 
and advertising links ranked by relevance. Sales im- 
mediately started to accelerate. Google had hit on the 
business model that would propel the company into 
the big league. 

In 2003, Google introduced a second product, 
AdSense. AdSense allows third-party publishers large 
and small to access Google’s massive network of ad- 
vertisers on a self-service basis. Publishers can sign 
up for AdSense in a matter of minutes. AdSense then 
scans the publisher’s site for content and places con- 
textually relevant ads next to that content. As with 
AdWords, this is a pay-per-click service, but with Ad- 
Sense Google splits the revenues with the publishers. 
In addition to large publishers, such as online news 
sites, AdSense has been particularly appealing to 
many small publishers, such as webloggers. Small 
publishers find that by adding a few lines of code to 
their sites, they can suddenly monetize their content. 
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However, many advertisers feel that AdSense is not as 
effective as AdWords in driving traffic to their sites. 
Google allowed advertisers to opt out of AdSense in 
2004. Despite this, AdSense has also grown into a re- 
spectable business, accounting for 15% of Google’s 
revenues in 2005, or close to $1 billion. 


Google Grows Up 


Between 2001 and 2006 Google changed in a num- 
ber of ways. First, in mid-2001 the company hired a 
new CEO, Eric Schmidt, to replace Larry Page. 
Schmidt had been the chief technology officer of 
Sun Microsystems and then CEO of Novell. Schmidt 
was brought on to help manage the company’s 
growth with the explicit blessing of Brin and Page. 
Both Brin and Page were still in their twenties, and 
the board felt it needed a “grownup” who had run a 
large company to help Google transition to the next 
stage (Google turned a profit the month after 
Schmidt joined). Brin and Page became the presi- 
dents of technology and products, respectively. 
When Schmidt was hired, Google had over two hun- 
dred employees and was handling over 100 million 
searches a day. 

According to knowledgeable observers, Schmidt, 
Brin, and Page act as a triumvirate, with Brin and 
Page continuing to exercise a very strong influence 
over strategies and policies at Google. Schmidt may 
be CEO, but Google is still very much Brin and Page’s 
company.’ Working closely together, the three drive 
the development of a set of values and an organiza- 
tion that have come to define the uniquely Google 
way of doing things. 


Vision and Values 


As Google’s growth started to accelerate, there was 
concern that rapid hiring would quickly dilute the 
vision, values, and principles of the founders. In 
mid-2001, Brin and Page gathered a core group of 
early employees and asked them to come up with a 
policy for ensuring that the company’s culture did not 
fracture as the company added employees. From this 
group, and subsequent discussions, emerged a vision 
and list of values that have continued to shape the evo- 
lution of the company. These were not new; rather, 
they represented the formalization of principles that 
Brin and Page felt they had always adhered to. 

The central vision of Google is to organize the 
world’s information and make it universally acceptable 
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and useful.2° The team also articulated a set of ten 
core philosophies (values), which are now listed on its 
website.?! Perhaps the most significant, and certainly 
the most discussed of these values, is captured by the 
phrase “don’t be evil.” The central message underlying 
this phrase was that Google should never compro- 
mise the integrity of its search results. Google would 
never let commercial considerations bias its rankings. 
“Don’t be evil? however, has become more than that at 
Google; it has become a central organizing principle 
of the company, albeit one that is far from easy to im- 
plement. Google got positive press from libertarians 
when it refused to share its search data with the U.S. 
government, which wanted the data to help fight child 
porn. However, the same constituency reacted with 
dismay when the company caved into the Chinese 
government and removed from its Chinese service of- 
fending results for search terms such as “human 
rights” and “democracy”! Brin justified the Chinese 
decision by saying that “it will be better for Chinese 
web users, because ultimately they will get more in- 
formation, though not quite all of it.”?2 

Another core value at Google is “focus on the user, 
and all else will follow.” In many ways, this value cap- 
tures what Brin and Page initially did. They focused on 
giving the user the best possible search experience— 
highly relevant results, delivered with lightening speed 
to an uncultured and elegant interface. The value also 
reflects a belief at Google that it is okay to deliver value 
to users first, and then figure out the business model 
for monetizing that value. This belief seems to reflect 
Google’s own early experience. 

Yet another key principle, although it is not one 
that is written down anywhere, is captured by the 
phrase “launch early and often.” This seems to under- 
pin Google’s approach to product development. 
Google has introduced a rash of new products over 
the last few years, not all of which were initially all 
that compelling, but through rapid upgrades, it has 
subsequently improved the efficacy of those products. 

Google also prides itself on being a company 
where decisions are data driven. Opinions are said to 
count for nothing unless they are backed up by hard 
data. It is not the loudest voice that wins the day in 
arguments over strategy, it is the data. In some meet- 
ings, people are not allowed to say “I think... ,” but 
instead must say, “The data suggests . . .”7 

Finally, Google devotes considerable resources 
to making sure that its employees are working in a 


supportive and stimulating environment. To quote 
from the company’s website: 


Google Inc. puts employees first when it comes to 
daily life in our Googleplex headquarters. There 
is an emphasis on team achievements and pride 
in individual accomplishments that contribute to 
the company’s overall success. Ideas are traded, 
tested and put into practice with an alacrity that 
can be dizzying. Meetings that would take hours 
elsewhere are frequently little more than a con- 
versation in line for lunch and few walls separate 
those who write the code from those who write 
the checks. This highly communicative environ- 
ment fosters a productivity and camaraderie 
fueled by the realization that millions of people 
rely on Google results. Give the proper tools to a 
group of people who like to make a difference, 
and they will.”4 


Organization 


By all accounts, Google has a flat organization. In 
November 2005, Google had one manager for every 
20 line employees. At times, the ratio has been as 
high as 1:40. For a while, one manager had 180 direct 
reports.*> The structure is reportedly based on teams. 
Big projects are broken down and allocated to small 
tightly focused teams. Hundreds of projects may be 
going on at the same time. Teams often throw out 
new software in six weeks or less and look at how 
users respond hours later. Google can try a new user 
interface, or some other tweak, with just 0.1% of its 
users and get massive feedback very quickly, letting it 
decide a project’s fate in weeks.”° 

One aspect of Google’s organization that has 
garnered considerable attention is the company’s 
approach toward product development. Software 
engineers are expected to spend 20% of their time 
on something that interests them, away from their 
main jobs. Seemingly based on 3M’s famous 15% 
rule, Google’s 20% rule is designed to encourage cre- 
ativity. The company has set up forums on its internal 
network where anyone can post ideas and discuss 
them. Like 3M, Google has set up a process by which 
projects coming out of 20% time can be evaluated, 
receive feedback from peers, and ultimately garner 
funding. Marissa Myer, one of Google’s early em- 
ployees, acts as a gatekeeper, helping to decide when 
projects are ready to be pitched to senior manage- 
ment (and that typically means Brin and Page). Once 


in front of the founders, advocates have twenty min- 
utes, and no more, to make their pitch.?” 

One of the early products to come out 20% time 
was Google News, which returns news articles ranked 
by relevance in response to a keyword query. Put the 
term “oil prices” into Google News, for example, and 
the search will return news dealing with changes in 
oil prices, with the most relevant at the top of the list. 
A sophisticated algorithm determines relevance on a 
real-time basis by looking at the quality of the news 
source (the New York Times, for instance, rates higher 
than local news papers), publishing date, the number 
of other people who click on that source, and nu- 
merous other factors. The project was initiated by 
Krishna Bharat, a software engineer from India, who 
in response to the events of September 11, 2001, had 
a desire to learn what was being written and said 
around the world. Two other employees worked 
with Bharat to construct a demo that was released 
within Google. Positive reaction soon got Bharat in 
front on Brin and Page, who, impressed, gave the 
project a green light, and Bharat started to work on 
it full time.”® 

Another feature of Google’s organization is its 
hiring strategy. Like Microsoft, Google has made a 
virtue out of hiring people with high IQs. The hiring 
process is very rigorous. Each prospect has to take an 
“exam” to test his or her conceptual abilities. This is 
followed by interviews with eight or more people, each 
of whom rates the applicant on a 1-to-4 scale (4 being 
“T would hire this person”). Applicants also undergo 
detailed background checks to find out what they are 
like to work with. Reportedly, some brilliant prospects 
don’t get hired when background checks find out that 
they are difficult to work with. In essence, all hiring 
at Google is by committee, and while this can take 
considerable time, the company insists that the effort 
yields dividends. 

While accounts of Google’s organization and cul- 
ture tend to emphasize their positive aspects, not 
everyone has such a sanguine view. Brain Reid, who 
was recruited into senior management at Google in 
2002 and fired two years later, told author John 
Battelle, “Google is a monarchy with two kings, Larry 
and Sergey. Eric is a puppet. Larry and Sergey are 
arbitrary, whimsical people. ... [T]hey run the com- 
pany with an iron hand. ... Nobody at Google from 
what I could tell had any authority to do anything of 
consequence except Larry and Sergey.””? According 
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to Battelle, several other former employees made 
similar statements to him. 


The IPO 


As Google’s growth started to accelerate, the ques- 
tion of if and when to undertake an IPO became 
more pressing. There were two obvious reasons for 
doing an IPO: gaining access to capital and provid- 
ing liquidity for early backers and the large number 
of employees who had equity positions. On the 
other hand, from 2001 onwards the company was 
profitable, generating significant cash flows, and 
could fund its expansion internally. Moreover, man- 
agement felt that the longer it could keep the details 
of what was turning out to be an extraordinarily 
successful business model private, the better. In the 
end, the company’s hand was forced by an obscure 
SEC regulation that required companies that give 
stock options to employees to report as if they were a 
public company by as early as April 2004. Realizing 
that the cat would be out of the bag anyway, Google 
told its employees in early 2004 that it would go 
public. 

True to form, Google flouted Wall Street tradition 
in the way it structured its IPO. The company decided 
to auction off shares directly to the public using an 
untested and modified version of a Dutch auction, 
which starts by asking for a high price and then low- 
ers it until someone accepts. Two classes of shares 
were created, Class A and B, with Class B shares hav- 
ing ten times the votes of Class A shares. Only Class A 
shares were auctioned off. Brin, Page, and Schmidt 
were holders of Class B shares. Consequently, al- 
though they would own one-third of the company 
after the IPO, they would control 80% of the votes. 
Google also announced that it would not provide 
regular financial guidance to Wall Street financial an- 
alysts. In effect, Google had thumbed its nose at Wall 
Street. 

The controversial nature of the IPO, however, was 
overshadowed by the first public glimpse of Google’s 
financials, which were contained in the offering doc- 
ument. They were jaw-dropping. The company had 
generated revenues of $1.47 billion in 2003, an in- 
crease of 230% over 2002. Google earned net profits 
of $106 million in 2003, but accountants soon fig- 
ured out that the number was depressed by certain 
one-time accounting items, and that cash flow in 
2003 had been over $500 million! 
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Google went public on August 19, 2004, at $85 a 
share. The company’s first quarterly report showed 
sales doubling over the prior year, and by November 
the price was $200. 

In September 2005, with the stock close to $300 a 
share, Google undertook a secondary offering, selling 
14 million shares to raise $4.18 billion. With positive 
cash flow adding to this, by June 2006 Google was sit- 
ting on almost $10 billion in cash and short-term in- 
vestments, prompting speculation as to the com- 
pany’s strategic intentions. 


Strategy 


Since 2001, Google has endeavored to keep enhanc- 
ing the efficacy of its search engine, improving the 
search algorithms, and investing heavily in comput- 
ing resources. The company has branched out from 
being a text-based search engine. One strategic thrust 
has been to extend search to as many digital devices 
as possible. Google started out on personal comput- 
ers, but can now be accessed through PDAs and cell 
phones. A second strategy has been to widen the 
scope of search to include different sorts of informa- 
tion. Google has pushed beyond text into indexing 
and now offers searches of images, news reports, 
books, maps, scholarly papers, blogs, a shopping net- 
work (Froogle), and, in 2006, videos. Google Desk- 
top, which searches files on a user’s PC, also fits in 
with this schema. However, not all of these new 
search formats have advertising attached to them (for 
example, images and scholarly papers do not include 
sponsored links, while maps and book searches do). 

Not all of this has gone smoothly. Book publish- 
ers have been angered by Google’s book project, 
which seeks to create the world’s largest searchable 
digital library of books by systematically scanning 
books from the libraries of major universities (for ex- 
ample, Stanford). The publishers have argued that 
Google has no right to do this without first getting 
permission from the publishers, and is violating 
copyright by doing so. Several publishers have filed a 
complaint with the U.S. District Court in New York. 
Google has responded that users will not be able to 
download entire books and that, in any event, creat- 
ing an easy-to-use index of books is fair use under 
copyright law and will increase the awareness and 
sales of books, directly benefiting copyright holders. 
On another front, the World Association of Newspaper 
Publishers has formed a task force to examine the ex- 
ploitation of content by search engines.°” 


Over the last four years, Google has introduced a 
rash of product offerings that do not have a strong 
affinity with the company’s search mission. Many of 
these products grew out of the company’s new prod- 
uct development process. They include free email 
(Gmail) and online chat programs; a calendar; a blog 
site (Blogger); a social networking site (Orkut); fi- 
nance site (Google Money); a service for finding, ed- 
iting, and sharing photos (Picasa); and plans to offer 
citywide free WiFi networks. 

Google has also introduced two new web-based 
products that seem aimed squarely at Microsoft’s Of- 
fice franchise. In March 2006, the company acquired a 
word-processing program, Writely. This was quickly 
followed by the introduction of a spreadsheet program, 
Google Spreadsheets. These products have the look 
and feel of Microsoft Word and Excel, respectively. 
Both products are designed for online collaboration. 
They can save files in formats used by Microsoft 
products, although they lack the full feature set of 
Microsoft’s offerings. 

In July 2006, Google introduced a product to 
compete with PayPal, a web-based payment system 
owned by the online auction giant, eBay. Google’s 
product, known as Checkout, offers secure online 
payment functionality for both merchants and con- 
sumers. For merchants, the fee for using Checkout is 
being priced below PayPal’s. Moreover, Checkout is 
being integrated into Google’s AdWords product, so 
merchants who participate will be highlighted in 
Google’s search results. In addition, merchants who 
purchase Google’s search advertising will get a dis- 
count on processing fees. According to one analysis, a 
merchant with monthly sales of $100,000 that uses 
Checkout and AdWords stands to reduce its transac- 
tion costs by 28%, or $8,400 a year. If it uses just 
Checkout, it will reduce its transaction costs by 4%, or 
$1,200 a year.*! However, with 105 million accounts 
in mid-2006, PayPal will be difficult to challenge. 

Google’s track record with new product offerings 
has been mixed. In mid-2006, two years after its in- 
troduction, Gmail generated 25% of the traffic of 
email on Yahoo and MSN. Also in mid-2006, Froogle 
was ranked number 8 among shopping networks; 
Google Talk was ranked 10 in the world, with 2% of 
the users of market leader MSN. After two years, 
Orkut had just 1% of the visitors of market leader 
MySpace. Google Maps and Google News, both seen 
as successful, were the number 2 offerings in their 
competitive space behind Map Quest and Yahoo 


News, respectively. Google Finance had a tiny market 
share, way behind market leader Yahoo, although it 
was only three months old in mid-2006.°? 

Some analysts have questioned the logic behind 
Google’s new product efforts. One noted that “Google 
has product ADD. They don’t know why they are get- 
ting into all of these products. They have fantastic 
cash flow, but terrible discipline on products.”*? An- 
other has accused Google of having an insular culture 
and argued that “neither Froogle [nor] Google’s travel 
efforts has gained any traction, at least partly because 
of Google’s tendency to provide insufficient support 
to its ecosystem partners and its habit of acting in an 
independent, secretive manner.’*4 However, others 
argue that Google has been successful in upgrading 
the quality of its new offerings, and that several prod- 
ucts that were once laggards, such as Google News, 
are now the best in breed.°° 

Google has also entered into several partnership 
agreements. In late 2005, Google renewed its three- 
year-old pact to provide search engine services to 
AOL. In addition, however, AOL agreed to make more 
AOL content available to Google users. To support the 
partnership, Google invested $1 billion in AOL for a 
5% stake in the company. At the time, it was reported 
that Microsoft was also negotiating with AOL on a 
similar deal, but Google’s offer was apparently more 
compelling to Time Warner management. 

In mid-2006, Google inked a deal with Fox Inter- 
active under which Google will provide advertising 
across Fox’s online network, including Fox’s market- 
leading social networking service, MySpace (social 
networking sites let users post diaries, pictures, videos, 
and music to share with friends online). MySpace is 
the dominant enterprise in the social networking field 
with some 100 million registered users and continues 
to grow rapidly. Google will be the exclusive provider 
of search service to Fox Interactive and will have the 
right of first refusal on display advertising. To get ac- 
cess to MySpace, Google committed itself to making 
minimum payments of $900 million by 2010.*° 

In another mid-2006 partnership agreement, 
Google announced that it had reached a deal with 
Dell Computer under which Dell would preload 
Google software onto all of its systems, including 
Google’s desktop search product and toolbar, along 
with a cobranded Internet homepage. Google’s search 
would also be set as the default on Dell machines. 

On the acquisition front, until recently Google 
stuck to purchasing small technology firms. This 
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changed in October 2006 when Google announced 
that it would purchase YouTube for $1.64 billion in 
stock. YouTube is a simple, fun website to which any- 
body can upload video clips in order to share them. 
By October 2006, some 65,000 video clips were being 
uploaded every day and 100 million were being 
watched. Like Google in its early days, YouTube has 
no business model. The thinking is that Google will 
find ways to sell advertising that is linked to video 
clips on YouTube. Google’s financial resources will 
also help YouTube to grow, and the company’s legal 
strengths will aid YouTube in a looming battle with 
copyright holders, many of whom object, not sur- 
prisingly, to their material being uploaded onto 
YouTube without their permission.*” 


The Search Economy in 2006 


There is an old adage in advertising that half of all the 
money spent on advertising is wasted—advertisers 
just don’t know which half. Estimates suggest that 
out of worldwide advertising spending of some $428 
billion in 2006, a staggering $220 billion will be 
wasted ($112 billion in the United States) because the 
wrong message is sent to the wrong audience.** The 
problem is that traditional media advertising is indis- 
criminate. Consider a thirty-second ad spot on broad- 
cast TV. Advertisers pay a rate for such a spot called 
CPM (costs per thousand, the M being the Roman 
numeral for thousand). The CPM is based on esti- 
mates of how many people are watching a show. 
There are numerous problems with this system. The 
estimates of audience numbers are only approxima- 
tions at best. The owners of the TV may have left the 
room while the commercials are airing. They may be 
channel surfing during the commercial break, nap- 
ping, or talking on the telephone. The viewer may 
not be among the intended audience—a Viagra com- 
mercial might be wasted on a teenage girl, for exam- 
ple. Or the household might be using a TiVo or a 
similar digital video recorder that skips commercials. 

By contrast, new advertising models based on 
pay-for-click are more discriminating. Rather than 
sending out ads to a large audience, only a few of 
whom will be interested in the products being adver- 
tised, consumers select search-based ads. They do 
this twice—first, by entering a keyword in a search 
engine, and second, by scanning the search results as 
well as the sponsored links and clicking on a link. In 
effect, potential purchasers pull the ads toward them 
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through the search process. Advertisers pay only when 
someone clicks on their ad. Consequently, the conver- 
sion rate for search-based ads is far higher than the 
conversion rate for traditional media advertising. 

Moreover, traditional advertising is so wasteful 
that most firms only advertise 5 to 10% of their 
products in the mass media, hoping that other prod- 
ucts will benefit from a halo effect. In contrast, the 
targeted nature of search-based advertising makes it 
cost effective to advertise products that sell only in 
small quantities. In effect, search-based Internet ad- 
vertising allows producers to exploit the economics 
of the long tail. Pay-for-click models also make it 
economical for small merchants to advertise their 
wares on the Web. 


The Growth Story 


Powered by the rapid growth of search-based pay- 
for-click advertising, total global advertising spend- 
ing on the World Wide Web was predicted to total 
$26.5 billion in 2006, up from $15.5 billion in 2004. 
By 2008, total World Wide Web ad spending could hit 
$40.6 billion (see Exhibit 1). In 2004, some 62% of 
this spending was in the United States. By 2008, the 
figure in the United States is still expected to account 
for 58% of the total.*? 

Some view the growth figures as conservative given 
that web advertising is still underrepresented. Esti- 
mates suggest that all web advertising in the United 
States accounted for about 6% of total advertising 
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spending in 2005, even though consumers spent some 
23% of their media time online.*° Moreover, search is 
still growing at a rapid rate. In the second quarter of 
2006, search engines dealt with 19.89 billion queries, 
up 30% from the same period a year earlier.*! 

Google has been the main beneficiary of this 
trend. In June 2006, Google was the dominant 
search engine in the United States with a 44.7% 
share of all searches. Yahoo was second with a 
28.5% share, and Microsoft’s MSN third with 12.8% 
share (see Exhibit 2).47 Google’s share of total U.S. 
paid search advertising was even larger, and was 
forecasted to hit 57.2% in 2006, up from 18.4% in 
2001 (see Exhibit 3).4* Google’s lead also seemed to 
be accelerating. The company handled 8.75 billion 
queries in the second quarter of 2006, up 55% froma 
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year earlier. Yahoo’s search queries were up 21% over 
the same period, and MSN’s just 8%.** 

While search traffic volumes and online advertis- 
ing revenues are growing, there are signs that the av- 
erage bid price for keywords is declining, reflecting 
increased competition. On June 30, 2006, the average 
bid price was $1.27 per keyword, down from $1.43 at 
the end of 2005 and a high of $1.93 a word in April 
2005. 

Google’s rise is reflected in its significant share of 
all Internet traffic. By mid-2006, Google’s websites 
had the fourth largest unique audience on the Web, 
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close behind the longer established portal sites main- 
tained by Microsoft (MSN), Yahoo, and Time Warner 
(AOL), respectively (see Exhibit 4).4° 

One blemish in the growth story has been con- 
cern over click fraud. Click fraud occurs whenever a 
person or computer program clicks on an ad to gen- 
erate a fake or improper charge per click. Perpetra- 
tors of click fraud set up bogus websites and contract 
with a search company like Google to place search 
ads on them. Then they use computer programs and 
anonymous proxy servers to create the illusion that 
visitors are clicking on the ads, resulting in charges to 
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the advertiser, which as an affiliate site they then split 
with Google. The fraud perpetrators and search en- 
gine gain from this action; the advertisers lose. Early 
estimates suggest that click fraud was running as 
high as 20% of all clicks, but more recent estimates 
suggest that the figures are much lower, perhaps only 
5%. Nevertheless, click fraud remains a problem. To 
deal with this, some search engines are mulling over a 
“cost-per-action” business model, in which an adver- 
tiser pays only when a potential customer does some- 
thing that signals genuine interest, such as placing an 
item into an online shopping cart, filling out a form, 
or making a purchase.*” 


Google’s Competitors 


Google’s most significant competitors are Yahoo and 
Microsoft’s MSN, respectively. As paid search has 
grown, all three have increased their investment in 
search (see Exhibit 5).48 Both Yahoo and Microsoft 
are playing catch-up, trying to improve their search 
engine technology and gain market share at the ex- 
pense of Google. 

Until 2004, when Yahoo purchased Overture, the 
company used Google’s search technology. In 2005, 
Yahoo announced that it was making a major invest- 
ment in its search engine technology to increase it 
monetization of search. Driving this investment were 
estimates that Google generated between 30% and 
50% more revenue per search than Yahoo. About 
one-third of the higher search revenue was due to a 
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higher price per click on Google, and two-thirds was 
due to higher click-through rates, as consequence of 
Google’s superior search engine ranking model.” 
The goal of Yahoo’s search engine upgrade, known as 
Project Panama, is to shift from advertising results 
based on maximum bid price (the old Overture 
model), to results based on a series of factors, includ- 
ing relevancy. The new search engine was meant to 
be introduced in the third quarter of 2006, but in July 
2006 Yahoo announced that introduction would be 
delayed until later in the year, or possibly early 2007. 
On the other hand, Yahoo is expected to benefit from 
a rise in online brand advertising. Yahoo is the leader 
in providing brand-building graphical video and dis- 
play ads, an area in which Google is weak. 

Microsoft too, has been investing heavily in its on- 
line search capabilities. In May 2006, after two years in 
development, Microsoft introduced AdCenter, a plat- 
form that will ultimately enable advertisers to place 
ads everywhere, from search results and webpages to 
videos games, cell phones, and Internet-connected 
TV. Prior to AdCenter, Microsoft had been buying ad 
services from Yahoo. With AdCenter, Microsoft will 
attempt to leverage its array of platform assets, in- 
cluding Xbox Live, MSN, Windows Mobile, Microsoft 
TV, MediaCenter, Windows Live, and Microsoft 
Office Live. Microsoft’s goal is to link users and adver- 
tisers together across all these platforms. In the mid- 
dle will sit AdCenter, which is intended to work as the 
advertising engine. The first version of AdCenter, 
however, is limited to placing text ads on search result 
pages. Microsoft is attempting to differentiate AdCen- 
ter by providing advertisers with demographic and 
behavioral data that should help them to place their 
ads and result in a higher click-through rate.>° 

In addition to AdCenter, Microsoft is working on 
upgrading its own search engine capabilities. Known 
as Windows Live Search, which went into testing in 
late 2006 and will allow users to search the Web, their 
own desktops, and corporate databases from one in- 
terface. A goal of the service is to help users to find 
intelligent answers to their questions. 

However, for all of its capabilities and investments, 
Microsoft has significant ground to make up in the 
search economy. Not only is it trailing Google and 
Yahoo by a wide margin, but recent data suggest that 
MSN has the lowest conversion rate of homepage use 
to primary searching—less than one-third of MSN 
homepage users also use MSN for their search needs, 
compared to over 40% at Yahoo and 60% at Google.>! 


Looking Forward 


With online advertising predicted to grow strongly, 
Google seems to be in the driver’s seat. It has the 
largest market share in search, enjoys the greatest 
name recognition, and is capturing a proportionately 
greater share of search-based advertising than its rivals. 

However, Microsoft and Yahoo cannot be dis- 
missed. Will they be able to leverage their substantial 
assets and capabilities to gain ground on Google? As 
for Google, what is its long-term game plan? Recent 
strategic moves suggest that it is attempting to ex- 
pand beyond search, but where will this take the 
company, and what does that mean for other Internet 
companies? 
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This case was prepared by Gareth R. Jones, Texas A&M University. 


yo is the world’s best-known interactive web 
portal or entryway onto the World Wide Web 
(WWW). It averaged over 144 million page views per 
day in 2006, when it earned $2 billion on revenues of 
$6.4 billion. Today, Yahoo employs over 11,000 people, 
but the portal has its origins in the website directory 
created as a hobby by its two founders, David Filo 
and Jerry Yang. Filo and Yang, who were two PhD 
candidates in electrical engineering at Stanford Uni- 
versity, wanted a quick and easy way to remember 
and revisit the websites they had identified as the best 
and most useful from the hundreds of thousands of 
sites that were quickly appearing on the WWW in the 
early 1990s. They soon realized that as the list of their 
favorite websites grew longer and longer, the list 
began to lose its usefulness since they had to look 
through a longer and longer list of URLs, or website 
addresses, to find the specific site they wanted. So to 
reduce their search time, Filo and Yang decided to 
break up their list of websites into smaller and more 
manageable categories according to their specific 
content or subject matter, such as sports, business, 
or culture. In April 1994, they published their web- 
site directory, “Jerry's Guide to the WWW,’ for their 
friends to use. Soon hundreds, then thousands, of 
people were clicking on their site because it saved 
them time and effort to identify the most useful 
sites. 


Copyright © 2007 by Gareth R. Jones. This case was prepared by 
Gareth R. Jones as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Gareth R. Jones. All rights 
reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the 
company’s stock symbol, and download the latest company report 
from its homepage. 
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As they continued to develop their directory, Filo 
and Yang found that each of the directory’s subject 
categories also became large and unwieldy to search, 
so they further divided the categories into subcate- 
gories. Now, their directory organized websites into a 
hierarchy, rather than a searchable index of pages, so 
they renamed their directory “Yahoo,” supposedly 
short for “Yet Another Hierarchical Officious Ora- 
cle.” and Yahoo’s hierarchical search directory was 
born. However, Filo and Yang insist they selected the 
name because they liked the word’s general meaning 
as originated by Jonathan Swift in Gulliver’s Travels as 
someone or something that is “rude, unsophisticated, 
and uncouth.” As their directory grew, they realized 
they could not possibly identify all the best sites that 
were appearing in the WWW, so they recruited 
human volunteers to help them improve, expand, 
and refine their directory and make it a more useful, 
labor-saving search device. 

By 1994, hundreds of thousands of users were vis- 
iting the site every day, and it had quickly become the 
primary search portal of choice for people using the 
Internet to find the websites that provided the most 
useful, interesting, and entertaining content. By the 
fall of 1994, the website recorded its first million 
“hits,” or Internet-user visits, per day as word of 
mouth spread about the utility of the Yahoo search di- 
rectory. Filo and Yang’s increasingly comprehensive 
directory had outgrown the limited hosting capacity 
of their Stanford University site, and they arranged to 
borrow server space from nearby Netscape. Yang and 
Filo decided to put their graduate studies on hold 
while they turned their attention to building Yahoo 
into a business. 

When they first created their directory, Filo and 
Yang had no idea they had a potential moneymaking 


business on their hands. They enjoyed surfing the 
Internet and just wanted to make it easier for others 
to do so, but by 1994 it became clear that they could 
make money from their directory if they allowed 
companies to advertise their products on the site. Be- 
cause the Internet was rapidly expanding, Filo and 
Yang realized they had to move quickly to capitalize 
on Yahoo’s popularity. Although their directory was 
the first of its kind to be up and running, they knew 
it could be imitated by other entrepreneurs. Indeed, 
competitive web-crawling search sites or “search en- 
gine” companies like AltaVista that used nonhuman 
mathematical algorithms had already emerged to 
help Internet users. The virtue of Yahoo, however, 
was that its human-powered search engine had al- 
ready done the legwork for ordinary Internet users; it 
listed sites handpicked for their usefulness, and at 
this time, these web crawlers could not match its rele- 
vant results to user queries. 

As Yahoo’s hits continued to increase, so did re- 
quests by companies to advertise on its web portal; 
and as Yahoo’s advertising revenues increased, which 
paid for the costs of hosting their online directory, 
Filo and Yang realized they had a potentially hot new 
business on their hands. Filo and Yang’s business 
model was based on generating revenues by renting 
advertising space on the pages of their fast-growing 
web directory. When a user clicked on an ad, this 
“impression,” as it is known, became a charge to the 
advertiser’s account; in general, the more impres- 
sions, the more the advertising fees. As their fledgling 
company grew and the number of user visits in- 
creased, Filo and Yang realized they had to find the 
money to pay for a sophisticated IT infrastructure to 
support their portal’s growth. They searched for 
backing from venture capitalists and soon struck a 
deal with Sequoia Capital, a Silicon Valley firm that 
had supported Apple Computer and Oracle, among 
others. Using the $2 million seed capital to build 
their company’s IT infrastructure, Filo and Yang’s 
portal continued to soar in popularity. In 1996, 
Yahoo had its initial public offering in April when it 
raised $338 million by selling 2.6 million shares at 
$13 each. 

Sequoia Capital, with its experience helping start- 
ups and new entrepreneurs, insisted that Filo and 
Yang, who had no business background, should hire 
experienced executives to take control of developing 
Yahoo’s business model. Sequoia’s partners had 
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learned that entrepreneurs often do not make good 
managers when they become responsible for running 
a company. The skills needed to be a successful man- 
ager often diverge from those necessary to notice 
opportunities and start new businesses, especially if 
entrepreneurs have technical or scientific back- 
grounds and no exposure to how businesses operate. 
Filo and Yang hired Tim Koogle, an experienced ex- 
Motorola executive with an engineering background, 
to be their chief executive officer (CEO). Jeffrey Mallett, 
an ex-Novell software manager with a marketing 
background, was hired as chief operating officer 
(COO). Filo and Yang became joint co-chairmen of 
Yahoo and both adopted the title of “Chief Yahoo.” 


Developing Yahoo’s Business Model 


Under the control of Koogle and Mallett, who both re- 
ceived a significant share of the company’s stock, the 
four executives went about building Yahoo’s business 
model. Their first step was to strengthen Yahoo’s core 
competences in marketing and advertising to increase 
revenues and fund the company’s further growth. So 
Mallett focused on recruiting marketing experts and 
building the company’s advertising function. At the 
same time, revenue growth would be driven by in- 
creasing the number of Internet users, so continuous 
improvement of Yahoo’s web directory was vital. Filo 
and Yang took overall responsibility here but hired ex- 
perts such as Srinija Srinivasan, or “Ontological 
Yahoo” as she became known in the company because 
of her crucial role in refining and developing the clas- 
sification system that is the hallmark of Yahoo’s web 
directory. She helped hire hundreds more IT software 
engineers to broaden and increase the reach and use- 
fulness of Yahoo’s directory and to manage its bur- 
geoning IT infrastructure that was being continuously 
installed and upgraded to handle the millions of re- 
quests the company was receiving each day. By 1996, 
Yahoo listed over 200,000 individual websites in over 
20,000 different categories, and hundreds of compa- 
nies had signed up to advertise their products on its 
portal to its millions of users. This, however, was just 
the beginning of their efforts. 

Another first step Koogle took was to take Yahoo’s 
business model and replicate it around the world. By 
the end of 1996, there were eighteen Yahoo portals 
operating outside the United States, and Yahoo could 
be accessed by users in twelve languages. In each 
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country, Yahoo’s portal and web directory were cus- 
tomized to the tastes and needs of local users. Because 
there was considerable overlap between countries in 
terms of global news and global websites, this also al- 
lowed Yahoo to enrich its U.S. directory and help cre- 
ate new products to appeal to its users. 

Yahoo’s success with its global operations con- 
vinced Koogle to craft a new vision of Yahoo, not as 
an Internet website directory but as a global commu- 
nication, media, and retail company whose portal 
could be used to enable anyone to connect with any- 
thing or anybody on the Internet. Koogle’s ambition 
was to transform Yahoo’s directory service into an 
intermediary that could be used not only to link 
people to information, but also as a retail conduit to 
bring together buyers and sellers, thereby facilitating 
e-commerce transactions over the WWW. In the vi- 
sion its top executives crafted, Yahoo would not only 
continue to generate increasing revenues from the 
sale of advertising space on its web directory pages, 
but it would also earn significant revenues from 
managing e-commerce transactions by taking a small 
percentage of the value of each transaction executed, 
using its portal as its fee. In 1998, Yahoo acquired the 
Internet shopping portal Viaweb and the direct mar- 
keting company Yoyodyne Entertainment to create 
its new retail shopping platform, Yahoo Stores. This 
service enabled businesses to quickly create, publish, 
and manage secure online stores to market and sell 
goods and services. After launching their stores, mer- 
chants were included in searches on Yahoo Shopping, 
which provided customers with price comparisons of 
the products they were interested in. 

To build brand awareness and make Yahoo the 
portal of choice, the company spent heavily on ad- 
vertising, using radio and television ads targeted at 
mainstream America. To make the company’s portal 
more useful to users, Koogle pioneered Yahoo's strat- 
egy of expanding the range of content and services it 
provided. Over the next decade, Yahoo continuously 
developed technology and made acquisitions that al- 
lowed users to access an increasing number of serv- 
ices such as email, instant messaging, news, stock 
alerts, personals, and job placement services using 
digital devices from conventional PCs to wireless 
laptops to eventually to hand-held smart phones. 
Yahoo also began to work with content providers 
and merchants to help them build and improve their 
online content, which in turn increased the value of 
Yahoo’s portal to users who could access the content 
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and merchants through Yahoo. Yahoo also increased 
its value to advertisers by enabling them to better 
target their advertising message to specific demo- 
graphic groups, for example, sports fans, teens, or in- 
vestors. For example, the online broker E*Trade 
heavily advertised its shopping and news services on 
Yahoo’s financial pages, in sports magazines, eBay, 
and Blockbuster. Such targeted advertising increased 
the rates at which users clicked on online ads, which 
translated into more online transactions and in- 
creased yields or returns of online advertising to 
merchants. 

The results of these strategies were spectacular. 
By the end of 1998, the company had 50 million 
unique users, up from 26 million in the prior year, and 
35 million of these were now registered Yahoo users; 
3,800 companies were advertising on Yahoo's pages, 
up from 2,600 in 1997 and 700 in 1996. By 1999, 
5,000 merchants were selling products on the Yahoo 
Shopping channel, up from 3,500 in 1998, and the 
company’s revenues had grown from $21.5 million in 
1996 to $203 million in 1998. As a result, Yahoo’s 
stock price soared from $5 a share in 1996 to a high 
of $244 a share in early 1999 near the height of the 
dot-com boom. This valued Yahoo at an incredible 
$45 billion, making Yang and Filo billionaires. 


More Content and More Presence 


To keep Yahoo’s profits growing, it was necessary to 
drive more and more users to its site. For this reason, 
Koogle’s new strategies revolved around making 
Yahoo a “megabrand” by becoming the most useful 
and well-known web portal on the Internet. Not only 
was Yahoo focused on improving its web directory, 
but it also wanted to create compelling news and en- 
tertainment content by adding more and more new 
services and features to increase its value and appeal 
to web users and so encourage them to register on its 
website. Its goal was to lock in users and increase 
their switching costs of turning to a new portal. So it 
began to increase the degree to which users could 
customize Yahoo’s pages and services to better meet 
their specific needs. For example, Yahoo’s registered 
users could customize its popular news service to 
show the specific news sections or pages in which 
they were the most interested, such as technology, en- 
tertainment, or financial news sections. In some 
areas, they could do more customization; to give one 
example, in Yahoo Finance they could also input and 


track the value of their personal stock portfolio. The 
financial page section also provides links to message 
boards where individual investors could join to discuss 
a company’s prospects. Other links connect investors 
to valuable content about the companies in their per- 
sonal stock portfolio, including news reports and 
commentary, research reports, and detailed financial 
data. Once again, this high level of customization cre- 
ates major switching costs, for having created their 
portfolios, personal pages, shopping lists, and so on, 
users are less likely to want to repeat this process at 
another web portal—unless it offers some other 
“aller application,” or compelling content. 

Yahoo worked hard to remain the web portal of 
choice by introducing new kinds of online services 
soon after other kinds of Internet companies showed 
they were popular among Internet customers. It often 
acquired well-known Internet companies to increase 
the value of its portal to users; in 1999, for example, it 
made three important acquisitions: First, it bought 
Rocketmail, an email service provider that became the 
basis for Yahoo email. Second was GeoCities, which 
provided a free web hosting service to registered users 
that allowed them to publish their own personal 
homepages containing material of their choice that 
they could share with friends and any other interested 
parties. Third, it bought Broadcast.com, an early 
leader in broadcasting streaming audio and video pro- 
gramming on the WWW. This acquisition allowed 
Yahoo to broadcast audio and video content on all its 
channels to users, in addition to ordinary text, and so 
made Yahoo’s services even more valuable to users— 
and thus to advertisers as well. Then, in 2000, Yahoo 
acquired eGroups, a free social group/mailing list 
hosting service that allowed registered users to set up 
any kind of online group of their choosing and use it 
as a forum to attract any other Internet users of their 
choice, from school groups to national hobby soci- 
eties. eGroups was used to develop and strengthen its 
successful Yahoo Groups service, which today has 
millions of registered groups of users and is a very 
popular mailing list service for all kinds of social net- 
working purposes. 

As Koogle had hoped, as the range of services 
Yahoo offered expanded, its popularity increased and it 
worked toward its goal of becoming a “one-stop shop” 
that could cater to almost every kind of service that In- 
ternet users needed—information, entertainment, and 
retail. Beyond the services just mentioned, Yahoo also 
now provided Yahoo Messenger, an instant messaging 
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client; online chat; a successful game-playing service, 
Yahoo Games; and various specialized kinds of infor- 
mation portals including online shopping but also an 
online auction service it had started up to compete 
with eBay’s successful online auction site. Its original 
directory now became just one, although an impor- 
tant one, of the services it provided. 

Most of these services were provided free to Yahoo 
users because the advertising revenues earned from 
the ads on the millions of webpages on its portal were 
the main source of its highly profitable business 
model. In addition, it earned some revenues from the 
fees it earned from joining sellers and buyers on its 
shopping and specialized retail sites. However, Yahoo 
also searched for opportunities to increase revenues 
by providing specialized, customized services to users 
for a monthly fee; for example, it established a per- 
sonals dating service, a streaming stocks quotes serv- 
ice, job hunting service, and various premium email 
and web storage options that provided users with 
more kinds of value-added solutions. All this helped 
to increase revenues and earnings. 

Indeed, the success of its strategy of bundling on- 
line services to attract ever-greater numbers of users 
became clear with Yahoo’s explosive growth. By the 
end of the 1990s, 15 million people a day were visiting 
Yahoo; it had become the most visited portal on the 
WWW. Its business model—based on the idea that 
the more services it offered, the greater the number of 
Internet users it would attract, and so the greater 
would be the advertising fees it could charge— 
seemed to be working well. In 2000, Yahoo’s stock 
price reached an astronomical height of $237.50 per 
share, giving the company a value of $220 billion. 


Big Problems Face Yahoo 


Just two years later, however, Yahoo’s stock had plum- 
meted to just $9 a share, which valued the company 
at less than $10 billion. Why? Because of the dot-com 
bust, which sent thousands of Internet companies 
into bankruptcy and caused the stock price of them 
all to fall. However, Yahoo was a dot-com power- 
house, and many analysts put some of the blame for 
the fall in its stock price (eBay’s did not fall greatly) 
on managerial mistakes at the top of the company— 
in particular, on Yahoo’s business model. 

CEO Tim Koogle had staked Yahoo’s continuing 
success on its ability to develop an increasing range 
of compelling web content and services to increase 
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visits to its portal and so increase its advertising and 
e-commerce revenues. The problem with this busi- 
ness model was that it made Yahoo’s profitability 
(and so its stock price) totally dependent on how fast 
advertising revenues increased—and of course how 
fast they fell. And the dot-com bust and the eco- 
nomic recession that followed in the early 2000s led 
to a huge decrease in the amount of money large and 
small companies were willing to spend on Internet 
advertising. As its advertising revenues plunged, 
Yahoo’s stock price plummeted because its high stock 
price was based on investors’ hopes of ever-increas- 
ing future growth. 

Moreover, it turned out that Koogle had spent far 
too much money—billions too much—to pay for 
many of Yahoo’s acquisitions such as GeoCities and 
eGroups, especially given that these companies’ profits 
were also highly dependent on Internet advertising! At 
the same time, general advances in Internet technol- 
ogy lowered the value of the acquired companies’ dis- 
tinctive competencies and their competitive advantage 
in providing a specific online service—the main reason 
why Yahoo acquired them. Technological advances were 
making it easier for new upstart dot-coms to provide 
similar kinds of specialized Internet services as Yahoo 
offered, but with new twists or killer applications. Thus, 
in the 2000s competitors like Monster.com, MySpace, 
and YouTube emerged and in a few years became domi- 
nant portals in providing a particular kind of online 
application. These portals were major threats to Yahoo 
because they siphoned off its users and so reduced ad- 
vertising revenues—which were based on the number 
of users visiting a website. 

On the search engine front, too, a new threat was 
emerging for Yahoo—the growing popularity of 
Google, a small, relatively unknown search engine 
company in 2000. In the early 2000s, it became ob- 
vious to web watchers that Google was pioneering 
advances in WWW search technology that was 
making Yahoo’s hierarchical directory classification 
obsolete. Yahoo, like other major web portals such 
as Microsoft and AOL, had not realized how the 
search function would increase so much in impor- 
tance as the breadth and depth of the WWW in- 
creased and made it increasingly difficult for users to 
locate the specific information they needed. The 
search engine that found the information users 
wanted with the least number of clicks would be the 
one that won the search engine war, and Google’s 
proprietary technology was attracting more and 
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more users by word of mouth—just as Yahoo’s direc- 
tory had grown in popularity. Yahoo had been pro- 
viding more and more kinds of online services, but 
in the process had forgotten, or lost, the reason for its 
original success. Perhaps a professional manager at 
the helm was not such a good idea in the first place? 


The Web Portal Industry 


To appreciate the problems Yahoo is facing today, it is 
necessary to understand how the incredible growth 
in the 1990s of the Internet and WWW and quickly 
advancing Internet hardware and software changed 
the function of web portals dramatically. 


Internet Service Provider Portals 


The first commercial portals were entry or access por- 
tals called Internet Service Providers (ISPs) that pro- 
vided people with a way to log onto the Internet; for 
example, companies such as CompuServe, MSN, and 
AOL offered customers email service and access to the 
WWW for time-related fees. Slow dial-up connections 
meant high monthly fees, and early on, ISPs charged 
for each email sent! Moreover, once on the WWW, 
users were hampered by the fact that there was no In- 
ternet web browser available to help them easily find 
and navigate to the thousands and then millions of 
webpages and websites that were emerging. 

Yahoo’s directory and then Netscape’s Internet 
browser, introduced in 1994, changed all this, as did 
the growth in the number of search engines available 
to help surf the Web, including early leaders AltaVista, 
Inktomi, and Infoseek. Typically, a user would con- 
nect to the Web through an access portal and then go 
to a search engine to identify websites of interest, 
which could then be bookmarked as favorites using 
Netscape’s web browser. 


Product Bundling Portals Yahoo stole the lead from 
AltaVista with its advanced search directory, and this 
began the second phase of portal development, the 
product bundling or aggregation phase, as companies 
like Yahoo, AOL, MSN, and many other now defunct 
web portals began to compete to attract Internet users 
and become the portal of choice—to obtain advertis- 
ing revenues. Major differences in the business mod- 
els of different portals could be clearly discerned; for 
example, portals like Yahoo focused on offering users 
a wide range of free Internet services. Others, like 
AOL and MSN, adopted the fee-paying model in 


which users paid to access the Web through a dial-up 
connection the portal provided; then they could use 
the range of services they offered free or for a charge 
for a premium service, like personals. 

Competition between these combined access/ 
aggregation portals increased as they strived to attract 
the millions of new Internet users who were coming 
online at this time. The bigger their user base, the 
higher the potential fees and advertising revenues 
they could collect, so the price of Internet service 
quickly fell. By the middle 1990s, AOL made a 
major decision to offer its users unlimited Internet 
connection time for $19.95 a month. This attracted 
millions of new users, and AOL became the leading 
access and aggregation portal with over 30 million 
users at its height, followed by MSN, and many other 
smaller ISPs. 

The competitive problem ISP/aggregated portals 
like AOL faced from the beginning was that once 
their users were online, they would search out the 
“best of breed” web portal that could provide them 
with the particular kinds of services they most 
wanted. So, millions of AOL subscribers, for exam- 
ple, left its entry portal and then used the myriad of 
services offered on Yahoo’s portal—first, because 
they were familiar with and attracted to its search en- 
gine, and then subsequently, because they liked to use 
its innovative new services such as financial news, 
game playing, shopping site, and so on. The problem 
facing AOL, MSN, and others was how to improve 
their content to keep subscribers on their portals and 
so obtain the important advertising and e-commerce 
revenues that Yahoo was enjoying. 

Also, an increasing number of new ISPs began to 
offer lower price Internet access service, and broad- 
band technology started to grow in popularity by the 
end of the 1990s. This also worked in favor of free 
portals like Yahoo because fee-based portals like AOL 
and MSN had to find new ways to keep their rev- 
enues growing as the number of new Internet users 
first slowed and then dropped as they lost customers 
to other ISPs while their subscribers continued to 
desert to portals like Yahoo, eBay, and Amazon.com. 


Customized Portals The next major development in 
web portals were those that increasingly allowed for 
some kind of user-customized online experience. In- 
ternet bookselling pioneer Amazon.com was one of 
the first portals to pioneer the development of the 
personalized or customized shopping experience. 
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Amazon.com’s software focused on providing more 
information to users by, for example, allowing people 
who had bought books to provide detailed feedback 
to users about a particular book and, subsequently, 
about all kinds of products that it sold. Similarly, 
Amazon could track users around its site, helping 
them to find other similar products to the one they 
were interested in, and recording the products they 
had already considered to help users make a better 
buying decision. In addition, Amazon.com pioneered 
the 1-Click personalized checkout system that made 
the purchasing decision quick and easy once a buyer 
had registered on its site. Just as Yahoo began to 
provide a range of different services, so over time 
Amazon decided to sell an increasing range of prod- 
ucts, but its personalized approach was the way it dif- 
ferentiated itself from other e-commerce portals. 
This became an important new development in com- 
petition between web portals of all kinds. 

All the major portals began to realize the impor- 
tance of offering users a customized online experi- 
ence to increase their switching costs and keep them 
loyal and repeat users. They all began to make the 
“My” personal preferences choices on their portals— 
“MyAOL” or “MyYahoo,” for instance—more impor- 
tant parts of their services. By offering easy online 
payment service, portals became more interactive 
with their users. This benefited Yahoo because with 
its wide range of offerings it was in a strong position 
to offer users a personalized service that locked them 
in to its website. 

However, it was also increasingly clear that the 
best-of-breed web portals had developed a first- 
mover advantage in terms of the loyalty of their 
users. Amazon.com had developed a strong first 
place in Internet retailing. It was able to withstand 
the challenge from the thousands of other shopping 
portals that had sprung up, most of which went out 
of business during the dot-com bust. However, 
Amazon.com also beat out the shopping channels of 
portals such as Yahoo and AOL, which increasingly 
put their focus on providing a shopping advisory/ 
comparison service that listed the prices of products 
of the major Internet retailers and received a fee from 
transactions that were completed. Similarly, Yahoo’s 
online auction service, even though it was free to its 
registered users, could not compete with online auc- 
tion leader eBay because eBay offered buyers and 
sellers a much larger market and therefore more se- 
lection and fairer prices. 
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By the early 2000s, it was clear that the two biggest 
sources of profit for web portals that could be gained 
from e-commerce would come from online advertis- 
ing revenues and from the profits from retail and 
auction sales. So, in the early 2000s, it was rumored 
that Yahoo would use its strong stock price to buy 
eBay and that the companies would merge to capture 
all these sources of revenue. However, the two com- 
panies’ top management could not agree on the 
terms of a merger, and each portal sought ways to im- 
prove its own specific competitive position—eBay by 
strengthening its presence in different kinds of retail- 
ing formats, including fixed price selling, for example, 
and Yahoo by increasing the range of its online serv- 
ice offerings. 

The business models of these companies fared 
differently during the dot-com bust. While most of 
the dot-coms went out of business, major portals 
like Yahoo and Amazon survived because of their 
leading competitive positions. Some, like AOL and 
MSN, survived because of the resources of their par- 
ent organizations—Time Warner (which almost col- 
lapsed because of its mistaken acquisition of AOL) 
and Microsoft (which has never made a profit oper- 
ating its MSN web portal). eBay was the least af- 
fected portal because its robust business model was 
based on the profits earned from the fees it obtained 
from auction sales, not the fickle revenues generated 
by online advertising. Indeed, eBay’s stock has his- 
torically been the most resilient of any leading dot- 
com company. 

Since the dot-com bust, some of the leading 
forces in the environment that have affected compe- 
tition in the web portal industry have been the ar- 
rival of Google, with its unique advertising business 
model, and the emergence of social networking web 
portals that have taken personalization and cus- 
tomization of users’ online experiences to new levels. 
Google, of course, not only developed advanced 
search capabilities that outperformed search engine 
competitors, including Yahoo, but it also realized 
that it could develop search technology that could 
better connect individual users to specific websites 
and then tailor the advertising on those sites to the 
specific interests of users. Thus Google invented the 
website-customized advertising approach that allowed 
it to offer any potential advertiser the ability to ap- 
pear on a website currently being viewed by a user 
who is interested in the same kind of products that 
the potential advertiser has to offer. For example, if I 
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am looking for a landscaper, when I visit various 
landscaping websites, Google’s advertising presents 
me with more related choices of landscaping sites to 
visit; the ones featured first are those who have bid 
more money (for example, 15 versus 10 cents a 
click). In addition, increasingly Google was able to 
personalize advertising and deliver better value to 
advertisers by charging them only for “impres- 
sions” —clicks on websites that actually resulted in 
sales—as opposed to charging advertisers for all 
clicks on an advertising button. This, in turn, has al- 
lowed advertisers to make better use of their adver- 
tising dollars. Also, when a particular website chose 
to host other Google-sponsored advertisers that of- 
fered related products, even if it did not secure a sale 
from a particular user, it enjoyed a small fee from 
being the site that provided the link that resulted in a 
sale. In sum, Google pioneered the concept of cross- 
website-tailored advertising, a huge market com- 
pared to the advertising possible on just one website 
such as Yahoo’s. This allowed it to generate the ever- 
increasing advertising revenues that have led its stock 
price to soar. 


Social Networking Portals The fourth major develop- 
ment in Internet portals over time has been the 
quick growth of social networking websites, such as 
MySpace and YouTube. These sites offer their regis- 
tered users (1) many additional ways to personalize 
their personal webpages by uploading more and dif- 
ferent kinds of content, and (2) additional avenues 
to find other users that share similar kinds of inter- 
ests. Thus on a networking portal, users become in- 
terconnected and can often form online groups that 
are able to share content such as information, music, 
photographs, and videos, and chat with each other 
using webcams and so on. Although Yahoo had its 
Geocities service that allowed users to create per- 
sonal webpages, specialist social networking websites 
were able to tweak and develop software that made 
creating personalized webpages a more exciting and 
enriching experience. Geocities quickly became “old 
hat” technology by the standards of MySpace users, 
especially as these networking websites were specifi- 
cally targeted at young “hip” Internet users. Yahoo’s 
expensive purchase of Geocities was increasingly 
looking like a major error as rapidly advancing In- 
ternet technology made newer sites more fashion- 
able. It began to seem that fashions in the Internet 
industry, with the rapid growth of MySpace and 


Apple’s iTune, could change as quickly as fashions in 
the clothing industry. 


A Changeover at the Top in 2001 


As mentioned earlier, at the pinnacle of the Internet 
boom in the year 2000, it was reported that Yahoo and 
eBay were discussing a 50/50 merger. On January 3, 
2000, Yahoo stock closed at an all-time high of $475 a 
share, and the company had billions of dollars it 
could have used to make a major acquisition such as 
eBay. Many analysts argued that when Yahoo’s stock 
price was high, it should have purchased a company 
that was generating revenue by some other means 
than advertising so that it could broaden the source 
of its revenues. It was so heavily dependent on adver- 
tising revenues, that if they were to fall, Yahoo’s prof- 
itability would also plunge and so would its stock 
price, but infighting among Yahoo’s top managers 
who could not agree on the right course of action 
prevented the merger from occurring. And, in the 
next twelve months, Yahoo’s stock price did plummet 
as the dot-com bust, coupled with a huge fall in ad- 
vertising revenues caused by the economic recession 
that followed, showed investors how fragile the prof- 
itability of its business model was. 

In fact, Yahoo’s disastrous performance convinced 
its board of directors that new leadership was needed 
at the top, and both Tim Koogle and Jeff Mallett 
stepped down in March 2001. In April 2001, Terry 
Semel, an experienced Hollywood media executive 
who had once controlled Warner Brothers, took con- 
trol as its new CEO, but Yahoo’s stock was still in 
freefall, and in September 2001 it closed at an all-time 
low of $8.11! To resolve Yahoo’s problems, especially 
as it could no longer afford to make an expensive ac- 
quisition, Semel had to redefine its business model 
and adopt strategies to find new ways to generate on- 
line revenues, especially as the economy recovered. 
Three interrelated strategies were at the center of his 
new business model for Yahoo. 

First, there was a need to quickly develop new 
content and services to attract more users and so 
more advertising revenues. Second, Yahoo had to 
improve its search engine technology, a major por- 
tal attraction, to generate more users and advertis- 
ing revenues. Third, as time went on and the success 
of Google’s business model became evident, Yahoo 
needed to imitate Google and offer a high-quality 
customized advertising service (1) to companies 
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that already had websites on Yahoo’s portal, and (2) 
to any company that wanted to benefit from in- 
creased online sales. The result would be increased 
advertising revenues from Internet-wide advertising 
programs. 

To pursue its new content-driven strategy, Yahoo 
both internally developed new kinds of services and 
acquired specialist Internet companies that could 
provide it with the competency it needed in an 
emerging new content area. In late 2001, for example, 
Yahoo acquired HotJobs, a leading Internet job hunt- 
ing and placement company. Also starting in 2001, it 
began expanding its news and media services opera- 
tions and started to hire experienced executives 
from major television networks and newspapers to 
build its competencies in news services. In 2002, 
SBC and Yahoo launched its national co-branded 
dial service to help build a presence in the growing 
broadband entry portal business, and in 2004 Yahoo 
made several acquisitions, such as email provider 
Oddpost.com, to improve its existing services. 

In 2004, recognizing the growing importance of 
communications media for generating advertising 
revenues, Yahoo established a new Media Group to 
develop not only written but also video news content 
to take advantage of broadband Internet to transmit 
content to users as a shift away from TV took place. 
In 2004, Yahoo launched its video search engine, and 
in 2005 it launched a revamped Yahoo Music down- 
load service. In 2005 Yahoo also acquired Flickr, a 
leading photograph hosting and sharing site, and an- 
nounced Flickr and its other social sites would become 
major parts of its new social networking strategy. This 
purchase was prompted by increasing concerns that 
advertising revenues were bypassing Yahoo in favor 
of social networking sites like MySpace and YouTube. 
Yahoo lost the battle to acquire YouTube to Google, 
which bought the company in 2006, and it was ru- 
mored to be looking at Facebook.com as a possible 
alternative. 

Yahoo used new acquisitions and internally devel- 
oped skills to give each of its hundreds of services a 
more customized, social network-like appeal to users. 
For example, it made more use of message boards and 
wikis to enhance the value of its travel and financial 
services. In 2005 Yahoo launched a personalized 
blogging and social networking service Yahoo 360°, 
revamped its MyWeb personal web hosting service, 
created a new PhotoMail service, and purchased on- 
line social event calendar company Upcoming.org to 
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compete with Google’s online calendar service. Con- 
tinuing its push to strengthen customized and social 
networking services in 2005, Yahoo acquired blo.gs, a 
service based on RSS feed aggregation, primarily from 
weblogs (hence the name), which produces a simple 
list (and also an RSS feed) of freshly updated weblogs 
based on a user’s specific interests. Yahoo also ac- 
quired del.icio.us, which allows registered users to 
create a scrapbook or notebook of information they 
wish to keep from the websites they visit, similar to 
Google’s notebook service. More rumors continue to 
surface about Yahoo’s possible acquisition intentions 
that may allow users to share common interests and 
trade information. 

Thus under Semel, Yahoo has continually devel- 
oped the competencies to engage its users in multiple 
online services, from email to financial services to 
job hunting. It is a leader in content categories such 
as finance, autos, and real estate. It can now use the 
thousands and millions of different web content 
pages it has created on its portal to sell more ads and 
generate more advertising revenues, and its user base 
has increased. Semel’s other content-driven strategy 
has been to make Yahoo’s content and services so 
useful and attractive to online customers that they 
are willing to pay for them—in the form of once- 
and-for-all or monthly fees for services. For example, 
Yahoo generates monthly fees for personal ads in its 
dating site or from ads to sell or rent merchandise 
like cars or homes; it receives fees from premium 
services in areas including email and storage, photo 
sharing, e-commerce services, message boards, and 
special interest topics. Yahoo also generates fees from 
small businesses that wish to link to its web portal 
and use Yahoo’s specialist services to create, host, and 
manage their retail stores. 

This user-fee strategy has worked well for Yahoo, 
and now over 40% of its total revenues come from 
the fees individuals and small business customers pay 
for its services. At the same time, the advertising rev- 
enues its webpages generate have also soared as the 
economy recovered and Yahoo kept its position as the 
most popular portal; its revenue more than tripled 
from 2003 to 2006 to over $6 billion. 


Problems with a Content-Driven Strategy 


In the summer of 2006, however, major questions 
came to be asked about how much Yahoo’s content- 
driven strategy would continue to drive its revenues 
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as competition, particularly from Google and social 
networking portals, increased dramatically. Yahoo’s 
stock fell 25% in 2006 as analysts became worried 
that these other popular websites were taking away 
its users and so would reduce advertising revenues 
and user fees in the future. Yahoo might be in trouble 
as Google and other specialist portals were now of- 
fering free an increasing number of the services 
Yahoo provided; Google had started Gmail, for ex- 
ample, as well as chat, storage, and word-processing 
services. Fewer users would also mean lower advertis- 
ing revenues. 

In an internal memo leaked to the media, one of 
Yahoo’s senior managers expressed concerns that 
many of its new investments in content and services 
were too expensive, were unlikely to generate much 
profit, and would not allow it to keep up with agile 
new competitors like social networking websites. In 
the “peanut butter” memo, senior executive Brad 
Garlinghouse described Yahoo as a company in 
search of a successful business model and strategies: 
“Tve heard our strategy described as spreading 
peanut butter across the myriad opportunities that 
continue to evolve in the online world. The result: a 
thin layer of investment spread across everything we 
do and thus we focus on nothing in particular. I hate 
peanut butter. We all should.” Reasons for his concern 
include the fact that MySpace, YouTube, and other so- 
cial networking websites had beaten Yahoo’s own sites 
such as Yahoo360° and MySpace. And Google’s new 
instant messaging and email service were attracting 
away users from Yahoo’s, which had been an early 
leader in this area. Similarly, Yahoo had been late into 
Internet VOIP telephone calling, and although it had 
purchased Dialpad in 2005 to gain a competency in 
this area, eBay’s Skype was the current leader in this 
area. Similarly, in the increasingly important online 
imaging and video services area, Google, MSN, and 
AOL had all developed imaging and video channels 
that offered content similar to Yahoo’s, and Google 
drew further ahead of Yahoo after its purchase of 
YouTube in 2006. 

Nevertheless, Yahoo still had impressive content 
covering sports, entertainment, and finance, in par- 
ticular, and had made major advances in the mobile 
delivery of its services to smartphones and other 
hand-held devices and embarked on a major program 
to enhance the wireless features of all its services to 
better meet the needs of people on the go. By 2008, 
for example, mobile video is expected to be a killer 


application and to compete with Google. Yahoo has 
recently invested heavily to upgrade this service. 


The Search Engine Dilemma 


One of the most important factors that generates re- 
turn user visits and stimulates advertising revenues is 
the quality of a portal’s search engine service. Semel 
recognized that for Yahoo to achieve significant rev- 
enue and earnings growth, it also had to maximize the 
value of its search services to Internet users to generate 
the high volume of web traffic that leads to signifi- 
cant revenues from online advertising and facilitating 
e-commerce transactions. As mentioned earlier, Yahoo's 
original search directory was developed by its own 
human editors or “surfers,” who identified the best 
websites and organized them into categories by their 
content. However, as the WWW grew enormously, its 
human surfers could not keep up, and from the early 
1990s Yahoo partnered with independent “crawler- 
based” search engine companies to provide answers to 
user queries when there were no matches within its 
own human-powered listings directory. The inde- 
pendent search providers were paid by Yahoo accord- 
ing to the volume of queries their engines handled, 
and since Yahoo was the most popular search site on 
the Web, being Yahoo’s provider could earn the search 
engine company significant revenues. Each year Yahoo 
searched for the best search engine, the one with the 
best search technology, and offered the company a 
short-term contract. OpenText was the company’s first 
search engine partner; then AltaVista won the contract 
in 1996, but was dumped for Inktomi in mid-1998. 
This happened because Yahoo thought that AltaVista 
was attempting to become a competing portal while 
Inktomi’s business model was focused on developing 
state-of-the-art search technology and it made no at- 
tempt to compete with access portals like Yahoo. 

In 2000, however, Inktomi lost the contract to 
Google, which had developed a growing reputation for 
its high-quality search results and which, at that time, 
was not a competitor to Yahoo. In 2001, Yahoo paid 
Google $7.1 million for the volume of search queries it 
handled, and in 2002 it renewed Google’s contract to 
use its search results as part of its search listings. It 
even introduced a new Yahoo search results page that 
no longer separated Yahoo’s own human-powered list- 
ings from Google’s crawler-based results; rather, the 
two were blended together. Even in 2002, some top 
managers at Yahoo thought that this new contract 
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might be a mistake because as Yahoo users became in- 
creasingly aware that Google was powering their search 
results, they might began to move directly to Google’s 
own website—still very “empty” of content at this time, 
however. Although Google handled a search volume 
more than double that of Yahoo’s, as measured by 
“search hours,” and had a 30% share of the U.S. search 
audience—very similar to Yahoo’s—it was not per- 
ceived as a direct competitor because it had not devel- 
oped its current content/services portal business 
model. In addition, Yahoo had initially partnered with 
Google, so its users would feel they were getting both 
the quality of Google and the unique view that Yahoo's 
human-powered results brought to the Web. Dropping 
Google might cause Yahoo problems if its users de- 
cided to leave for Google, even though other engines 
like Inktomi also provided high-quality search results. 

By 2003, Google’s growing popularity as the search 
portal of choice and its fast-developing customized 
advertising strategy showed Yahoo’s managers they 
had made a major error. Recognizing the increasing 
threat posed by Google’s customized search and adver- 
tising strategy, Semel began to look for acquisitions to 
strengthen and improve Yahoo’s search engine. Its past 
relationship with search engine leader Inktomi made 
that company an obvious acquisition target. After buy- 
ing Inktomi in 2002, Yahoo bought Overture Services 
in 2003, a company that specialized in identifying and 
ranking the popularity of websites and in helping ad- 
vertisers find the best sites to advertise on; it also ob- 
tained Overture’s search engine subsidiaries AltaVista 
and AlltheWeb. Then, in early 2004, Yahoo dropped 
Google’s search engine service and rolled out its own, 
powered by Inktomi; its directory is now found in a 
separate category/tab on its search toolbar. Today, 
Yahoo and Google compete head-to-head with search 
engines that offer remarkably similar sets of features 
and services; however, Google’s share of the search en- 
gine market is still growing, and it now has almost 
double Yahoo’s share of search engine users—49% 
compared to Yahoo’s 24% in 2006. This is one more 
factor that led Yahoo’s stock price to fall by 25% in 
2006 while Google’s soared. 


A Push for Customized Online 
Search/Advertising 

The third, and related part of Semel’s ongoing strat- 
egy to protect and increase Yahoo’s revenues has 
evolved over the past few years in response to the 
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growing success of Google’s customized advertising 
model. All the other major portalh—Amazon.com, 
AOL, MSN, and eBay—were slow to recognize that 
the better able a search engine is to match ads to 
search queries, the more likely a user is to click 
through to an advertiser’s website and complete an 
online transaction, which generates the high adver- 
tising revenues Google enjoys. In addition, the real 
breakthrough in Google’s strategy was that it was not 
advertising on a particular portal that was the main 
source of revenue; it was the ability to create the ad- 
vertising that was most closely linked to any specific 
webpage—the advertising that comes up when a user 
clicks on the search results from a particular query. 
Google’s advertising model is to help every potential 
website or advertiser host customized ads that drive 
online transactions so that everyone would benefit— 
website, advertiser, and, of course, Google, which col- 
lects a small fee for each click. 

Consequently, these portals have come to realize 
the potential threat posed by Google’s Internet-wide 
customized advertising strategy: It has the potential 
to generate an enormous amount of revenue, which 
Google can then use to enter their businesses if it 
chooses and compete head to head with them. When 
users return to portals like Google’s that offer them 
the quickest and most relevant search results, they 
are barraged by relevant ads, many useful online 
services, and who knows what other services they 
may encounter in the future as Google expands its 
offerings? 

To meet Google’s challenge, Semel combined the 
distinctive competencies of Inktomi and Overture 
with the in-house technology developed by Yahoo’s 
search engine and advertising software engineers to 
develop an improved search engine that would lead 
to a much improved customized online advertising 
program, one that could compete with Google’s. 
Yahoo began a major technology upgrade, Project 
Panama, to improve its search-based advertising tech- 
nology with a goal of bringing the new system online 
in 2006. But this massive project soon fell behind 
schedule, and the company could not meet its revised 
goal of launching it in the summer of 2006, which is 
one more reason for the company’s 38% slide in 
third-quarter revenues and its fourth-quarter profit 
warning. Nevertheless, to fight back Google’s chal- 
lenge, Yahoo and eBay formed a marketing/advertising 
alliance in 2006 that gave Yahoo the contract for cre- 
ating customized advertising on eBay’s webpages; 
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however, later in the year, eBay, which is also a major 
partner of Google, gave that company the contract 
for creating the customized advertising on all its 
other global websites. 

Google has also improved its advertising system 
and seems able to maintain its first-mover advantage 
in customized advertising on other websites as well as 
improved search engine technology—hence the 
jump to $500 a share it reached in November 2006. 
Yahoo is also struggling to catch up with Google’s 
AdSense service, which sells search-based and banner 
advertisements to other people’s websites and blogs. 
Google is entering new advertising areas, offering 
package deals for its customers that take in radio and 
newspaper advertising as well as online ads. Its goal 
seems to be to become the leading advertiser in every 
communications media. 

Yahoo is fighting back. In the fall of 2006, it an- 
nounced a deal with seven major U.S. newspapers 
that allows their local papers to post jobs on Yahoo’s 
HotJobs recruitment website in return for a revenue 
sharing deal, and there will be more collaborations 
over time in other areas of local classified and display 
advertising. Yahoo is the only company that could 
have offered the newspapers cooperation spanning 
online job listings, technology, content, search, and 
online traffic. This deal attests to the unique breadth 
of Yahoo’s offerings and services and the many bene- 
fits it can also offer advertisers if it can get its cross- 
channel advertising program up to speed. 

In 2005, Yahoo and Google were neck and neck 
with roughly 18% of Internet advertising revenues of 
all kinds each. However, by the start of 2006, Google’s 
portion had grown to 23% compared to 19% for 
Yahoo, and Google’s grew to 25% by the end of 2006. 
The stakes are high since Internet advertising is soar- 
ing and the $16.7 billion spent on it in 2006 is ex- 
pected to grow to $29.4 billion by 2010. In November 
2006, Semel told analysts he was aware of the stakes in- 
volved; moreover he said most web portals had under- 
estimated the growth potential of Internet advertising 
because predictions did not include the advertising 
possibilities on video, social media, or mobile devices 
that had become so apparent in 2006. Semel believes 
that video will also become a major factor on the In- 
ternet and more innovative and clever ways to inte- 
grate advertising with video online will all develop 
quickly. To meet this challenge, Yahoo purchased Ad- 
Interax, a company that specializes in the creation and 
management of video and animated online ads, such 


as animations, dynamically expandable banners, and 
streaming video ads; Rich Media; and Today, an on- 
line advertising company that specializes in design- 
ing and implementing customized advertising pro- 
grams. Both acquisitions are intended to enhance 
Yahoo’s new customized search advertising system by 
providing better support for video and rich media 
ads and to generate more ad volume—and compete 
with Google. 

In December 2006, Semel decided to shake up the 
management structure of the company to allow it to 
better implement its business model and compete 
with its rivals, a shakeup sparked by the peanut butter 
memo. Yahoo’s chief financial officer, Susan Decker, 
will replace Dan Rosensweig as the company’s chief 
operating officer to rein in its expenditures. Yahoo an- 
nounced it would focus on building its most success- 
ful online services, stop product development just to 
increase its breath, and considered pruning its weak- 
est services. The new streamline organizational struc- 
ture will group Yahoo’s services into three core prod- 
uct groups, one focused on its website’s audience, one 
on its advertising network, and one on developing 
new technology. A new executive will be hired to run 
the group focused on satisfying Yahoo’s 418 million 
registered users. Like Decker and Farzad Nazem, 
Yahoo's chief technology officer, the new executive 
will report to Semel, who will remain CEO. 

However, Garlinghouse had proposed a more 
radical reorganization involving the layoff of 15 to 
20% of Yahoo’s 11,000 employees to reduce its cost 
structure. This was something that Semel had done 
when he took over the company in 2001; he grouped 
the dozens of individual Yahoo service units into 
larger product-focused groups. Semel hopes the reor- 
ganization will make Yahoo more proficient at deliver- 
ing online services and ads that capture the attention 
of online users. 


Yahoo’s Future 


Some analysts wonder if Yahoo’s problem today is 
that it has lost sight of its original business model 
and mission and that it is spreading itself too thin. It 
is no longer clear what the company is today and 
what kind of portal it aspires to be since it functions 
as an entry portal, a web search engine company, a re- 
tail portal, a media content and communications com- 
pany, and a social networking platform service; it also 
provides companies with a range of online commercial 
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services and customized advertising programs. On top 
of all this, the push to generate advertising revenues 
across its entire website is paramount. Others argue 
that it is Yahoo’s unique strength that it operates in all 
these areas and that as long as it can catch up with 
Google and other specialized dot-coms, it will per- 
form well in the future. But can it catch up with rivals 
that offer Internet users a different and sometimes su- 
perior value proposition online? 

The problem facing Yahoo is to transition so that 
it retains its status as the number 1 overall web portal 
of choice. It has to invest its resources to continually 
improve its wide range of content and services to 
meet the challenge of upstart new Internet compa- 
nies that are constantly appearing to offer users 
something new. The Internet, by its very nature, 
makes entry into the WWW easy, and a company 
survives or fails by its continuing ability to improve 
and refine its products to better meet the needs of 
Internet users. In addition, Yahoo has to meet the ad- 
vertising challenge of Google, which is continually 
expanding its own content and services, and growing 
its customized advertising so that over time it will be- 
come a direct threat to Yahoo. 

In January 2007, Yahoo announced it would begin 
rolling out its new customized advertising system to 
advertisers in the spring. The company is hoping to 
see major improvements in advertising revenues by 
the summer. Revenue per search query may grow by 
10% or more in the second half of the year, the com- 
pany forecast, and Semel said: “We believe this will 
deliver more relevant text ads to users, which in turn 
should create more high-quality leads. By the time we 
get to 2008 and beyond, this is a very, very, significant 
amount of additional profit and I’m pleased with the 
tangible progress we have made. I’m convinced we're 
on the right path.” Yahoo’s stock soared by over 10% as 
investors bet that this would be a turnaround moment 
in Yahoo’s battle with Google. However, in February 
2007, Google once again announced record advertis- 
ing revenues, so the battle is ongoing. 

Some analysts believe the Internet will receive a 
greater share of global advertising spending by 2008 
than outdoor outlets, such as billboards, and will 
overtake radio in the near future. Yahoo claims that 
about half a billion people around the world still reg- 
ularly use its portal in some way, and so it is posi- 
tioned to obtain a large share of these revenues. 
Yahoo’s front page, which for so long has been the 
gateway of millions to the Internet, may be going out 
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of fashion, however. Google is still winning Yahoo 
users over to use its web search and other services, 
and social networking websites siphon off millions of 
other users. Nevertheless, Yahoo has a lot more serv- 
ices to offer its users than Google or other specialized 
sites, and it is here particularly that Yahoo’s business 
model under Semel has shined. Only time will tell in 
the fast-changing Internet world if Yahoo can main- 
tain its premier status as the portal of choice. 


SOURCES 

http://www. yahoo.com, 1990-2007 

Yahoo 10K reports, 1990-2007 

Ask Yahoo—a question and answer column, http://ask-yahoo.com/ 

Blo.gs—a directory of recently updated blogs, http://blo.gs/ 

del.icio.us—popular social bookmarking site, http://del.icio.us/ 

Dialpad—a phone company, http://www.dialpad.com/ 

Flickr—popular photo sharing site, http://flickr.com/ 

GeoCities—free web hosting service, http://geocities.yahoo.com/ 

Kelkoo—price comparison service for ten European countries, 
http://www.kelkoo.co.uk/ 

My Yahoo—customizable portal, http://my.yahoo.com 

Upcoming.org—Social event calendar driven by people, http:// 
upcoming.org 

Webjay—playlist sharing community, http://www.webjay.org/ 

Yahoo 360°—free blogging and social networking service, http://360 
-yahoo.com 

Yodel Anecdotal—Yahoo’s corporate blog, http://yodel-yahoo.com/ 

Yahoo Answers—a place where you can get your questions answered 
by real people in real time, http://answers.yahoo.com 

Yahoo Avatars—http://avatars.yahoo.com/ 

Yahoo Auctions—an online auction site, http://auctions.yahoo.com/ 

Yahoo Autos—http://autos.yahoo.com/ 

Yahoo Assistant—a browser helper object for Internet Explorer 

Yahoo Briefcase—free file hosting service, http://briefcase.yahoo.com/ 

Yahoo Broadway—http://broadway.yahoo.com/ 

Yahoo Buzz Log—a column that talks about what people are searching 
Yahoo for, http://buzz.yahoo.com/ 

Yahoo Developer Network—resources for software developers using 
Yahoo technologies and web services, http://developer.yahoo.com/ 

Yahoo Directory—hierarchical web directory, http://dir-yahoo.com/ 

Yahoo Finance—stock exchange rates and other financial information, 
http://finance.yahoo.com/ 

Yahoo Food—http://food.yahoo.com/ 

Yahoo Gallery—directory of applications built by third-party developers 
using Yahoo technology, http://gallery.yahoo.com/ 
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Yahoo Games—playing games (online against other users), http:// 
games.yahoo.com/ 

Yahoo Greetings—an e-card service with partners American Greetings, 
http://www. yahoo.americangreetings.com/ 

Yahoo Groups—electronic mailing list and Internet forum, http:// 
groups.yahoo.com/ 

Yahoo HotJobs—job search engine, http://hotjobs.yahoo.com/ 

Yahoo Local—customized local information, http://local.yahoo.com/ 

Yahoo Mail—web-based email, http://mail.yahoo.com/ 

Yahoo Maps—mapping portal, http://maps.yahoo.com/ 

Yahoo Messenger—instant messaging client, http://messenger.yahoo.com/ 

Yahoo Mobile—Yahoo for mobile phones, http://mobile.yahoo.com/ 

Yahoo Movies—show times, movie trailers, movie information, gossip, 
http://movies.yahoo.com/ 

Yahoo Music—music videos and Internet radio (LAUNCHcast) plus 
pay service 

Yahoo Music Unlimited, http://music.-yahoo.com/ and Yahoo Music 
Engine. 

Yahoo News—news updates and top stories at Yahoo News, including 
world, national, business, entertainment, sports, weather, technology, 
and weird news, http://news.yahoo.com/ 

Yahoo Personals—http://personals.yahoo.com/ 

Yahoo Photos—http://photos.yahoo.com/ 

Yahoo Podcasts (beta)—http://podcasts.yahoo.com/ 

Yahoo Publisher Network—advertising network, http://publisher 
.yahoo.com/ 

Yahoo Real Estate—http://realestate.yahoo.com/ 

Yahoo Research—http://research.yahoo.com/ 

Yahoo Search—web search engine, http://search.yahoo.com/ 

Yahoo Search Marketing—pay per click search engine, http:// 
searchmarketing.yahoo.com/ 

Yahoo Shopping—shopping search and compare, http://shopping 
.yahoo.com/ 

Yahoo Small Business—domains, web hosting, and e-commerce 
services, http://smallbusiness.yahoo.com/ 

Yahoo Soccer Manager—online soccer game, http://uk.soccermanager 
-yahoo.net/ 

Yahoo Sports—scores, stats, and fantasy sports, http://sports.yahoo 
.com/ 

Yahoo Tech—product information and advice, http://tech.yahoo.com/ 

Yahoo Travel—travel guides, booking and reservation, http://travel 
.yahoo.com/ 

Yahoo TV—TV listings, scheduling recordings on TiVo box remotely, 
http://tv.yahoo.com/ 

Yahoo Video—video sharing site, http://video.yahoo.com/ 

Yahoo Widgets—a cross-platform desktop widget runtime environ- 
ment, formerly called Konfabulator, http://widgets.yahoo.com 
Yahooligans!—children’s version of the web portal, http://yahooligans 
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This case was prepared by Gareth R. Jones, Texas A&M University. 


n just over a decade, Amazon.com (Amazon) has 
| es from an online bookseller to a virtual retail 
supercenter selling products as diverse as books, toys, 
food, and electronics. Today, its mission is to be 
“Earth’s most customer-centric company, where cus- 
tomers can find and discover virtually anything they 
might want to buy online.” In many ways, the last 
decade has been a wild ride for Amazon as its rev- 
enues, profits, and stock price have soared and 
plunged as a result of the dot-com boom and then 
bust of the early 2000s. It has also been a wild ride for 
Amazon’s founder, Jeff Bezos, who through it all has 
consistently championed his company and claimed 
investors have to look long term to measure the suc- 
cess of Amazon’s business model. Indeed, he origi- 
nally said he did not expect his company to become 
profitable for several years, and his forecast turned 
out to be correct. 

By the early 2000s, however, Amazon had become 
profitable, and its business model seemed to be 
working. But then, around the mid-2000s, its future 
prospects started to look bleak again as its revenue 
growth seemed to stall when its new retail ventures 
seemed not be succeeding. In 2007, the problem fac- 
ing Amazon is to find new strategies to keep its rev- 
enues growing at a fast pace and to keep its costs 
under control, not easy when competition is increas- 
ing in Internet commerce. 


Copyright © 2007 by Gareth R. Jones. This case was prepared by 
Gareth R. Jones as the basis for class discussion rather than to illustrate 
either effective or ineffective handling of an administrative situation. 
Reprinted by permission of Gareth R. Jones. All rights reserved. For the 
most recent financial results of the company discussed in this case, go 
to http://finance.yahoo.com, input the company’s stock symbol, and 
download the latest company report from its homepage. 


Amazon’s Beginnings: The Online 
Bookstore Business 


In 1994, Jeffrey Bezos, a computer science and elec- 
trical engineering graduate from Princeton Univer- 
sity, was growing weary of working for a Wall Street 
investment bank. Seeking to take advantage of his 
computer science background, he saw an entrepre- 
neurial opportunity in the fact that usage of the In- 
ternet was growing enormously as every year tens of 
millions of new users were becoming aware of its 
potential uses. Bezos decided the bookselling market 
offered an excellent opportunity for him to take ad- 
vantage of his IT skills in the new electronic, virtual 
marketplace. His vision was an online bookstore that 
could offer millions more books to millions more 
customers than a typical bricks-and-mortar (B&M) 
bookstore. To act on his vision, he packed up his be- 
longings and headed for the West Coast to found his 
new dot-com start-up. On route, he had a hunch that 
Seattle, the hometown of Microsoft and Starbucks, 
was a place where first-rate software developers could 
be easily found. His trip ended there, and he began to 
flesh out the business model for his new venture. 
What was his vision for his new venture? To build 
an online bookstore that would be customer- 
friendly, be easy to navigate, provide buying advice, 
and offer the broadest possible selection of books at 
low prices. Bezos’s original mission was to use the In- 
ternet to offer books “that would educate, inform 
and inspire.” And from the beginning, Bezos realized 
that compared to a physical B&M bookstore, an on- 
line bookstore could offer customers a much larger 
and more diverse selection of books. Indeed, there 
are about 1.5 million books in print, but most BKM 
bookstores stock only around 10,000 books; the 
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largest stores in major cities might stock 40,000 to 
60,000. Moreover, online customers would be able to 
search easily for any book in print using computer- 
ized catalogs. There was also scope for an online 
company to find ways to tempt customers to browse 
books in different subject areas, read reviews of 
books, and even ask other shoppers for online rec- 
ommendations—all of which would encourage peo- 
ple to buy more books. A popular feature of Amazon 
is the ability of users to submit product reviews on 
its website. As part of their reviews, users rate the 
products on a scale from one to five stars and then 
provide detailed information that helps other users 
decide whether to purchase the products. In turn, 
the users of these ratings can then rate the usefulness 
of the reviews so the best reviews are those that rise 
to the top and are read first in the future! 

Operating from his garage in Seattle with a hand- 
ful of employees, Bezos launched his online venture in 
1995 with $7 million in borrowed capital. Because 
Amazon was one of the first major Internet or dot- 
com retailers, it received a huge amount of free na- 
tional publicity, and the new venture quickly attracted 
more and more book buyers. Book sales quickly 
picked up as satisfied Internet customers spread the 
good word and Amazon became a model for other 
dot-com retailers to follow. Within weeks Bezos was 
forced to relocate to larger premises, a 2,000-square- 
foot warehouse, and hire new employees to receive 
books from book publishers and fill and mail cus- 
tomer orders as book sales soared. Within six months 
he was once again searching for additional capital to 
fund his growing venture; he raised another $7 million 
from venture capitalists, which he used to move to a 
17,000-square-foot warehouse that was now required 
to handle increasing book sales. As book sales contin- 
ued to soar month by month over the next two years, 
Bezos decided that the best way to raise more capital 
would be to take his company public and issue stock. 
This, of course, would reward him as the founder and 
the venture capitalists who had funded Amazon be- 
cause they would all receive significant percentages of 
the company’s stock. On May 1997 Amazon.com’s 
stock began trading on the NASDAQ stock exchange. 


Building Up Amazon’s Value Chain 


Amazon’s rapid growth continued to put enormous 
pressure on the company’s physical warehousing and 
distribution capabilities. The costs of operating an 
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online website, for example, continuously developing 
the website’s software, and maintaining and hosting 
the computer hardware and Internet bandwidth con- 
nections necessary to serve customers are relatively 
low given the hundreds of millions of visits to its 
website and the millions of sales that are completed. 
However, Bezos soon found out that the costs of de- 
veloping and maintaining the physical infrastructure 
necessary to obtain supplies of books from book 
publishers and then to stock, package, and ship the 
books to customers were much higher than he had 
anticipated, as was the cost of the employees required 
to perform these activities. 

Developing and maintaining the physical side of 
Amazon’s value chain is the source of the greatest pro- 
portion of its operating costs, and these high costs 
were draining its profitability, given the low prices at 
which it was selling its books. And price competition 
was also heating up because of new competition from 
B&M booksellers such as Barnes & Noble and Borders 
that had also opened online bookstores to compete in 
this market segment. In fact, in 1997, as it passed the 
1-million-different-customers-served point, Amazon 
was forced to open up a new 200,000-square-foot 
warehouse and distribution center and expand its old 
one to keep pace with demand. 

On the employee front, Bezos sought ways to in- 
crease the motivation of his employees across all the 
company. Working to fill customer orders quickly is 
vital to an online company; minimizing the wait time 
for a product like a book to arrive is a key success fac- 
tor in building customer loyalty. On the other hand, 
motivating Amazon’s rapidly expanding army of soft- 
ware engineers to develop innovative software, such as 
its patented 1-Click (SM) Internet ordering and pay- 
ment software, was also a vital issue. To ensure good 
responsiveness to customers, Bezos implemented a 
policy of decentralizing significant decision-making 
authority to employees and empowered them to find 
ways of meeting customers needs quickly. Because 
Amazon.com employed a relatively small number of 
people—about 2,500 worldwide in 2000—Bezos also 
empowered employees to recruit and train new em- 
ployees so that they quickly get up to speed in their 
new jobs. And to motivate employees, Bezos decided 
to give all employees stock in the company. Amazon 
employees own over 10% of their company, a factor 
behind Amazon.com’s rapid growth. 

In fact, Jeff Bezos is a firm believer in the power 
of using teams of employees to spur innovation. At 


Amazon, teams are given considerable autonomy to 
develop their ideas and experiment without inter- 
ference from managers. Teams are kept deliberately 
small, and, according to Bezos, no team should need 
more than “two pizzas to feed its members”; if more 
pizza is needed, the team is too large. Amazon’s 
“pizza teams,” which usually have no more than 
about five to seven members, have come up with 
many innovations that have made its site so user- 
friendly. For example, one team developed the 
“Gold Box” icon that customers can click on to re- 
ceive special offers that expire within an hour of 
opening the treasure chest; another developed “Bot- 
tom of the Page Deals,” low-priced offers for prod- 
ucts such as batteries and power bars, and one more 
team developed the “Search Inside the Book” feature 
discussed later. These teams have helped Amazon 
expand into many different retail storefronts and 
provide the wide range of IT services it does today. 
Indeed, Bezos and his top managers believe that 
Amazon is a technology company first and foremost, 
and its mission is to use and develop its technological 
expertise to sell more and more goods and services in 
ways that satisfy customers and so keep its profit 
growing. 

Since the beginning, Bezos has personally played 
a very important part in energizing his employees 
and representing his company to customers. He is a 
hands-on, articulate, forward-looking executive who 
puts in long hours and works closely with employees 
to find innovative and cost-saving solutions to prob- 
lems. Moreover, Bezos has consistently acted as a fig- 
urehead for his company and become well recognized 
in the national media as he works to further Amazon’s 
visibility with customers. He spends a great deal of 
time flying around the world to publicize his com- 
pany and its activities, and he has succeeded because 
Amazon has one of the best recognized names of any 
dot-com company. 

An important strategy that Amazon created in 
1996 to attract new customers to its website and grow 
sales is its Amazon Associates program. Any person 
or small business that operates a website can become 
affiliated to Amazon by putting an official Amazon 
hyperlink to Amazon’s website on its own website. If 
a referral results in a sale, the Associate receives a 
commission from Amazon. Today about 40% of 
Amazon’s sales come from referrals from its Associ- 
ates who have received over $1 billion in sales commis- 
sions. By 2004 Amazon had signed up over 1 million 
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Associates, and its Associates program has been 
copied by many other Internet companies. 

By 1998 Amazon could claim that 45% of its 
business was repeat business, which translated into 
lower marketing and sales expenses and higher profit 
margins. By using all his energies to act on the online 
bookselling opportunity, Bezos gave his company a 
first-mover advantage over rivals, and this has been 
an important contributor to its strong position in the 
marketplace. Nevertheless, Amazon still had to make 
a profit, just as Bezos had predicted. 


The Bookselling Industry Environment 


The book distribution and bookselling industry was 
changed forever in July 1995 when Jeff Bezos brought 
virtual bookseller Amazon.com online. His new 
company changed the whole nature of the environ- 
ment. Previously, book publishers had sold their 
books indirectly to book wholesalers that supplied 
small bookstores, directly to large book chains like 
Barnes & Noble or Borders, or to book-of-the month 
clubs. There were so many book publishers and so 
many individual booksellers that the industry was 
relatively stable, with both large and small bookstores 
enjoying a comfortable, nonprice competitive niche 
in the market. In this stable environment, competi- 
tion was relatively low, and all companies enjoyed 
good revenues and profits. 

Amazon.com’s electronic approach both to buy- 
ing and selling books changed all this. First, since it 
was able to offer customers quick access to all of the 
over 1.5 million books in print and it discounted 
the prices of its books, a higher level of industry 
competition developed. Second, since it also negoti- 
ated directly with the large book publishers over 
price and supply because it wanted to get books 
quickly to its customers, the industry value chain 
changed: All players—book publishers, wholesalers, 
stores, and customers—became more closely linked. 
Third, as a result of these factors and continuing 
changes in information technology, the bookselling 
business began to change rapidly as the sources of 
competitive advantage changed, and price and serv- 
ice became important. 

By being first into the online bookselling busi- 
ness, Amazon was able to capture customers’ atten- 
tion and establish a first-mover advantage. Its entry 
into the bookselling industry using its new IT posed 
a major threat for B&M bookstores, and Barnes & 
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Noble, the largest U.S. bookseller, and Borders, the 
second, realized that with its competitive prices, 
Amazon would be able to siphon off a significant per- 
centage of industry revenues. So these B&M bookstores 
decided to launch their own online ventures to meet 
Amazon’s challenge and to convince book buyers that 
they, not Amazon, were still the best places to shop for 
books. However, being first to market with a new way 
to deliver books to customers resulted in satisfied 
customers who become loyal customers. And once a 
customer had signed up as an Amazon customer, it 
was often difficult to get that person to register again 
at a competing website. 

Amazon’s early success also made it difficult for 
new “unknown” competitors to enter the industry be- 
cause they faced the major hurdle of attracting cus- 
tomers to their websites rather than to Amazon.com’s. 
Even well-known competitors such as Barnes & 
Noble and Borders, which imitated Amazon’s online 
business model, faced major problems in attracting 
away Amazon’s customer base and securing their 
positions. If large B&M bookstores had problems 
attracting customers, small specialized B&M book- 
stores were in desperate trouble. Their competitive 
advantage has been based on providing customers 
with hard-to-find books, a convenient location, and 
good customer service. Now they were faced with 
competition from an online bookstore that could 
offer customers all 1.5 million books in print at 
10% lower prices, with delivery to anywhere in a 
few days. 

Thousands of small specialized B&M bookstores 
closed their doors nationwide, and even the large 
B&M bookstores struggled to compete. Its strong 
competitive position, combined with Internet in- 
vestors’ “irrational exuberance,” led Amazon’s stock 
price to soar in the dot-com bubble of the late 1990s. 
By 1998, its market capitalization was $6.8 billion, al- 
most twice that of its two biggest rivals, Barnes & 
Noble and Borders, whose combined sales at this 
time were many times that of Amazon’s! 

Competition increased in 1999 as large BKM 
bookstores began a price war with Amazon that re- 
sulted in falling book prices; this squeezed Amazon’s 
profit margins and put more pressure on it to con- 
tain its increasing operating costs. In the spring of 
1999, for example, Amazon and its largest competi- 
tors, Barnes & Noble and Borders, announced a 
50% discount off the price of new best-selling 
books to defend their market shares; they were 
locked in a fierce battle to see which company 
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would dominate the bookselling industry in the 
new millennium. 


From Online Bookstore to Internet Retailer 


While Bezos initially chose to focus on selling books, 
he soon realized that Amazon’s IT could be used to 
sell other kinds of products, but he was cautious be- 
cause he also now understood how high the value 
chain costs involved in delivering a wide range of 
products to customers were. However, Amazon’s slow 
growth in the late 1990s led many of its stockholders 
to complain that the company was not on track to 
becoming profitable fast enough, so Bezos began to 
search for other products that could be sold prof- 
itably over the Internet. One growing online business 
was music CDs, and he realized CDs were a good fit 
with books, so in 1999 Amazon announced its inten- 
tion to become the “earth’s biggest book and music 
store.” The company used its IT competences to 
widen its product line by selling music CDs on its re- 
tail website. The strategy of selling CDs also seemed 
like a good move because the leading Internet music 
retailers at this time, such as CD Now, were strug- 
gling because they too had discovered the high physi- 
cal costs associated with delivering products bought 
online to customers. Amazon now had built up its 
skills in this area, and its online retail competencies 
were working to its advantage; for example, its IT 
now allowed it to constantly alter the mix of products 
it offered in its virtual store to keep up-to-date with 
changing customer needs. 

Amazon also took many more steps to increase 
the usefulness of its retail sites to attract more cus- 
tomers and get its established customers to spend 
more. For example, to entice customers to send 
books and CDs as presents at important celebration 
and holiday shopping times such as_ birthdays, 
Christmas, and New Year’s, Amazon opened a holi- 
day gift store. Customers could take advantage of a 
gift-wrapping service as well as using a free greeting 
card email service to announce the arrival of the 
Amazon gift. Amazon began to explore other kinds 
of online retail ventures; for example, recognizing the 
growing popularity of online auctions pioneered by 
eBay, Bezos moved into this market by purchasing 
Livebid.com, the Internet’s only provider of live on- 
line auctions at that time. Also in 1999, it entered 
into an agreement with Sotheby’s, the famous auc- 
tion house, to enter the high end of the online auc- 
tion business. 


Nevertheless, starting in 2000, Amazon’s stock 
price fell sharply as investors came to believe that in- 
tense competition from Barnes & Noble and other re- 
tailers might keep its operating margins low into the 
foreseeable future. Despite his company’s moves into 
CDs and the auction business, Bezos was being in- 
creasing criticized for being much too slow to take ad- 
vantage of Amazon’s brand name and core skills and 
to use them to sell other kinds of products online— 
much like a general B&M retailer sells many different 
kinds of products. Bezos responded that he had to 
make sure his company’s business model would work 
successfully in book retailing before he could commit 
his company to a widespread expansion into new 
kinds of retail ventures. However, Amazon’s plunging 
stock price forced him into action, and from 2000 on, 
it expanded its storefronts and began to sell a wider 
and wider range of electronic and digital products, 
such as cameras, DVD players, and MP3 players. To 
achieve a competitive advantage in these new product 
categories, Amazon used its IT to provide customers 
with more in-depth information about the nature of 
the products they were buying and to offer users better 
ways to review, rank, and comment on the products 
they bought on its website. Customers were increas- 
ingly seeing the utility of Amazon’s service. 

Bezos had pushed Amazon and its “pizza teams” 
to find new ways to use its core skills to expand into 
different kinds of retail segments, and by 2003, it had 
developed twenty-three different storefronts. By 2006, 
Amazon had thirty-five storefronts selling products as 
varied as books, CDs, DVDs, software, consumer elec- 
tronics, kitchen items, tools, lawn and garden items, 
toys and games, baby products, apparel, sporting 
goods, gourmet food, jewelry, watches, health and 
personal-care items, beauty products, musical instru- 
ments, and industrial and scientific supplies. Increas- 
ingly consumers came to see Amazon as the low-price 
retailer for many products. Customers began to visit 
B&M retail stores to view the physical product, but 
then they would go online to buy from Amazon. One 
advantage Amazon has is that customers avoid paying 
state sales tax when they buy online, and for high- 
ticket items, this is an important savings, even though 
shipping costs must be paid for. 


New Problems 


As time went on, however, customers increasingly 
began to compare the prices charged by different online 
retail websites to locate the lowest priced product, 
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and many dot-coms, desperate to survive in a highly 
competitive online retail environment, undercut 
Amazon’s prices and so put more pressure on its 
profit margins. To strengthen Amazon’s competitive 
position and make it the preferred online retailer, 
Bezos moved aggressively to find ways to attract cus- 
tomers, such as by offering them free shipping or 
“deals of the day.” To make its service more conven- 
ient, Amazon also began to forge alliances with 
B&M companies like Toys “R” Us, Office Depot, Cir- 
cuit City, Target, and many others. Now, customers 
could buy products online at Amazon’s website, but 
if they wanted their purchases immediately, they 
could pick them up from these retailers’ local BKM 
stores. Amazon had to share its profits with these re- 
tailers, but it also avoided high product stocking and 
distribution costs. These alliances also helped Bezos 
quickly transform his company from “online book- 
seller” to “leading Internet product provider.” His 
goal was for Amazon to become the leading online 
retailer across many market segments and drive out 
the weaker online competitors in those segments 
and so consolidate many segments of the online re- 
tail industry. 

Bezos was helped because the online retailers 
quickly discovered the high costs of operating the 
value chain functions necessary to deliver products 
to customers. In the bookselling market, for example, 
with the exception of Barnes & Noble, which still has 
an Internet business unit, other booksellers, such as 
Borders.com, Borders.co.uk, and Waldenbooks.com, 
could not compete with Amazon. They closed down 
their online operations and became Amazon Associ- 
ates, directing Internet traffic from their websites to 
Amazon’s in return for sales commissions. Amazon’s 
competitive advantage also strengthened in 2001 
when the Internet bubble burst, the stock price of 
dot-com companies plunged, and thousands of cut- 
price online retailers went out of business. Even though 
its own stock price plunged too, Amazon was now 
the strongest dot-com in the most important retail 
segments, and losers like CD Now, Virginmega.com, 
and online toy and electronics retailers also redi- 
rected traffic to Amazon’s website for a fee as they 
shut down their operations. 

Many B&M retailers that had also established 
virtual storefronts found they could not make their 
online storefronts profitable in the 2000s because of 
high operating costs. The ones that did succeed were 
those like Lands’ End that already had well-developed 
catalog sales operations. Their failure was another 
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opportunity for Amazon; for example, when Toys 
“R” Us found its virtual site too expensive to operate, 
it also reached an agreement to redirect customers to 
Amazon’s Toys and Games storefront, although at first 
customers could still pick up their toys from Toys “R” 
Us’s stores if they chose. Many other established 
B&M companies that found online retailing too 
complex and expensive also formed agreements with 
Amazon to operate their online stores. Indeed, Ama- 
zon seized this opportunity to get into the new busi- 
ness of using its proprietary IT to design, operate, 
and host other companies’ online storefronts for 
them for a fee. It had become an IT services company 
as well, and this helped its revenues grow. Amazon 
formed agreements to operate retail websites for Tar- 
get, the NBA, Sears Canada, and Bombay Company, 
for example. 

Branching off into all these new retail market seg- 
ments also allowed Amazon to more fully utilize its 
expensive warehouse and distribution system; faster 
sales across product categories increased inventory 
turnover and reduced costs. Moreover, its alliances 
with retailers allowed it to reduce the quantity of ex- 
pensive merchandise it had to purchase and ware- 
house until sold, which helped its profit margins. In 
addition, by offering many different kinds of prod- 
ucts for sale, customers could now “mix” purchases 
and add a book or CD to their electronic product 
order, and so on, which led to economies of scale for 
Amazon. By giving customers more and more rea- 
sons to visit its site, Amazon hoped to drive busi- 
ness and sales across all its product categories, using 
its 1-Click system to make the transactions as easy 
as possible for consumers. However, to keep its oper- 
ating costs low from the beginning, Amazon adopted 
a low-key approach to providing customer service; it 
did not reveal a customer service telephone number 
anywhere on its U.S. website. However, as the com- 
plexity of its business has grown, it recognized the 
need to provide some level of service, and in 2006 
Amazon added to its website an email link. Using this 
link, customers provide their phone numbers, which 
Amazon customer service reps then call to provide 
whatever help is needed, for example, with parcel 
tracking information. Customer service for North 
American customers is now handled by centers in 
Washington State, North Dakota, and West Virginia, 
as well as a number of outsourced centers. 

After its failure in the online auction market, in 
2001, Amazon added a new retail service that turned 
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out to be highly profitable and important to main- 
taining its online leadership position in retailing. 
Amazon launched zShops, a fixed-price retail mar- 
ketplace that became the foundation of the current 
and very successful Amazon Marketplace Service. 
This retail service allows customers to sell their used 
books, CDs, DVDs, and other products alongside the 
identical brand-new products that Amazon offers on 
the product pages of its retail website. This signifi- 
cantly added to its sales revenues. eBay bought a 
company called half.com to compete with Amazon 
Marketplace and is Amazon’s main rival today as 
both companies compete to provide a profitable fee- 
based service to sellers of used products. 

In the 2000s, as Amazon became the acknowl- 
edged leader in Internet retailing, it decided to offer a 
consulting service to other virtual retailers (it already 
provided this service to B&M retailers) to create for 
them a unique, customer-friendly storefront using 
Amazon’s proprietary IT. Moreover, to protect the 
competitive advantage its proprietary IT gives it, 
Amazon also started lawsuits against other virtual or 
B&M companies that it claimed implemented check- 
out systems similar to 1-Click by imitating and in- 
fringing on its proprietary software that is protected 
by patents. This consulting service has proved to be a 
very profitable activity business activity, and in the 
process of designing storefronts for other companies, 
Amazon has also found opportunities to improve 
its own IT systems by learning from its “leading 
customers.” 


Global Expansion 


Since IT is not specialized to any one country or 
world region, a virtual company can use the Inter- 
net and World Wide Web to sell to customers 
around the world—providing, of course, that the 
products it sells can be customized to meet the needs 
of overseas consumers. Bezos was quick to realize 
that Amazon’s IT could be profitably transferred to 
other countries to sell books. However, the ability to 
enter new overseas markets was limited by one major 
factor: Amazon.com offered its customers the biggest 
selection of books written in the English language, so 
overseas customers had to be able to read English. 
Where to locate them? 

An obvious first choice would be the United 
Kingdom (UK), followed by other English-speaking 
nations such as Australia, New Zealand, India, and 


Germany (of any nation in the world, Germany 
has one of the highest proportion of English-as-a- 
second-language speakers because English is taught 
in all its schools). To speed entry into overseas 
markets, Amazon searched for overseas Internet 
companies that had gained a strong foothold in its 
local domestic market and then acquired them. In 
the UK, Amazon bought Bookpages.com in 1996, 
installed its proprietary IT, replicated its value cre- 
ation functions, and renamed it Amazon.co.uk. In 
Germany, it acquired a new online venture, ABC 
Biicherdienst/Telebuch.de, and created Amazon.de 
in 1998. Amazon continued its path of global expan- 
sion, and by 2006, it also operated retail websites in 
Canada, France, China, and Japan, and shipped its 
English language books to customers anywhere in 
the world. 

To facilitate the growth of its global IT and distri- 
bution systems, Amazon also has product develop- 
ment centers in England, Scotland, India, Germany, 
and France. Just as Amazon expanded the range of 
products it sold on its U.S. website, it also increased 
the range of products it sold abroad as its warehouse 
and distribution systems became strong enough to 
sustain its expansion and its local managers decided 
on the mix of products best suited to the needs of 
local customers. 


New Developments 


After Amazon’s stock price reached a low of around $6 
a share in late 2001 after the Internet bubble burst 
and many dot-coms went out of business, Amazon 
continued to persevere. When it finally turned its 
first profit in the fourth quarter of 2002—a meager 
$5 million, just 1 cent per share on revenues of over 
$1 billion—this was an important signal to investors. 
It seemed to confirm that Amazon’s business model 
was working, it would survive, and its stock price 
would increase. In fact, Amazon’s stock price began 
to soar in the early 2000s as investors now believed it 
would become a highly profitable online retail leader; 
its stock price increased to $20 by the end of 2002 
and to almost $60 by the end of 2003. Amazon’s net 
profits also increased to $35 million in 2003 and to 
$588 million in 2004. Revenue kept growing because of 
its entry into many different retail segments and global 
markets, from $3.9 billion in 2002, to $5.3 billion in 
2003, and $6.9 billion in 2004. Amazon’s future 
looked bright indeed as it became the largest Internet 
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retailer and achieved a dominant position in many 
market segments. 


New Acquisitions and Business Opportunities 


To make better use of its resources and capabilities 
and to maintain its profit growth, Amazon began to 
acquire many small companies in the late 1990s. 
One of its goals was to acquire small IT companies 
that would allow it to strengthen its distinctive com- 
petencies in IT and to develop more kinds of web- 
based IT commercial services that it could sell to 
both B&M and online companies. Bezos has always 
preached that Amazon is first and foremost a tech- 
nology company and that its core skills drive its retail 
mission. Another goal in buying small companies 
was to find new opportunities to increase sales of its 
existing retail storefronts and to allow it to establish 
new storefronts in new segments of the retail market. 
Some acquisitions have been successful and some 
have not. 

In 1998, for example, Amazon bought Internet 
Movie Database (www.IMDb.com), a company that 
hosted a comprehensive listing of all movies in exis- 
tence. Formerly a free service, Amazon transformed 
it into a commercial venture whose function is to 
help customers easily find and identify DVDs to pur- 
chase and to make related suggestions to encourage 
additional purchases. As with Amazon’s regular site, 
IMDb users are allowed to review and make detailed 
comments on movies including starting message 
boards. In 1999, Amazon acquired Exchange.com, 
which specializes in hard-to-find book titles at its 
Bibliofind.com website and hard-to-find music titles 
and memorabilia at MusicFile.com. The acquisition 
also helped Amazon develop user-friendly search en- 
gines to help customers identify and buy its products, 
once again using its 1-Click system. 

In 1998, Amazon bought PlanetAll.com, which 
operated a web-based address book, calendar, and re- 
minder service that had over 1 million registered 
users, and Junglee.com, an XML-based data-mining 
start-up that had technology for searching for and 
tracking Internet users’ website visits based on their 
personal interests. In 2000, after Amazon had ab- 
sorbed these companies’ technology, it shut them 
down, making their employees Amazon employees 
and relocating to Amazon’s Seattle headquarters. For 
example, PlanetAll’s “relationship-building” software 
applications were folded into Amazon’s Friends and 
Favorites area. Within Friends and Favorites, Amazon 
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customers were now able to set up wish lists and view 
those of friends, view product critiques from specific re- 
viewers, and create and view home pages from Amazon’s 
website. Amazon’s new employees also went on to build 
community-focused features for Amazon’s website in- 
cluding the unsuccessful Amazon.com Auctions, and 
successful Amazon.com Marketplace and Amazon.com 
Purchase Circles. Amazon became driven by the need to 
find and use the most successful new web-based tech- 
niques for attracting and keeping Internet customers 
as rivalry with companies like Yahoo, eBay, and then 
Google started to increase as these companies in- 
creasingly started to enter each other’s businesses. 

In pursuit of this goal, in 1999 Amazon bought Alexa 
Internet, which had developed software that works in 
conjunction with Internet Explorer to track and monitor 
the way people search the Internet. Amazon hoped to 
use this technology to help it improve its ability to 
track its customers as they moved around the Internet 
and so provide them with a personalized browsing ex- 
perience, which, for example, would allow it to make 
product suggestions based on the specific nature of 
their site visits—similar to Google offering cus- 
tomized advertising specific to the webpage a user 
was visiting. In 2003, Amazon launched a separately 
controlled subsidiary called A9.com, Inc. to take 
control of all its search engine research and build in- 
novative technologies to improve users’ search expe- 
riences and so increase the utility of its e-commerce 
applications. 

A9.com’s search engine, which searches both 
Amazon.com and other websites, used to be powered 
by Google’s search engine. Today it is powered by 
Microsoft’s Live Search technology because Google 
emerged as the leader in this area. The differentiating 
feature of Amazon’s A9.com search technology was 
meant to be that users would log into the service, and 
then A9 would continually record every page they 
searched for. By creating a personalized memory of 
users’ visits, A9 could provide them with a highly 
customized search service that could take them 
quickly to already visited sites but that would also be 
able to suggest relevant new sites based on all the 
personal data collected by the engine. In this way, 
Amazon hoped it could drive more traffic to its con- 
stantly increasing storefronts. 

The search engine did not prove popular with 
Internet users, however, because many believed the 
engine was highly invasive of their privacy, creating 
as it does a permanent record of their website visits. 
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Instead, in the 2000s, Google’s search engine has be- 
come the search engine of choice, both because it is 
the technologically most advanced and because users 
can opt out of creating a personalized search history 
if they choose to disable its advanced features. Thus 
Google struck the right balance between usefulness 
and privacy and thwarted Amazon’s attempts to be- 
come the leader in the crucial search engine market. 
In 2006, Amazon announced its A9 site would no 
longer ask users to log in or accumulate such per- 
sonal data. Instead, it would focus on improving the 
usefulness of the search results users obtained on 
Amazon’s own storefronts. For example, one of the 
technologies A9.com had developed was a “mini” 
search engine feature called “Search Inside the Book,” 
mentioned earlier, that allows users to search within 
the text of books as well as searching for text on the 
Web. “Search Inside the Book” is a feature that makes 
it possible for customers to search for keywords in 
the full text of many of the books in its catalog to 
identify books that may be of interest to them. There 
are currently about 250,000 books in the program, 
and Amazon has cooperated with around 130 pub- 
lishers to allow users to perform these searches. To 
avoid copyright violations, Amazon.com does not re- 
turn computer-readable text of the book but rather a 
picture of the page containing the relevant text, dis- 
ables printing of the pages, and puts limits on the 
number of pages in a book a single user can access. In 
2005, A9 also developed an interactive wiki feature 
that allows any Amazon customer who has pur- 
chased at least one product from the company to add 
to or edit the relevant product descriptions or wikis, 
such as for books. 

Thus although Amazon has used these acquisi- 
tions to steadily improve its customers’ ability to 
search and use its own storefronts, its attempt to gain 
a leading position in providing generalized web- 
based search services to Internet users failed. Today, 
its A9.com generates only 0.1% of all searches com- 
pared to the leader Google, which claims over 60%. 
Amazon also has failed in other areas; another search 
technology A9.com developed was the “Find It on the 
Block” feature that allowed users to find not just the 
phone number, address, map, and directions for a 
business, but also to see a picture of it as well as all the 
businesses and shops on that same street. However, in 
2006, Amazon announced it was ending this service 
because most users preferred the mapping services 
offered by Google and Yahoo. Many of Amazon’s 


failures can be explained by the fact that established 
Internet companies already had a first-mover advan- 
tage in specific industries in the Internet sector. For 
example, Amazon.com’s Auctions could not compete 
successfully against eBay, which with its 30 million 
registered sellers and buyers dominated the online 
auction industry; and Google’s quick growth in the 
search engine market has prevented Amazon, and 
many other leading portals, from succeeding in this 
area. 

In an effort to keep its customers loyal, Amazon 
began providing a range of new customer services. In 
January 2006, it launched Amazon Prime, a $79 per 
year service that allows users to get unlimited free 
two-day shipping and upgraded overnight shipping 
for $3.99 on eligible items bought from its store- 
fronts. Also in January, Amazon established a part- 
nership with travel meta-search company SideStep 
and used its service to power searches in Amazon’s 
travel store. In March, it launched an online storage 
service called Amazon S3 that allows users to store an 
unlimited number of data objects ranging in size 
from | byte to 5 gigabytes for a storage service charge 
of 15 cents per gigabyte per month and data transfer 
fees of 20 cents per gigabyte each when users distrib- 
ute their data (for example, advertisements or catalog 
mailing lists) using HTTP or Bit Torrent services 
provided by Amazon. 

In July 2006, Amazon entered the grocery deliv- 
ery business when its website officially launched 
Amazon Grocery, a new storefront that sells a wide 
variety of nonperishable food and household items 
that, once ordered, can be reordered or modified eas- 
ily using Amazon’s shopping-list software. To ensure 
competitive pricing with B&M grocery stores, cus- 
tomers receive free shipping on purchases of canned 
and packed food products over $25. 

In September 2006, Amazon Business Solutions 
group, which serves the needs of business customers, 
also extended the range of its services by launching 
Fulfillment by Amazon and WebStore by Amazon. 
These services give small and medium-sized businesses 
access to Amazon’s order fulfillment, customer serv- 
ice, customer shipping offers, and underlying website 
technology to improve the retail experience they can 
offer customers on their own websites. For example, 
Fulfillment by Amazon allows small businesses to use 
Amazon’s own order fulfillment and after-order cus- 
tomer services, and gives their customers the right to 
receive the benefit of Amazon.com shipping offers. 
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Fulfillment by Amazon performs the value chain ac- 
tivities that free online small businesses from the 
time and costs required to store, pick, pack, ship, and 
provide customer service for the products they sell 
online. After paying Amazon’s service fee, small busi- 
nesses ship their products to an Amazon fulfillment 
center, which stores and sends those products to cus- 
tomers who order them on the small business’s or 
Amazon’s storefront. Amazon will also manage post- 
order customer service such as customer returns and 
refunds for businesses that use Fulfillment by Ama- 
zon. Amazon.com customers can also use services 
such as Amazon Prime and Free Super Saver Ship- 
ping when buying products that have the Fulfilled by 
Amazon icon. Small businesses benefit from the cost 
savings that result when Amazon’s service fees are 
lower than the costs of performing the value chain 
service themselves. 

WebStore by Amazon allows businesses to create 
their own privately branded e-commerce websites 
using Amazon technology. Businesses can choose 
from a variety of website layout options and can cus- 
tomize their sites using their own photos and brand- 
ing. For example, Seattle Gift Shop now has its own 
WebStore at http://www.seattlesgifts.com. WebStore 
by Amazon users pay a commission of 7% (price in- 
cludes credit card processing fees and fraud protec- 
tion) for each product purchased through their site 
and a monthly fee of $59.95. As one business owner 
commented, “Not only has WebStore increased my 
sales dramatically, but also its easy-to-use tools give 
me complete control of the look and feel of my site.” 
WebStore allows small businesses to build their brand 
name while using Amazon’s easy-to-use flexible 
“back-end” technology—including Amazon’s 1-Click 
checkout system—and allows them to refer cus- 
tomers through the Amazon Associates program if 
they choose. 

Jeff Bezos and his top management team seem 
committed to leveraging Amazon’s core competencies 
in whatever ways they can to find ways to realize the 
value of the company’s assets. The range of possible 
services Amazon can offer seems endless. For exam- 
ple, Amazon established a wholly owned subsidiary, 
CustomFlix, Inc., to provide first a DVD and then a 
CD on Demand Service. The DVD and CD on De- 
mand Services allow independent musicians, artists, 
labels, and other video and music content owners an 
inventory-free way to reach a worldwide audience 
and make their videos and audio CDs available to 


Amazon’s customers. Customers can preview a DVD 
or CD on the CustomFlix website and then decide 
whether to make a purchase, much like in the past 
when customers in record stores could listen to 
tracks before making a purchase decision. Once 
again, because CustomFlix can burn the DVD/CD on 
demand, there are no inventory costs for musicians 
to bear, so the service offers an easy, attractive, and 
low-cost way for musicians, artists, and labels to 
profitably connect to customers. It also expands 
Amazon’s content offerings, making its even more 
unique compared to other DVD/CD retailers. If they 
attract a following, successful musicians and artists 
can then also set up their own customizable Custom- 
Flix E-Store so that they can personalize the products 
they offer to customers. CustomFlix on Demand pro- 
vides high-quality DVD and CD media with full- 
color hub-printed faces; full-color, double-sided tray 
cards; and four-page, full-color inserts in over- 
wrapped clear jewel cases. 

In another bold venture, in September 2006, 
Amazon launched an eagerly awaited digital down- 
load video service. Called Amazon Unbox, the new 
download service offered customers thousands of tel- 
evision shows, movies, and other video content from 
more than thirty studio and network partners from 
Hollywood and around the world. Unbox claimed to 
be the only video download service to offer DVD- 
quality picture that could be downloaded from one 
PC (such as an office computer) and then transferred 
to another PC (such as a home computer). At no ad- 
ditional charge, Unbox automatically included a sec- 
ond file optimized for playback on any Windows 
Media-compatible portable device. Also, Unbox used 
progressive download, which eliminated the need to 
wait for the entire video to download before watch- 
ing. A broadband customer could start watching a 
downloaded Unbox video or movie within five min- 
utes of ordering. 

However, within weeks, this important new 
download service—one that Amazon investors had 
eagerly awaited—generated many negative comments 
from users. The number of movies downloaded was 
disappointingly few because the service’s poor soft- 
ware caused many glitches and very slow—hours— 
download time. Quickly Amazon updated the movie 
player to fix the bugs, but many complaints re- 
mained: long download time, poor resolution, and 
restrictions on when and where movies could be 


SECTION A _ Business Level Cases: Domestic and Global 


played. Amazon continues to improve this service 
and in January 2007 announced an agreement with 
TiVo, the set-box DVD recording company, to de- 
velop a joint program to allow TiVo’s millions of cus- 
tomers easy access to Amazon’s download service. 
Amazon is currently searching for more partners, but 
one development that may seriously impair its 
progress in this area is Wal-Mart’s February 2007 
agreement with the six major movie studios to offer 
movie downloads through its online store. Wal-Mart 
is the leading seller of DVDs with over 40% of the 
market, and its ability to negotiate this deal, rather 
than Amazon, might be a major setback. 


Amazon’s Future Prospects 


Today, Amazon is the leading Internet retailer. It has 
over 12,000 employees and in 2006 earned $700 mil- 
lion on $10.7 billion revenues. This was a significant 
increase in profit from the year before, and its stock 
price rose significantly as investors became more op- 
timistic about its future prospects. Nevertheless, its 
stock price is still lower than it was in 2004 because 
investors have realized many of its new ventures, 
such as its attempt to dominate the search engine 
segment, have not worked out, and because the fu- 
ture success of ventures such as movie downloads 
is not clear. Moreover, all its expenditures on devel- 
oping the new IT platforms necessary to launch 
complex digital storefronts have been increasing 
its operating costs, which rose from 6.1% of rev- 
enue in 2005 to 7.8% in the second quarter of 2006. 
These increased operating costs have reduced its 
profit margins. Once again, Amazon’s operating 
costs are rising, now not because of developing the 
physical infrastructure necessary to support its retail 
sales, but because of the investment in the IT infra- 
structure necessary to launch new digital products. 
So some analysts are concerned that in its attempts to 
grow profits, Amazon is losing its knack of creating 
the customer-friendly retail customer service tech- 
nology that made it a leading dot-com company. 
And they are watching the growing success of 
Google as it enters new businesses, including retail 
Internet segments with its Froogle product-search 
service and its new online payment system that is a 
challenge to Amazon’s 1-Click system. So investors 
are watching to see how operating costs will affect 
operating margins and net profits in the next few 


years and how Amazon will fend off increasing com- 
petition from companies like Wal-Mart that are 
building up their own online presence and are willing 
to charge low prices to build their market share. What 
new strategies can Bezos pursue to take Amazon to 
the next level, analysts wonder? Are any new mergers 
and acquisitions on the horizon? 
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eBay and the Online 
Auction Industry 


This case was prepared by Gareth R. Jones, Texas A&M University. 


ith 11,600 employees, eBay, headquartered in 

San Jose, California, manages and hosts an on- 
line auction and shopping website that people all 
around the world visit to buy and sell goods and 
services. eBay generated revenues of almost $6 billion 
in 2006, up from $4.55 billion in 2005, and gener- 
ated $2 billion in earnings—an impressive figure 
that explains the company’s stock market valuation 
of $46 billion in February 2007. eBay has been a stellar 
performer on the stock exchange under the guidance 
of Meg Whitman, its CEO. Its investors were extremely 
happy—until the last few years when its stock price fell 
sharply. Investors became worried its business model 
would not be so profitable in the future because the 
online auction market was becoming mature and op- 
portunities for growth were declining. In 2006, its 
stock plunged in value, and it seemed like eBay’s busi- 
ness model had run out of steam. But to understand 
the sources of eBay’s success and the current chal- 
lenges it faces, it is necessary to explore the way eBay’s 
business model and strategies have changed over time. 


eBay’s Beginnings 

Until the 1990s, the auction business was largely frag- 
mented; thousands of small city-based auction 
houses offered a wide range of merchandise to local 
buyers. And a few famous global ones, such as 
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Sotheby’s and Christie’s, offered carefully chosen se- 
lections of high-priced antiques and collectibles to 
limited numbers of dealers and wealthy collectors. 
However, the auction market was not very efficient, 
for there was often a shortage of sellers and buyers, 
and so it was difficult to determine the fair price of a 
product. Dealers were often able to influence auction 
prices and so obtain bargains at the expense of sell- 
ers. Typically, dealers were able to buy at low prices 
and then charge buyers high prices in the bricks-and- 
mortar (B&M) antique stores that are found in every 
town and city around the world, so they reaped high 
profits. The auction business was changed forever in 
1995 when Pierre Omidyar developed innovative 
software that allowed buyers around the world to bid 
online against each other to determine the fair price 
for a seller’s product. 

Omidyar founded his online auction site in San 
Jose on September 4, 1995, under the name Auction- 
Web. A computer programmer, Omidyar had previ- 
ously worked for Microsoft, but he left that company 
when he realized the potential opportunity to de- 
velop new software that provided an online platform 
to connect Internet buyers and sellers. The entrepre- 
neurial Omidyar changed his company’s name to 
eBay in September 1997, and the first item sold on 
eBay was Omidyar’s broken laser pointer for $13.83. 
A frequently repeated story that eBay was founded to 
help Omidyar’s fiancée trade PEZ Candy dispensers 
was fabricated by an eBay public relations manager 
in 1997 to interest the media. Apparently the story 
worked, for eBay’s popularity grew quickly by word 
of mouth, and the company did not need to advertise 
until the early 2000s. Omidyar had tapped into a 
huge unmet buyer need, and people flocked to use 
his software. 


Another major reason eBay did not advertise in its 
early years was that its growing global popularity had 
put major pressure on its internal computer informa- 
tion systems, both its hardware and software. In partic- 
ular, the technology behind its search engine—which 
was not developed by Omidyar but furnished by in- 
dependent specialist software companies—could not 
keep pace with the hundreds of millions of search re- 
quests that eBay’s users generated each day. eBay was 
also installing powerful servers as quickly as it could 
to manage its fast-growing database, and it was re- 
cruiting computer programmers and IT managers to 
run its systems at a rapid rate. 

To finance eBay’s rapid growth, Omidyar turned 
to venture capitalists to supply the hundreds of mil- 
lions of dollars his company required to build its on- 
line IT infrastructure. Seeing the success of his busi- 
ness model, he was quickly able to find willing 
investors; as part of the loan agreement, however, the 
venture capitalists insisted that Omidyar give control 
of the running of his company to an experienced top 
manager. They were very aware that entrepreneurs 
often have problems in building and implementing a 
successful business model over time. They recom- 
mended that Meg Whitman, an executive who had 
had great success as a manager of several software 
start-up companies, be recruited to become eBay’s 
CEO, while Omidyar would assume the role of chair- 
man of the company. 


eBay’s Evolving Business Model 


From the beginning, eBay’s business model and 
strategies were based on developing and refining 
Omidyar’s auction software to create an easy-to-use 
online market platform that would allow buyers and 
sellers to meet and transact easily and inexpensively. 
eBay’s software was created to make it easy for sellers 
to list and describe their products, and easy for buy- 
ers to search for, compare, and bid on the products 
they wanted to purchase. The magic of eBay’s soft- 
ware is that the company simply provides the elec- 
tronic conduit between buyers and sellers; it never 
takes physical possession of the products that are 
listed, and their shipping is the responsibility of sell- 
ers and payment the responsibility of buyers. Thus, 
eBay does not need to develop all the high-cost 
functional activities like inventory, shipping, and 
purchasing to deliver products to customers, unlike 
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Amazon.com, for example, and so it operates with an 
extremely low cost structure given the huge volume 
of products it sells and sales revenues it generates— 
hence the $2 billion profits on $7 billion of revenues 
in 2007 mentioned earlier. Also, word of mouth en- 
ables eBay to avoid paying the high advertising 
costs, an especially important consideration early 
on since these are a major expense for many start- 
ups. And, as far as buyers are concerned, eBay is also 
low cost, for under current U.S. law, sellers located 
outside a buyer’s state do not have to collect sales 
tax on a purchase. This allows buyers to avoid pay- 
ing state taxes on expensive items such as jewelry 
and computers, which can save them tens or even 
hundreds of dollars and makes purchasing on eBay 
more attractive. 

To make transactions between anonymous Inter- 
net buyers and sellers possible, however, Omidyar’s 
software had to reduce the risks facing buyers and 
sellers. In particular, it had to convince buyers that 
they would receive what they paid for and that sell- 
ers would accurately describe their products on- 
line. Also, sellers had to be convinced that buyers 
would pay for the products they committed to pur- 
chase on eBay, although of course they were able to 
wait for the money to arrive in the mail, so their risk 
was lower; however, many buyers do not pay or pay 
extremely late. To minimize the ever-present possi- 
bility of fraud from sellers misrepresenting their 
products or from buyers unethically bidding for 
pleasure and then not paying, eBay’s software con- 
tains a method for building and establishing trust 
between buyers and sellers—building a reputation 
over time. 

After every transaction, buyers and sellers can 
leave online feedback about their view of the other’s 
behavior and the value of the transaction they have 
completed. They can fill in an online comment form, 
which is then published on the Web for each seller 
and buyer. When sellers and buyers consistently act 
in an honest way in more and more transactions over 
time, they are able to build a stronger and stronger 
positive feedback score that provides them with a 
good reputation for honesty. More buyers are at- 
tracted to a reputable seller, so the seller obtains 
higher prices for their products, and sellers can also 
decide if they are dealing with a reputable buyer, one 
who pays quickly, for example. This may be more dif- 
ficult because new “unknown” buyers come into the 
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market continuously, but a seller can refuse to deal 
with any new or existing buyer if they wish and can 
remove that buyer’s bid from an auction. 

eBay generates the revenues that allow it to oper- 
ate and profit from its electronic auction platform 
by charging a number of fees to sellers (buyers pay 
no specific fees). In the original eBay model, sellers 
paid a fee to list a product on eBay’s site and paid a 
fee if the product was sold by the end of the auction. 
As its platform’s popularity increased and the num- 
ber of buyers grew, eBay has increased the fees it 
charges sellers. The eBay fee system is quite complex, 
but in the United States in 2006, eBay took between 
20 cents and $80 per listing and between 2 and 8% 
of the final price, depending on the particular prod- 
uct being sold and the format in which it is sold. In 
addition, eBay now owns the PayPal payment sys- 
tem, which has fees of its own; this is discussed in 
detail below. 

This core auction business model worked well for 
the first years of eBay’s existence. Using this basic 
software platform, every day tens of millions of prod- 
ucts such as antiques and collectibles, cars, computers, 
furniture, clothing, books, DVDs and a myriad of 
other items are listed by sellers all around the world 
on eBay and bought by the highest bidders. The in- 
credible variety of items sold on eBay suggests why 
eBay’s business model has been so successful—the 
same set of auction platform programs, constantly 
improved and refined over time from Omidyar’s 
original programs, can be used to sell almost every 
kind of product, from low-priced books and maga- 
zines costing only cents, to cars and antiques costing 
tens or hundreds of thousands of dollars. Some of 
the most expensive items sold include a Frank Mulder 
4Yacht Gigayacht ($85 million), a Grumman Gulf- 
stream II jet ($4.9 million), and a 1993 San Lorenzo 
80 Motoryacht (just under $2 million). One of the 
largest items ever sold was a World War II submarine 
that had been auctioned off by a small town in New 
England that decided it did not need the historical 
relic anymore. 

Indeed, Meg Whitman’s biggest problem was to 
find search engine software that could keep pace with 
the increasing volume of buyers’ inquiries. Initially 
small independent suppliers provided this software; 
then IBM provided this service. But as search tech- 
nology has advanced in the 2000s, eBay now has its 
own in-house search technology teams continually 
refining and improving its own search software. With 
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the most pressing concerns of keeping the eBay web- 
site up and running twenty-four hours a day and 
meeting the needs of its growing number of buyers 
and sellers, CEO Whitman looked for new ways to 
improve eBay’s business model. 

First, to take advantage of the capabilities of 
eBay’s software, the company began to expand the 
range and categories of the products it offered for 
sale to increase revenue. Second, it increased the 
number of retail or “selling” formats used to bring 
sellers and buyers together. For example, its original 
retail format was the seven-day auction format, 
where the last bidder within this time period “won” 
the auction, provided the bid met the seller’s reserve 
or minimum price. Then, it introduced the “buy-it- 
now” format where a buyer could make an instant 
purchase at the seller’s specified price, and later a 
real-time auction format in which online bidders, 
and bidders at a B&M auction site, compete against 
each other in real time to purchase the product up 
for bid. In this format, a live auctioneer, not the eBay 
auction clock, decides when to close an auction. 

Beyond introducing new kinds of retail formats, 
over time eBay has continuously strived to improve 
the range and sophistication of the information serv- 
ices it provides its users—to make it easier for sellers 
to list, describe, present, and ship their products, and 
for buyers to make better purchasing decisions. For 
example, software was developed to make it easier for 
sellers to list their products for sale and upload 
photographs and add or change information to the 
listing. Buyers were able to take advantage of the 
services that are now offered in what is called My 
EBay; buyers can now keep a list of “watched” items 
so that over the life of a particular auction they can 
see how the price of a product has changed and how 
many bidders are interested in it. This is a useful 
service for buyers because frequently bidders for 
many items enter in the last few minutes to try to 
“snipe” an item or obtain it at the lowest possible 
cost. As the price of an item becomes higher, this 
often encourages more buyers to bid on it, so there is 
value to buyers (although not sellers, who want the 
highest prices possible) to wait or just bid a minimal 
amount so they can easily track the item. 

By creating and then continually improving its 
easy-to-use retail platform for sellers and buyers, 
eBay revolutionized the auction market, bringing to- 
gether buyers and sellers internationally in a huge, 
never-ending yard sale. eBay became the means of 


cleaning out the “closets of the world” with its user- 
friendly platform. 


New Types of Sellers 


Over time, eBay also encouraged the entry of new 
kinds of sellers into its electronic auction platform. 
Initially, it focused on individual, small-scale sellers; 
however, it then sought to attract larger-scale sellers 
using its eBay Stores selling platform, which allows 
sellers to list not only products up for auction but 
also all the items they have available for sale, perhaps 
in a B&M antique store or warehouse. Store sellers 
then pay eBay a fee for these “buy it now” sales. Hun- 
dreds of thousands of eBay stores became established 
in the 2000s, greatly adding to eBay’s revenues. 

Also by the early 2000s, not just small specialized 
stores but large international manufacturers and re- 
tailers such as Sears, IBM, and Dell began to open 
their own stores on eBay to sell their products using 
competitive auctions for “clearance goods” and fixed- 
priced buy-it-now storefronts to sell their latest 
products. By using eBay, these companies established 
a new delivery channel for their products, and they 
were able to bypass wholesalers such as discount 
stores or warehouses that take a much larger share of 
the profit than eBay does through its selling fees. 

Software advances came faster and faster in the 
2000s, in part due to eBay’s new Developers Program 
that allows independent software developers to create 
new specialized applications that integrate seamlessly 
with eBay’s electronic platform. By 2005, there were 
over 15,000 members in the eBay Developers Pro- 
gram, comprising a broad range of companies creat- 
ing software applications to support specialized eBay 
sellers and buyers, as well as eBay Affiliates. All this 
progress helped speed and smooth transactions be- 
tween buyers and sellers and drove up eBay’s rev- 
enues and profits, something that resulted in a huge 
increase in the value of its stock. 


Competition in the Retail Auction Industry 


eBay’s growing popularity and growing user or cus- 
tomer base made it increasingly difficult for the hun- 
dreds of other online auction houses that had also 
come online to compete effectively against it. Indeed, 
its competitive advantage was increasing because 
both sellers and buyers discovered they were more 
likely to find what they wanted and get the best prices 
from a bigger auction website’s user base or market. 
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And from the beginning, eBay controlled the biggest 
market of buyers and sellers, and new users became 
increasingly loyal over time. So even when large, 
well-known online companies such as Yahoo and 
AOL attempted to enter the online auction business, 
and even when they offered buyers and sellers no-fee 
auction transactions, they found it was impossible to 
grow their user bases and establish themselves in the 
market. From network effects, eBay had obtained a 
first-mover advantage and was benefiting from this. 

The first-mover advantage eBay gained from 
Pierre Omidyar’s auction software created an unas- 
sailable business model that gave eBay effectively a 
monopoly position in the global online auction mar- 
ket. There are few online or B&M substitutes for the 
service that eBay provides. For example, sellers can list 
their items for sale on any kind of website or bulletin 
board, and specialist kinds of websites exist to sell 
highly specialized kinds of products like heavy ma- 
chinery or large sailboats, but for most products, the 
sheer reach of eBay guarantees it a dominant position 
in the marketplace. There has been little new entry 
into the online auction business, and the fees eBay 
charges to sellers have steadily increased as it has 
grown, and so it skims off ever more of the profit in 
the auction value chain. Also, eBay does not have to 
worry about the ability of any particular buyer or 
seller to dictate terms to it, for it has access to millions 
of individual buyers and sellers. Only if sellers could 
band together and demand reductions in eBay’s fees 
and charges would they be a threat to eBay. 

This happened briefly in the early 2000s. Meg 
Whitman, desperate to keep eBay’s revenues growing 
to protect its stock price, began to continually in- 
crease the fees charged to eBay stores to list their 
items on eBay. Store sellers rebelled and used the 
eBay community bulletin boards and chat rooms to 
register their complaints. eBay realized there was a 
limit to how much it could charge sellers. It would 
have to find new ways to attract more buyers to the 
sellers’ products, and so get them better prices, if was 
going to be able to increase the fees it charged sellers. 
Or it would have to find new ways to extract profit 
from the auction value chain. 


New Ways to Grow eBay’s Value Chain 


Meg Whitman has always preached to eBay’s employ- 
ees that to maintain and increase the value of its 
stock (and many employees own stock options in the 
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company), eBay must (1) continually attract more 
buyers and sellers to its auction site, and (2) search 
for ways to generate more revenue from these buyers 
and sellers. To create more value from its auction 
business model, eBay has adopted many other kinds 
of strategies to grow profitability over time. 


International Expansion 


In the online world, buyers from any country in the 
world can bid on an auction, and so it became clear 
early on that one way to grow eBay’s business would 
be to replicate its business model in different coun- 
tries around the world. Accordingly eBay moved 
quickly to establish storefronts around the world cus- 
tomized to the needs and language of a particular 
country’s citizens. Globally, eBay established its own 
online presence in countries like the United Kingdom 
and Australia, but in other countries, particularly 
non-English-speaking countries, it often acquired the 
national start-up online auction company that had 
stolen the first-mover advantage in a particular 
country. In 1999, for example, eBay acquired the 
German auction house Alando for $43 million and 
changed it into eBay Germany. In 2001, eBay ac- 
quired Mercado Libre, Lokau, and iBazar, Latin 
American auction sites, and established eBay Latin 
America. In 2003, eBay acquired EachNet, a leading e- 
commerce company in China, for $150 million to 
enter the Chinese market. And, in 2004, it bought 
Baazee.com, an Indian auction site, for $50 million 
and took a large stake in Korean rival Internet Auction 
Co. In 2006, eBay acquired Tradera.com, Sweden’s 
leading online auction-style marketplace, for $48 mil- 
lion. All these global acquisitions have allowed eBay 
to retain firm control of the global online auction 
business to facilitate transactions both inside coun- 
tries and between countries to build up revenue. Once 
eBay was up and running in a particular country, 
network dynamics took effect, and so it became diffi- 
cult for a new auction start-up to establish a strong 
foothold in its domestic online auction market. In- 
deed, the only countries in which eBay has faced seri- 
ous competition are Japan and Hong Kong, where 
Yahoo gained a head start over eBay and thus gained 
the first-mover advantage in these countries. 


eBay Drop-Off Stores 


A second way in which eBay has grown the revenues 
from its auction model is by providing more kinds of 
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value-chain services. One service created in the early 
2000s for individual sellers is eBay Drop Off. eBay li- 
censes reputable eBay sellers who have consistently 
sold hundreds of items using its platform to open 
B&M consignment stores where any seller can “drop 
off” the products they want to sell. The owner of the 
Drop-Off Store describes, photographs, and lists the 
item on eBay and then handles all the payment and 
shipping activities involved in the auction process. 
The store owner receives a commission, often 15% or 
more of the final selling price (not including eBay’s 
commission) for providing this service. These stores 
have proved highly profitable for their owners, and 
thousands have sprung up across the United States 
and the world (a search request on eBay’s site allows 
buyers to identify the closest eBay Drop-Off Store). 
The advantage for eBay is that this drop-off service 
gives it access to the millions of people who have no 
experience in posting photographs online, organiz- 
ing payment, or even opening an eBay account and 
learning how to list an item and so eBay gains from 
increased listing fees. 


Increased Advertising 


Another strategy eBay increasingly adopted in the 
2000s to expand its user base was to increase its use 
of advertising—on television, newspapers, and on 
popular websites—to promote the millions of prod- 
ucts it has for sale on its site. Its goal was to make 
eBay the preferred place to shop by demonstrating 
two things: first, the incredible diversity of products 
available for purchase on its site, and second, the fre- 
quency with which its products cost less than what 
buyers would pay in B&M stores or even on specialist 
online stores. New and used DVDs, CDs, books, de- 
signer clothing, electronic products, and computers 
are some of the multitude of products that can be 
obtained at a steep discount on eBay. Thus, while the 
range of the products eBay sells provides it with a 
differentiation advantage, the low prices that buyers 
can often obtain gives it a low-price advantage too— 
provided buyers are prepared to wait a few days to re- 
ceive their newly purchased products. 


PayPal Payment Service 


Meg Whitman was also working to find ways to make 
transactions easier for eBay buyers and sellers, and 
one way to do this was to get involved in the other 
kinds of value chain activities required to complete 


online transactions. One of the most important 
functional activities is the payment system, for this 
poses the greatest risks to buyers that they may be 
taken advantage of by unscrupulous or fraudulent 
sellers who take their money and then fail to deliver 
the expected product. When eBay first started, sellers 
usually demanded money orders or bank cashiers’ 
checks that are secure forms of payment from buyers, 
or insisted that ordinary checks had cleared through 
their accounts before mailing the product to cus- 
tomers. This increased the length of time and effort 
involved in a transaction for sellers and buyers and 
led to lost sales. 

By the late 1990s, online companies like PayPal 
and Billpoint had emerged that offered secure online 
electronic payment services that greatly facilitated 
online commerce. To work efficiently, these services 
require sellers and buyers to register and enter a valid 
bank account number, and usually a credit card 
number, to authenticate the sellers’ and buyers’ iden- 
tities and their ability to pay for the items purchased. 
Now payment became instantaneous; the money was 
taken directly from the buyer’s bank account or paid 
for by credit card. Buyers could now purchase on 
credit, while sellers could immediately send off the 
product to the buyer. When buyers paid sellers, the 
online payment company collected a 3% commis- 
sion, which was taken from the seller’s proceeds. 

Obviously, this is a very lucrative activity, and 
eBay realized it could increase its share of the fees in- 
volved in eBay transactions by becoming involved in 
online payment services. However, it was late entering 
this business, and it would take a long time to develop 
its own payment service from scratch. So, in 1999 
eBay acquired the online payment service Billpoint 
and worked to get all eBay buyers and sellers regis- 
tered with Billpoint. However, eBay found itself run- 
ning up against a brick wall; just as eBay had gained 
the first-mover advantage in the auction business, so 
had PayPal gained it in the online payment business. 
Millions of eBay users were already signed up with 
PayPal. So, after failing to make Billpoint the market 
leader, in 2002 eBay acquired PayPal for $1.5 billion in 
stock—a great return for PayPal’s stockholders. Then, 
to reduce costs, eBay switched all Billpoint customers 
to PayPal and shut down Billpoint. This purchase has 
been very profitable for eBay, for it now owns the 
world’s leading online payment system. The PayPal 
acquisition has paid for itself many times over. 
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Indeed, eBay has since worked to make PayPal a 
financial powerhouse, making it a conduit through 
which buyers and sellers can transact internation- 
ally, something that often involves high fees for buy- 
ers and sellers. It also issues eBay credit cards. Fi- 
nally, it has used PayPal as another way to reassure 
buyers that sellers are honest and reputable; eBay of- 
fers buyers who use PayPal free product insurance 
protection in the event that their purchases are ei- 
ther fraudulent or misrepresented. It also reassures 
sellers that they can trust buyers; through PayPal, 
eBay can police buyers and suspend their accounts if 
necessary. 


More Retail Formats 


eBay also began to make many acquisitions to facili- 
tate its entry into new kinds of specialized retail and 
auction formats to increase its market reach. In 1999, 
it acquired the well-known auction house Butterfield 
& Butterfield to facilitate its entry into the auctioning 
of high-priced antiques and collectibles and so com- 
pete with upper-end auction houses such as Sotheby’s 
and Christie’s. However, eBay’s managers discovered 
that a lot more involvement was needed to correctly 
identify, price, list, and then auction rare, high-priced 
antiques, and it exited the upper-end auction niche 
in 2002 when it sold Butterfield & Butterfield to 
Bonhams, an upscale auction house that wanted to 
develop a much bigger online presence. 

To further its expansion into the highly profitable 
motor vehicle segment of the market, in 2003 eBay 
acquired CARad.com, an auction management serv- 
ice for car dealers, to strengthen eBay Motors. Now 
eBay controls the auctions in which vehicle dealers 
bid on cars that they then resell to individual buyers, 
often on eBay Motors. In another move to enter a 
new retail market in 2004, eBay acquired Rent.com 
for $415 million. This online site offers a completely 
free rental and roommate search service; indeed, it 
offers to pay users who have signed a new lease at a 
property found on its website $100 when they inform 
Rent.com. Once again, the “sellers” of the rentals on 
its websites are charged the fees; the online room- 
mate search is free. Rent.com has millions of up-to- 
date rental listings, with thousands added every day; 
listings include a property’s address and phone num- 
ber, a detailed description, photos, floor plans, and so 
on, which makes it easier for prospective renters to 
research and select a rental. 
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In 2000, eBay acquired Half.com for $318 million. 
Half.com is an online retail platform that specializes 
in the sale of new and used fixed-price consumer 
products such as books, movies, video games, DVDs, 
and so on that are offered at a fixed price and sold on 
a first-come-first-served basis, not by auction. eBay’s 
Buy It Now feature is similar, although sellers are al- 
lowed to set a lower start price than the buy-it-now 
price, and the selling process can develop into an 
auction if bidders start to compete for the product. 
In the 2000s, the popularity of fixed-price online re- 
tailing led to a significant expansion in eBay’s activi- 
ties in this segment of the retail market. In 2006, eBay 
opened its new eBay Express site, which was designed 
to work like a standard Internet shopping site to con- 
sumers with U.S. addresses. Select eBay items are 
mirrored on eBay Express, where buyers use a shop- 
ping cart to purchase products from multiple sellers. 
A UK version of eBay Express is also in development. 
The discussion of eBay Express is continued below in 
more detail. 

In 2005, eBay acquired Shopping.com, an online 
price-comparison shopping site, for $635 million. 
With millions of products, thousands of merchants, 
and millions of reviews from the Epinions commu- 
nity, Shopping.com empowers consumers to make 
informed choices and, as a result, encourages more 
buyers to purchase products. Information provided 
by Shopping.com also facilitates eBay sellers’ pricing 
knowledge about their online competitors and so 
helps them price their products competitively so that 
they can sell them more quickly. The site also allows 
customers to purchase products from various eBay 
retail formats. 

In the 2000s, online local classifieds have become 
an increasingly popular way for people to sell their 
unwanted products, especially because there are usu- 
ally no fees associated with them. Local classifieds are 
very popular for bulky products like furniture, appli- 
ances, exercise equipment, and so on, where high 
transportation costs represent a significant percent- 
age of the purchase price. In 2004, to ensure its 
foothold in this online retail segment, eBay bought 
a 25% stake in the popular free online classifieds 
website Craigslist by buying the stock of one of 
Craigslist’s founders. 

These free local classified services have been hurt- 
ing newspapers whose classified sales have decreased 
sharply. It remains to be seen in the future whether 
these classified services will remain free or whether 
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they will also be charging fees. Clearly, eBay would 
like to charge a fee if it owned a controlling stake in 
Craigslist. Perhaps preparing for the future when 
money will be made from online classifieds, in 2004, 
eBay acquired Marktplaats, a Dutch competitor that 
had achieved an 80% market share in the Netherlands 
by focusing on small fixed-price ads, not auctions. 
Then, in 2005, eBay acquired Gumtree, a network of 
UK local city classifieds sites; the Spanish classifieds 
site, Loquo; and the German language classifieds site, 
Opus Forum. 


The Skype Acquisition 


Perhaps going furthest away from its core business, in 
2005, eBay acquired Skype, a Voice-Over-Internet- 
Provider (VOIP) telephone company, for $2.6 billion. 
eBay’s rationale for the purchase was that Skype 
would provide it with the ability to perform an im- 
portant service for its users, specifically, to give them 
a quick, inexpensive way to communicate and ex- 
change the information required to complete online 
transactions. Skype’s software allows users to use 
their computers to make free calls over the Internet 
to anyone, anywhere in the world. Skype boasts supe- 
rior call quality and the ability to allow users not just 
to make phone calls but also to send instant mes- 
sages, transfer big files, chat with up to one hundred 
people at the same time, and make video conference 
calls. Skype also allows users to send SMS, or text, 
messages and to easily sort their contacts into groups 
like colleagues, friends, and family. It is a full-scale 
online communications company. 

According to eBay, Skype helps eBay sellers build 
their online businesses. Using Skype, buyers can con- 
tact sellers anytime on their Skype phone number. 
Sellers can also call regular phone numbers anywhere 
in the world using SkypeOut at very low rates, and 
with a SkypeIn phone number, buyers can call a reg- 
ular telephone number wherever the seller is in the 
world. Also, in the case of large sellers, Skype allows 
continuous contact between all the members of the 
store with SkypeIn numbers and Skype Voicemail. 
For buyers, Skype allows them to get all the product 
information they need to buy with confidence and to 
get answers immediately, without waiting for email. 
According to some analysts, it is questionable 
whether eBay needed to buy a VOIP company given 
that so many alternative methods of instant commu- 
nication are now available and offered by so many 
online companies. However, eBay quickly started to 


create strategies to get sellers to integrate Skype into 
their storefronts and to find new ways to include it in 
the regular transaction process. 


eBay ProStores 


Another strategy eBay has used to grow its revenues 
is to create a new online retail consulting service 
called ProStores, which allows any potential seller to 
utilize eBay’s functional competencies in online re- 
tailing to create its own online storefront using eBay’s 
software. ProStores offers sellers a fully featured web 
store that can be customized specifically for each on- 
line seller and that will then be maintained and hosted 
by eBay. Sellers using the ProStores service might be 
B&M stores searching for a quick and easy way to es- 
tablish an online presence, or any entrepreneur who 
wishes to start an online store The difference between 
eBay ProStores and regular eBay Stores is that ProS- 
tores sites are accessed through a URL unique to each 
seller and are not required to carry eBay branding. 
ProStores sellers are responsible for driving their own 
store traffic. While items on ProStores sites sell at 
fixed prices only, they can be simultaneously listed 
on the eBay marketplace in either the auction or 
fixed-price formats. 

ProStores provides all software needed to build a 
storefront and then create the listing, promotion, and 
payment systems needed to make it work. ProStores 
uses templates and wizards that allow users to 
quickly and easily build an attractive, feature-rich 
store with no technical or design skills whatsoever. In 
return, eBay charges two basic fees to all sellers who 
purchase a ProStores web store: (1) a monthly sub- 
scription fee and (2) a monthly successful transac- 
tion fee calculated as a percentage of the sales price of 
items sold in the store. The subscription fee ranges 
from $6.95 to $249.95, depending on the size of the 
store. The successful transaction fee varies between 
1.5 and 2.5%. 


eBay Express 


Finally, reacting to growing buyer demand for a dis- 
count, fixed-price retail format, in 2006, eBay estab- 
lished eBay Express, where a vast inventory of brand- 
new, brand-name, and hard-to-find products are 
offered at fixed prices by top eBay sellers. Buyers are 
able to obtain the products they want with no bid- 
ding and no waiting; they can fill their shopping carts 
from multiple eBay merchants and pay for every- 
thing, including shipping, in a single, secure payment 
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using PayPal. eBay is touting the fact that every trans- 
action is safe, secure, and fully covered by free buyer 
protection from PayPal. 


New Problems for eBay 


Despite all these new strategies to strengthen its busi- 
ness model, in the twelve months ending August 
2006, eBay’s stock declined 30% from its lofty height, 
while the stock market had risen about 8%. The 
problem facing eBay was that while the number of its 
users was increasing, it was increasing at a decreasing 
rate—even after all its promotional and advertising 
efforts and its emphasis on introducing new site fea- 
tures, functionality, retail formats and international 
expansion. Similarly, although the number of items 
listed on eBay’s retail platforms was increasing (by 
33% in 2005 and 45% in 2004), growth was also 
slowing. In fact, in eBay’s U.S. retail segment, net 
transaction revenues increased only 31% in 2005 and 
30% in 2004 compared to 43% in 2003, while gross 
merchandise volume increased 19% in 2005 and 27% 
in 2004 compared to 41% in 2003. eBay’s revenue 
growth was slowing, and it seemed clear to investors 
that even all its new strategies and entry into online 
payment and communications activities would not 
be able to sustain its future growth—and so justify its 
lofty stock price. 

Meg Whitman had to find new ways to increase 
eBay’s revenues, especially since by 2006 it was clear to 
leading Internet companies like Yahoo, AOL, Microsoft, 
and eBay that they were all facing a major threat from 
Google, which was perfecting its incredibly lucrative 
online search and advertising model. Google was now 
the new eBay in terms of stock appreciation because 
of the way it was able to implant its advertising 
search software into its own and any other Internet 
website willing to share advertising revenues with 
Google. In fact, because eBay is one of the world’s 
biggest buyers of web search terms, it is one of 
Google’s largest customers. eBay manages a portfolio 
of 15 million keywords on different search sites, such 
as Google, Yahoo, and AOL. These searches are aimed 
at attracting bidders to one of eBay’s retail formats, 
which is why eBay, or one of its subsidiaries, often 
comes up first on a search inquiry. All the large Inter- 
net companies realized they had underestimated the 
potential revenues to be earned from Internet adver- 
tising and were anxious to get a bigger share of the 
pie and copy Google’s approach. eBay, which had not 


placed ads on its pages in the past to allow its users to 
focus on the products for sale, now began to have 
banner adds, pop-ups, and the other obtrusive and 
annoying ways of advertising developed by software 
advertising engineers. By 2007, it had placed several 
ads on each page in its desperate hurry to increase 
revenues. 

In another controversial move, in the spring of 
2006, eBay decided to sharply increase the fees it 
charged its fixed-cost storefronts to advertise on its 
site. By 2006, sales of fixed-price products, which car- 
ried smaller margins than auction products, had 
grown to over 80% of total retail sales. In charging 
higher fees, eBay risked alienating large fixed-cost 
sellers, which would be forced to pass on these in- 
creases to customers, and of alienating customers 
who now could choose a popular shopping compari- 
son tool like eBay’s Shopping.com or Google’s 
Froogle to locate a lower-priced product. Analysts 
questioned if this strategy would backfire. 

Moreover, eBay faced another threat from Google 
as rumors started that Google would be starting its 
own free online Internet auction site that would 
compete directly with eBay’s. Since Google also had 
hundreds of millions of loyal users as the number 1 
search engine, this could become a real threat to eBay. 
Also, Google had already established its own fixed- 
price shopping site, Froogle, that it was continually 
improving, so it was clearly interested in exploring 
the revenues that could be earned in the retail seg- 
ment of the Internet. And, in 2006, Google made 
great progress in promoting its own online payment 
system that analysts thought would become a major 
competitor to eBay’s PayPal; this was also a major 
threat. eBay became concerned Google would start to 
drain away even more of its revenues and customers, 
and it searched for ways to counter Google’s threat. 
However, analysts noted that eBay could not aban- 
don its “friendly” relationship with Google because 
Google is the most popular search engine on which 
eBay promotes its retail storefronts. 

Google had also emerged as the biggest competi- 
tor to Yahoo in the growing search-based advertising 
market. In the spring of 2006, it was rumored that 
eBay and Yahoo, which was also suffering declining 
advertising revenues because of the popularity of 
Google’s search engine, might form an important 
strategic alliance, or even merge to counter possible 
future threats from Google. (It was rumored these 
companies would merge in the 1990s, but this had 
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not happened.) Google was the most popular search 
engine and held a 43% share in the online search 
market in the United States compared to Yahoo’s 
market share of 28% in early 2006. 

Finally, in May 2006, Yahoo and eBay did an- 
nounce a strategic alliance designed to boost their 
position against Google and also against Microsoft, 
which was also trying to increase revenues from on- 
line advertising. The alliance allowed eBay to use 
Yahoo search to drive buyers to eBay auctions. In re- 
turn, Yahoo would be the exclusive third-party 
provider of all graphic ads throughout eBay’s auction 
site. Also Yahoo agreed to promote PayPal, eBay’s on- 
line payment service, as a preferred payment provider 
for purchases made online on the Yahoo website. Pay- 
Pal would provide an array of payment options to 
Yahoo’s users navigating the Web for shopping, auc- 
tions, and subscription services. Yahoo would also 
use eBay’s PayPal to allow its own customers to pay 
for Yahoo web services. 

In addition, Yahoo and eBay planned to form a 
cobranded toolbar that could be downloaded onto 
the user’s web browser, which in turn would direct the 
users to eBay’s auction site and Yahoo’s search engine. 
On eBay’s site, the toolbar would provide links to the 
Yahoo homepage, Yahoo Mail, and My Yahoo options 
on the Yahoo website. Yahoo and eBay further 
planned to collaborate on click-to-call functionality. 
Click-to-call provides a link inside an advertisement 
that allows buyers to directly call a seller or store to 
pursue a transaction. Buyers could use either eBay’s 
Skype VOIP telephone service or Yahoo’s email and 
messaging service. The alliance also gives Yahoo access 
to eBay’s vast base of online shoppers, so it can hope 
to attract many more of them to use its services. 
Shares of eBay rose 8% and Yahoo’s shares climbed 
4% in premarket trade following the announcement. 

The companies began to roll out their joint ini- 
tiatives in 2007; however, talk of a merger between 
the two is still continuing because of slowing growth 
and increased competition in the Internet sector. 
The merged company would have the leading posi- 
tion in auctions, communications, payments, graph- 
ical advertising, audience reach, and geographic 
breadth. And the strengths of Yahoo and eBay are seen 
as complementary, with Yahoo in media and eBay in 
e-commerce. Also, Yahoo is a global leader in Asia 
while eBay is the leader in Europe. As Yahoo’s CEO, 
Terry Semel, said, “The deal offers great opportunities 
for both companies to share great assets with each 


other. It’s all about creating more value and a better 
experience for users as well as for advertisers.” 


A 2007 Turnaround 


In February 2007, a merger seemed less likely after 
eBay announced some impressive financial results 
that provided a lift to its stock price and that once 
again seemed to suggest its competitive advantage 
was secure, even in the face of Google’s challenge. 
Shares of eBay jumped by 8% in February 2007 when 
eBay reported a fourth-quarter profit that climbed 
24% as sales rose more than expected, helped by a 
surge in its PayPal electronic payments business and 
higher prices for the items eBay sells online. Net in- 
come for the fourth quarter rose to $346 million, or 
25 cents a share, from $279 million, or 20 cents, a 
year earlier. Revenue from eBay’s PayPal payments 
business rose 37% to $417 million, or a quarter of the 
company’s total, while sales in its online marketplace 
business rose 24%. These results suggested that 
eBay’s decision to raise its charges to list items in 
eBay stores to some of its highest-volume sellers had 
paid off, the quality of the listing had improved, and 
more of these sellers had been encouraged to use the 
higher fee-paying auction method. 

eBay also saw healthy revenues in its Skype Inter- 
net phone division; 170 million people were now 
using the service, and it had become the de facto 
standard for VOIP transmission. According to some 
estimates, about 25% of businesses are using it to 
phone internationally. Skype continues to expand its 
range of services, with such concepts as group email 
and instant messaging, to make it even more attractive 
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to business users. It seems Skype may have the poten- 
tial to create a great deal more new efficiencies in 
both the business and personal realms, and so may be 
a good revenue generator in the years ahead. 

Finally, it was announced in February 2007 
that eBay was participating in talks to supply elec- 
tronic payments and auction features to the popular 
MySpace social network and other News Corp. on- 
line properties. Obviously, providing Skype service 
would be a potentially lucrative way of introducing it 
to a younger audience. It seems clear that eBay is now 
viewing Skype as a business in its own right and not 
just as an appendage to its auction business. Analysts 
started to wonder if new kinds of acquisitions were 
being planned and how the Internet powerhouse 
would morph in the future, especially if its battle 
with Google continues. 
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SAP and the Evolving 


Enterprise Resource Planning 


Software Industry 


This case was prepared by Gareth R. Jones, Texas A&M University. 


n 1972, after the project they were working on for 

IBM’s German subsidiary was abandoned, five 
German IBM computer analysts left the company 
and founded Systems Applications and Products in 
Data Processing, known today as SAP. These analysts 
had been involved in the provisional design of a soft- 
ware program that would allow information about 
cross-functional and cross-divisional financial trans- 
actions in a company’s value chain to be coordinated 
and processed centrally—resulting in enormous sav- 
ings in time and expense. They observed that other 
software companies were also developing software 
designed to integrate across value chain activities and 
subunits. Using borrowed money and equipment, 
the five analysts worked day and night to create an 
accounting software platform that could integrate 
across all the parts of an entire corporation. In 1973, 
SAP unveiled an instantaneous accounting transac- 
tion processing program called R/1, one of the earli- 
est examples of what is now called an enterprise re- 
source planning (ERP) system. 

Today, ERP is an industry term for the multi- 
module applications software that allows a company 
to manage the set of activities and transactions nec- 
essary to manage the business processes for moving 
a product from the input stage, along the value 
chain, to the final customer. As such, ERP systems 
can recognize, monitor, measure, and evaluate all the 
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transactions involved in business processes such as 
product planning, the purchasing of inputs from 
suppliers, the manufacturing process, inventory and 
order processing, and customer service itself. Essen- 
tially, a fully developed ERP system provides a com- 
pany with a standardized information technology 
(IT) platform that gives complete information about 
all aspects of its business processes and cost structure 
across functions and divisions. This allows the busi- 
ness to (1) constantly search for ways to perform 
these processes more efficiently and lower its cost 
structure, and (2) improve and service its products 
and raise their value to customers. For example, ERP 
systems provide information that allows for the de- 
sign of products that match customer needs and lead 
to superior responsiveness to customers. 

To give one example, Nestlé installed SAP’s 
newest ERP software across its more than 150 U.S. 
food divisions in the early 2000s. It thus discovered 
that each division was paying a different price for the 
same flavoring, vanilla. The same small set of vanilla 
suppliers was charging each division as much as they 
could get, so all divisions paid widely different prices 
depending on their bargaining power with the sup- 
plier. Before the SAP system was installed, managers 
had no idea this was happening because their IT sys- 
tem could not compare and measure the same trans- 
action—purchasing vanilla—across divisions. SAP’s 
standardized cross-company software platform re- 
vealed this problem, and hundreds of thousands of 
dollars in cost savings were achieved by solving this 
one transaction difficulty alone. 

SAP focused its R/1 software on the largest 
multinational companies with revenues of at least 
$2.5 billion. Although relatively few in number, these 
companies, most of which were large manufacturers, 
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stood to gain the most benefit from ERP, and they 
were willing to pay SAP a premium price for its prod- 
uct. Its focus on this influential niche of companies 
helped SAP develop a global base of leading compa- 
nies. Its goal, as it had been from the beginning, was 
to create the global industry standard for ERP by 
providing the best business applications software 
infrastructure. 

In its first years, SAP not only developed ERP 
software, but it also used its own internal consultants 
to install it physically on-site at its customers’ corpo- 
rate IT centers, manufacturing operations, and so on. 
Determined to increase its customer base quickly, 
however, SAP switched strategies in the 1980s. It de- 
cided to focus primarily on the development of its 
ERP software and to outsource, to external consult- 
ants, more and more of the implementation services 
needed to install and service its software on-site in a 
particular company. It formed a series of strategic al- 
liances with major global consulting companies such 
as IBM, Accenture, and Cap Gemini to install its R/1 
system in its growing base of global customers. 

ERP installation is a long and complicated process. 
A company cannot simply adapt its information sys- 
tems to fit SAP’s software; it must use consultants to 
rework the way it performs its value chain activities 
so that its business processes, and the information 
systems that measure these business processes, be- 
came compatible with SAP’s software. SAP’s ERP sys- 
tem provides a company with the information 
needed to achieve best industry practices across its 
operations. The more a particular company wishes to 
customize the SAP platform to its particular business 
processes, the more difficult and expensive the imple- 
mentation process and the harder it becomes to real- 
ize the potential gains from cost savings and value 
added to the product. 

SAP’s outsourcing consulting strategy allowed it 
to penetrate global markets quickly and eliminated 
the huge capital investment needed to provide this 
service on a global basis. For consulting companies, 
however, the installation of SAP’s software became a 
major money-spinner, and SAP did not enjoy as 
much of the huge revenue streams associated with 
providing computer services, such as the design, in- 
stallation, and maintenance of an ERP platform on an 
ongoing basis. It did earn some revenue by training 
consultants in the intricacies of installing and main- 
taining SAP’s ERP system. 
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By focusing on ERP software development, SAP 
did not receive any profits from this highly prof- 
itable revenue stream and made itself dependent on 
consulting companies that now became the experts 
in the installation/customization arena. This deci- 
sion had unfortunate long-term consequences be- 
cause SAP began to lose firsthand knowledge of its 
customers’ problems and an understanding of the 
changing needs of its customers, especially when 
the Internet and cross-company integration became 
a major competitive factor in the ERP industry. For 
a company whose goal was to provide a standard- 
ized platform across functions and divisions, this 
outsourcing strategy seemed like a strange choice 
to many analysts. Perhaps SAP should have ex- 
panded its own consulting operations to run paral- 
lel with those of external consultants, rather than 
providing a training service to these consultants to 
keep them informed about its constantly changing 
ERP software. 

To some degree, its decision to focus on software 
development and outsource at least 80% of installa- 
tion was a consequence of its German founders’ “en- 
gineering” mindset. Founded by computer program 
engineers, SAP’s culture was built on values and 
norms that emphasized technical innovation, and the 
development of leading-edge ERP software was the 
key success factor in the industry. SAP poured most 
of its money into research and development (R&D) 
to fund projects that would add to its platform’s ca- 
pabilities; consequently, it had much less desire and 
money to spend on consulting. Essentially, SAP was a 
product-focused company and believed R&D would 
produce the technical advances that would be the 
source of its competitive advantage and allow it to 
charge its customers a premium price for its ERP 
platform. By 1988, SAP was spending more than 27% 
of gross sales on R&D. 

As SAP’s top managers focused on developing its 
technical competency, however, its marketing and 
sales competency was ignored because managers be- 
lieved the ERP platform would sell itself. Many of its 
internal consultants and training experts began to 
feel they were second-class citizens, despite the fact 
that they brought in the business and were responsi- 
ble for the vital role of maintaining good relation- 
ships with SAP’s growing customer base. It seemed 
that the classic problem of managing a growing busi- 
ness from the entrepreneurial to the professional 
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management phase was emerging. SAP’s top man- 
agers were not experienced business managers who 
understood the problems of implementing a rapidly 
growing company’s strategy on a global basis; the 
need to develop a sound corporate infrastructure was 
being shoved aside. 

In 1981, SAP introduced its second-generation 
ERP software, R/2. Not only did it contain many 
more value chain/business process software modules, 
but it also linked its ERP software to the databases 
and communication systems used on mainframe 
computers, thus permitting greater connectivity and 
ease of use of ERP throughout a company. The R/1 
platform had been largely a cross-organizational ac- 
counting/financial software module; the new soft- 
ware modules could handle procurement, product 
development, and inventory and order tracking. Of 
course, these additional components had to be com- 
patible with each other so that they could be seam- 
lessly integrated together on-site, at a customer’s op- 
erations. SAP did not develop its own database 
management software package; its system was de- 
signed to be compatible with Oracle’s database man- 
agement software, the global leader in this segment 
of the software industry. Once again, this was to have 
repercussions later, when Oracle began to develop its 
own ERP software, essentially moving from database 
software into ERP development. 

As part of its push to make its R/2 software the 
industry standard, SAP had also been in the process 
of customizing its basic ERP platform to accommo- 
date the needs of companies in different kinds of in- 
dustries. The way value chain activities and business 
processes are performed differs from industry to in- 
dustry because of differences in the manufacturing 
processes and other factors. ERP software solutions 
must be customized by industry to perform most ef- 
fectively. Its push to become the ERP leader across 
industries, across all large global companies, and 
across all value chain business processes required a 
huge R&D investment. In 1988, the company went 
public on the Frankfurt stock exchange to raise the 
necessary cash. By 1990, with its well-received multi- 
lingual software, SAP had emerged as one of the 
leading providers of business applications software, 
and its market capitalization was soaring. SAP began 
to dominate ERP software sales in the high-tech and 
electronics, engineering and construction, consumer 
products, chemical, and retail industries. Its product 
was increasingly being recognized as superior to the 
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other ERP software being developed by companies 
such as PeopleSoft, S. D. Edwards, and Oracle. One 
reason for SAP’s increasing competitive advantage 
was that it could offer a broad, standardized, state-of- 
the-art solution to many companies’ business process 
problems, one that spanned a wide variety of value 
chain activities spread around the globe. By contrast, 
its competitors, like PeopleSoft, offered more focused 
solutions aimed at one business process, such as 
human resources management. 


SAP Introduces the R/3 Solution 


SAP’s continuing massive investment in developing 
new ERP software resulted in the introduction of its 
R/3, or third-generation, ERP solution in 1992. Es- 
sentially, the R/3 platform expanded on its previous 
solutions; it offered seamless, real-time integration 
for over 80% of a company’s business processes. It 
had also embedded in the platform hundreds and 
then thousands of industry best practice solutions, or 
templates, that customers could use to improve their 
operations and processes. The R/3 system was ini- 
tially composed of seven different modules corre- 
sponding to the most common business processes. 
Those modules are production planning, materials 
management, financial accounting, asset manage- 
ment, human resources management, project sys- 
tems, and sales and distribution. 

R/3 was designed to meet the diverse demands of 
its previous global clients. It could operate in multi- 
ple languages and convert exchange rates, and so on, 
on a real-time basis. SAP, recognizing the huge po- 
tential revenues to be earned from smaller business 
customers, ensured that R/3 could now also be con- 
figured for smaller customers and be customized to 
suit the needs of a broader range of industries. Fur- 
thermore, SAP designed R/3 to be “open architec- 
turally,” meaning that it could operate with whatever 
kind of computer hardware or software (the legacy 
system) that a particular company was presently 
using. Finally, in response to customer concerns that 
SAP’s standardized system meant huge implementa- 
tion problems in changing their business processes to 
match SAP’s standardized solution, SAP introduced 
some limited customization opportunity into its 
software. Using specialized software from other com- 
panies, SAP claimed that up to 20% of R/3 could 
now be customized to work with the company’s ex- 
isting operating methods and thus would reduce the 
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problems of learning and implementing the new sys- 
tem. However, the costs of doing this were extremely 
high and became a huge generator of fees for con- 
sulting companies. SAP used a variable-fee licensing 
system for its R/3 system; the cost to the customer 
was based on the number of users within a company, 
on the number of different R/3 modules that were in- 
stalled, and on the degree to which users utilized 
these modules in the business planning process. 

SAP’s R/3 far outperformed its competitors’ 
products in a technical sense and once again allowed 
it to charge a premium price for its new software. Be- 
lieving that competitors would take at least two years 
to catch up, SAP’s goal was to get its current cus- 
tomers to switch to its new product and then rapidly 
build its customer base to penetrate the growing ERP 
market. In doing so, it was also seeking to establish 
R/3 as the new ERP market standard and lock in cus- 
tomers before competitors could offer viable alterna- 
tives. This strategy was vital to its future success be- 
cause, given the way an ERP system changes the 
nature of a customer’s business processes once it is 
installed and running, there are high switching costs 
involved in moving to another ERP product, costs 
that customers want to avoid. 

R/3’s growing popularity led SAP to decentralize 
more and more control of the marketing, sale, and 
installation of its software on a global basis to its for- 
eign subsidiaries. While its R&D and software devel- 
opment remained centralized in Germany, it began 
to open wholly owned subsidiaries in most major 
country’s markets. By 1995, it had eighteen national 
subsidiaries; today, it has over fifty. In 1995, SAP es- 
tablished a U.S. subsidiary to drive sales in the huge 
U.S. market. Its German top managers set the sub- 
sidiary a goal of achieving $1 billion in revenues 
within five years. To implement this aggressive 
growth strategy, and given that R/3 software needs 
to be installed and customized to suit the needs of 
particular companies and industries, several differ- 
ent regional SAP divisions were created to manage 
the needs of companies and industries in different 
U.S. regions. Also, the regional divisions were re- 
sponsible for training an army of both internal and 
external consultants, from companies such as Accen- 
ture, on how to install and customize the R/3 soft- 
ware. For every internal lead SAP consultant, there 
were soon about nine to ten external consultants 
working with SAP’s customers to install and modify 
the software. 
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The problems with a policy of decentralization 
soon caught up with SAP, however. Because SAP was 
growing so fast and there was so much demand for 
its product, it was hard to provide the thorough 
training consultants needed to perform the installa- 
tion of its software. Once SAP had trained an internal 
consultant, that consultant would sometimes leave to 
join the company for which he or she was perform- 
ing the work or even to start an industry-specific SAP 
consulting practice, with the result that SAP’s cus- 
tomers’ needs were being poorly served. Since the 
large external consulting companies made their 
money based on the time it took their consultants to 
install a particular SAP system, some customers were 
complaining that consultants were deliberately tak- 
ing too long to implement the new software to maxi- 
mize their earnings, and were even pushing inappro- 
priate or unnecessary R/3 modules. 

The word started to circulate that SAP’s software 
was both difficult and expensive to implement, which 
hurt its reputation and sales. Some companies had 
problems implementing the R/3 software; for exam- 
ple, Chevron spent over $100 million and two years 
installing and getting its R/3 system operating effec- 
tively. In one well-publicized case, Foxmeyer Drug 
blamed SAP software for the supply chain problems 
that led to its bankruptcy. The firm’s major creditors 
sued SAP in court, alleging that the company had 
promised R/3 would do more than it could. SAP re- 
sponded that the problem was not the software but 
the way the company had tried to implement it, but 
SAP’s reputation was harmed nevertheless. 

SAP’s policy of decentralization was also some- 
what paradoxical because the company’s mission was 
to supply software that linked functions and divisions 
rather than separated them, and the characteristic 
problems of too much decentralization of authority 
soon became evident throughout SAP. In its U.S. 
subsidiary, each regional SAP division started devel- 
oping its own procedures for pricing SAP software, 
offering discounts, dealing with customer com- 
plaints, and even rewarding its employees and con- 
sultants. There was a total lack of standardization 
and integration inside SAP America and indeed be- 
tween SAP’s many foreign subsidiaries and their 
headquarters in Germany. This meant that little 
learning was taking place between divisions or con- 
sultants, there was no monitoring or coordination 
mechanism in place to share SAP’s own best practices 
between its consultants and divisions, and organizing 
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by region in the United States was doing little to 
build core competences. For example, analysts were 
asking, “If R/3 has to be customized to suit the needs 
of a particular industry, why didn’t SAP use a market 
structure and divide its activities by the needs of cus- 
tomers based in different industries?” These prob- 
lems slowed down the process of implementing SAP 
software and prevented quick and effective responses 
to the needs of potential customers. 

SAP’s R/3 was also criticized as being too stan- 
dardized because it forced all companies to adapt to 
what SAP had decided were best industry practices. 
When consultants reconfigured the software to suit a 
particular company’s needs, this process often took a 
long time and sometimes the system did not perform 
as well as had been expected. Many companies felt 
that the software should be configured to suit their 
business processes and not the other way around, 
but again SAP argued that such a setup would not 
lead to an optimal outcome. For example, SAP’s re- 
tail R/3 system could not handle Home Depot’s pol- 
icy of allowing each of its stores to order directly 
from suppliers, based upon centrally negotiated con- 
tracts between Home Depot and those suppliers. 
SAP’s customers also found that supporting their 
new ERP platform was expensive and that ongoing 
support cost three to five times as much as the actual 
purchase of the software, although the benefits they 
received from its R/3 system usually exceeded these 
costs substantially. 


The Changing Industry Environment 


Although the United States had become SAP’s 
biggest market, the explosive growth in demand for 
SAP’s software had begun to slacken by 1995. Com- 
petitors such as Oracle, Baan, PeopleSoft, and Mar- 
cum were catching up technically, often because 
they were focusing their resources on the needs of 
one or a few industries or on a particular kind of 
ERP module (for example, PeopleSoft’s focus on the 
human resources management module). Indeed 
SAP had to play catch-up in the HRM area and de- 
velop its own to offer a full suite of integrated busi- 
ness solutions. Oracle, the second largest software 
maker after Microsoft, was becoming a particular 
threat as it expanded its ERP offerings outward from 
its leading database knowledge systems and began to 
offer more and more of an Internet-based ERP plat- 
form. As new aggressive competitors emerged and 
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changed the environment, SAP found it needed to 
change as well. 

Competitors were increasing their market share 
by exploiting weaknesses in SAP’s software. They 
began to offer SAP’s existing and potential customers 
ERP systems that could be customized more easily to 
their situation; systems that were less expensive than 
SAP’s, which still were charged at a premium price; 
or systems that offered less expensive module op- 
tions. SAP’s managers were forced to reevaluate their 
business model, and their strategies and the ways in 
which they implemented them. 


New Implementation Problems 


To a large degree, SAP’s decision to decentralize con- 
trol of its marketing, sales, and installation to its sub- 
sidiaries was due to the way the company had oper- 
ated from its beginnings. Its German founders had 
emphasized the importance of excellence in innova- 
tion as the root value of its culture, and SAP’s culture 
was often described as “organized chaos.” Its top man- 
agers had operated from the beginning by creating as 
flat a hierarchy as possible to create an internal envi- 
ronment where people could take risks and try new 
ideas of their own choosing. If mistakes occurred or 
projects didn’t work out, employees were given the 
freedom to try a different approach. Hard work, 
teamwork, openness, and speed were the norms of 
their culture. Required meetings were rare and offices 
were frequently empty because most of the employees 
were concentrating on research and development. 
The pressure was on software developers to create su- 
perior products. In fact, the company was proud of 
the fact that it was product driven, not service ori- 
ented. It wanted to be the world’s leading innovator of 
software, not a service company that installed it. 
Increasing competition led SAP’s managers to re- 
alize that they were not capitalizing on its main 
strength—its human resources. In 1997, it established 
a human resources management (HRM) department 
and gave it the responsibility to build a more formal 
organizational structure. Previously it had outsourced 
its own HRM. HRM managers started to develop job 
descriptions and job titles, and put in place a career 
structure that would motivate employees and keep 
them loyal to the company. They also put in place a 
reward system, which included stock options, to in- 
crease the loyalty of their technicians, who were being 
attracted away by competitors or were starting their 
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own businesses because SAP did not then offer a fu- 
ture: a career path. For example, SAP sued Siebel Sys- 
tems, a niche rival in the customer relationship soft- 
ware business, in 2000 for enticing twelve of its senior 
employees, who it said took trade secrets with them. 
SAP’s top managers realized that they had to plan 
long term, and that innovation by itself was not 
enough to make SAP a dominant global company 
with a sustainable competitive advantage. 

At the same time that it started to operate more 
formally, it also became more centralized to encour- 
age organizational learning and to promote the shar- 
ing of its own best implementation practices across 
divisions and subsidiaries. Its goal was to standardize 
the way each subsidiary or division operated across 
the company, thus making it easier to transfer people 
and knowledge where they were needed most. Not 
only would this facilitate cooperation, it would also 
reduce overhead costs, which were spiraling because 
of the need to recruit trained personnel as the com- 
pany grew quickly and the need to alter and adapt its 
software to suit changing industry conditions. For 
example, increasing customer demands for addi- 
tional customization of its software made it impera- 
tive that different teams of engineers pool their 
knowledge to reduce development costs, and that 
consultants should not only share their best practices 
but also cooperate with engineers so that the latter 
could understand the problems facing customers in 
the field. 

The need to adopt a more standardized and hier- 
archical approach was also being driven by SAP’s 
growing recognition that it needed more of the 
stream of income it could get from both the training 
and installation sector of the software business. It 
began to increase the number of its consultants. By 
having them work with its software developers, they 
became the acknowledged experts and leaders when 
it came to specific software installations and could 
command a high price. SAP also developed a large 
global training function to provide the extensive ERP 
training that consultants needed and charged both 
individuals and consulting companies high fees for 
attending these courses so that they would be able to 
work with the SAP platform. SAP’s U.S. subsidiary 
also moved from a regional to a more market-based 
focus by re-aligning its divisions, not by geography, 
but by their focus on a particular sector or industry, 
for example, chemicals, electronics, pharmaceuticals, 
consumer products, and engineering. 
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Once again, however, the lines of authority be- 
tween the new industry divisions and the software de- 
velopment, sales, installation, and training functions 
were not worked out well enough and the hoped-for 
gains from increased coordination and cooperation 
were slow to be realized. Globally, too, SAP was still 
highly decentralized and remained a product-focused 
company, thus allowing its subsidiaries to form their 
own sales, training, and installation policies. Its sub- 
sidiaries continued to form strategic alliances with 
global consulting companies, allowing them to obtain 
the majority of revenues from servicing SAP’s grow- 
ing base of R/3 installations. SAP’s top managers, with 
their engineering mindset, did not appreciate the dif- 
ficulties involved in changing a company’s structure 
and culture, either at the subsidiary or the global 
level. They were disappointed in the slow pace of 
change because their cost structure remained high, al- 
though their revenues were increasing. 


New Strategic Problems 


By the mid-1990s, despite its problems in imple- 
menting its strategy, SAP was the clear market leader 
in the ERP software industry and the fourth largest 
global software company because of its recognized 
competencies in the production of state-of-the-art 
ERP software. Several emerging problems posed 
major threats to its business model, however. First, it 
was becoming increasingly obvious that the develop- 
ment of the Internet and broadband technology 
would become important forces in shaping a com- 
pany’s business model and processes in the future. 
SAP’s R/3 systems were specifically designed to inte- 
grate information about all of a company’s value chain 
activities, across its functions and divisions, and to 
provide real-time feedback on its ongoing perform- 
ance. However, ERP systems focused principally on a 
company’s internal business processes; they were not 
designed to focus and provide feedback on cross-com- 
pany and industry-level transactions and processes on 
a real-time basis. The Internet was changing the way 
in which companies viewed their boundaries; the 
emergence of global e-commerce and online cross- 
company transactions was changing the nature of a 
company’s business processes both at the input and 
output sides. 

At the input side, the Internet was changing the 
way a company managed its relationships with its 
parts and raw materials suppliers. Internet-based 
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commerce offered the opportunity of locating new, 
low-cost suppliers. Developing web software was also 
making it much easier for a company to cooperate 
and work with suppliers and manufacturing compa- 
nies and to outsource activities to specialists who 
could perform the activities at lower cost. A company 
that previously made its own inputs or manufactured 
its own products could now outsource these value 
chain activities, which changed the nature of the ERP 
systems it needed to manage such transactions. In 
general, the changing nature of transactions across 
the company’s boundaries could affect its ERP sys- 
tem in thousands of ways. Companies like Com- 
merce One and Ariba, which offered this supply- 
chain management (SCM) software, were growing 
rapidly and posing a major threat to SAP’s “closed” 
ERP software. 

At the output side, the emergence of the Internet 
also radically altered the relationship between a com- 
pany and its customers. Not only did the Internet 
make possible new ways to sell to wholesalers, its 
largest customers, or directly to individual customers, 
it also changed the whole nature of the company-— 
customer interface. For example, using new customer 
relationship management (CRM) software from soft- 
ware developers like Siebel Systems, a company could 
offer its customers access to much more information 
about its products so that customers could make 
more informed purchase decisions. A company could 
also understand customers’ changing needs so it 
could develop improved or advanced products to 
meet those needs; and a company could offer a whole 
new way to manage after-sales service and help solve 
customers’ problems with learning about, operating, 
and even repairing their new purchases. The CRM 
market was starting to boom. 

In essence the Internet was changing both indus- 
try- and company-level business processes and pro- 
viding companies and whole industries with many 
more avenues for altering their business processes at a 
company or industry level, so that they could lower 
their cost structure or increasingly differentiate their 
products. Clearly, the hundreds of industry best prac- 
tices that SAP had embedded in its R/3 software would 
become outdated and redundant as e-commerce in- 
creased in scope and depth and offered improved 
industry solutions. SAP’s R/3 system would become a 
dinosaur within a decade unless it could move quickly 
to develop or obtain competencies in the software 
skills needed to develop web-based software. 
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These developments posed a severe shock to 
SAP’s management, who had been proud of the fact 
that, until now, SAP had developed all its software in- 
ternally. They were not alone in their predicament. 
The largest software companies, Microsoft and Ora- 
cle, had been caught unaware by the quickly growing 
implications of web-based computing. The introduc- 
tion of Netscape’s web browser had led to a collapse 
in Microsoft’s stock price because investors saw web- 
based computing, not PC-based computing, as the 
choice of the future. SAP’s stock price also began to 
reflect the beliefs of many people that expensive, 
rigid, standardized ERP systems would not become 
the software choice as the Web developed. One 
source of SAP’s competitive advantage was based on 
the high switching costs of moving from one ERP 
platform to another. However, if new web-based 
platforms allowed both internal and external integra- 
tion of a company’s business processes, and new plat- 
forms could be customized more easily to answer a 
particular company’s needs, these switching costs 
might disappear. SAP was at a critical point in its de- 
velopment. 

The other side of the equation was that the 
emergence of new web-based software technology 
allowed hundreds of new software industry start- 
ups, founded by technical experts equally as qualified 
as those at SAP and Microsoft, to enter the industry 
and compete for the wide-open web computing mar- 
ket. The race was on to determine which standards 
would apply in the new web computing arena and 
who would control them. The large software mak- 
ers like Microsoft, Oracle, IBM, SAP, Netscape, Sun 
Microsystems, and Computer Associates had to de- 
cide how to compete in this totally changed industry 
environment. Most of their customers, companies 
large and small, were still watching developments be- 
fore deciding how and where to commit their IT 
budgets. Hundreds of billions of dollars in future 
software sales were at stake, and it was not clear 
which company had the competitive advantage in 
this changing environment. 

Rivalry among major software makers in the new 
web-based software market became intense. Rivalry 
between the major players and new players, like 
Netscape, Siebel Systems, Marcum, 12 Technology, and 
SSA, also intensified. The major software makers, each 
of which was a market leader in one or more seg- 
ments of the software industry, such as SAP in ERP, 
Microsoft in PC software, and Oracle in database 
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management software, sought to showcase their 
strengths to make their software compatible with 
web-based technology. Thus, Microsoft strove to de- 
velop its Windows NT network-based platform and 
its Internet Explorer web browser to compete with 
Netscape’s Internet browser and Sun Microsystems’s 
open-standard Java web software programming lan- 
guage, which was compatible with any company’s 
proprietary software, unlike Microsoft’s NT. 

SAP also had to deal with competition from large 
and small software companies that were breaking 
into the new web-based ERP environment. In 1995, 
SAP teamed with Microsoft, Netscape, and Sun 
Microsystems to make its R/3 software Internet- 
compatible with any of their competing systems. 
Within one year, it introduced its R/3 Release 3.1 
Internet-compatible system, which was most easily 
configured, however, when using Sun’s Java web- 
programming language. SAP raised new funds on 
the stock market to undertake new rounds of the 
huge investment necessary to keep its web-based R/3 
system up to date with the dramatic innovations in 
web software development and to broaden its prod- 
uct range to offer new, continually emerging web- 
based applications, for example, applications such as 
the corporate intranets, business-to-business (B2B) 
and business-to customer (B2C) networks, web site 
development and hosting, security and systems 
management, and streaming audio and video tele- 
conferencing. 

Because SAP had no developed competency in 
web software development, its competitors started to 
catch up. Oracle emerged as its major competitor; it 
had taken its core database management software 
used by thousands of large companies and overlaid it 
with web-based operating and applications software. 
Oracle could now offer its huge customer base a 
growing suite of web software, all seamlessly inte- 
grated. The suite of software also allowed them to 
perform Internet-based ERP value chain business 
processes. While Oracle’s system was nowhere near as 
comprehensive as SAP’s R/3 system, it allowed for 
cross-industry networking at both the input and out- 
put sides, it was cheaper and easier to implement 
quickly, and it was easier to customize to the needs of 
a particular customer. Oracle began to take market 
share away from SAP. 

New companies like Siebel Systems, Commerce 
One, Ariba, and Marcum, which began as niche play- 
ers in some software applications such as SCM, 
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CRM, intranet, or website development and hosting, 
also began to build and expand their product offer- 
ings so that they now possessed ERP modules that 
competed with some of SAP’s most lucrative R/3 
modules. Commerce One and Ariba, for example, 
emerged as the main players in the rapidly expanding 
B2B industry SCM market. B2B is an industry-level 
ERP solution that creates an organized market and 
thus brings together industry buyers and suppliers 
electronically and provides the software to write and 
enforce contracts for the future development and 
supply of an industry’s inputs. Although these niche 
players could not provide the full range of services 
that SAP could provide, they became increasingly 
able to offer attractive alternatives to customers seek- 
ing specific aspects of an ERP system. Also, compa- 
nies like Siebel, Marcum, and I2 claimed that they 
had the ability to customize their low-price systems, 
and prices for ERP systems began to fall. 

In the new software environment, SAP’s large 
customers started to purchase software on a “best of 
breed” basis, meaning that customers purchased the 
best software applications for their specific needs 
from different, leading-edge companies rather than 
purchasing all of their software products from one 
company as a package—such as SAP offered. Sun 
began to promote a free Java computer language as 
the industry “open architecture” standard, which 
meant that as long as each company used Java to craft 
their specific web-based software programs, they 
would all work seamlessly together and there would 
no longer be an advantage to using a single dominant 
platform like Microsoft’s Windows or SAP’s R/3. Sun 
was and is trying to break Microsoft’s hold over the 
operating system industry standard, Windows. Sun 
wanted each company’s software to succeed because 
it was “best of breed,” not because it locked cus- 
tomers in and created enormous switching costs for 
them should they contemplate a move to a competi- 
tor’s product. 

All these different factors caused enormous prob- 
lems for SAP’s top managers. What strategies should 
they use to protect their competitive position? 
Should they forge ahead with offering their cus- 
tomers a broad, proprietary, web-based ERP solution 
and try to lock them in and continue to charge a pre- 
mium price? Should they move to an open standard 
and make their R/3 ERP Internet-enabled modules 
compatible with solutions from other companies, 
and indeed forge alliances with those companies to 
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ensure that their software operated seamlessly to- 
gether? Since SAP’s managers still believed they had 
the best ERP software and the capabilities to lead in 
the web software arena, was this the best long-run 
competitive solution? Should SAP focus on making 
its ERP software more customizable to its customers’ 
needs and make it easier for them to buy selected 
modules to reduce the cost of SAP software? This al- 
ternative might also make it easier for them to de- 
velop ERP modules that could be scaled back to suit 
the needs of medium and small firms, which increas- 
ingly were becoming the targets of its new software 
competitors. Once these new firms got toeholds in 
the market, it would then be a matter of time before 
they improved their products and began to compete 
for SAP’s installed customer base. SAP realized that it 
had to refocus its business model, especially because 
rivals were rapidly buying niche players and, at the 
same time, filling gaps in their product lines to be 
able to compete with SAP. 


The mySAP.com Initiative 


In 1997, SAP sought a quick fix to its problems by re- 
leasing new R/3 solutions for ERP Internet-enabled 
SCM and CRM solutions, which converted its inter- 
nal ERP system into an externally based network 
platform. SCM, now know as the “back end” of the 
business, integrates the business processes necessary 
to manage the flow of goods, from the raw material 
stage to the finished product. SCM programs forecast 
future needs, and plan and manage a company’s op- 
erations, especially its manufacturing operations. 
CRM, known as the “front-end” of the business, pro- 
vides companies with solutions and support for busi- 
ness processes directed at improving sales, market- 
ing, customer service, and field service operations. 
CRM programs are rapidly growing in popularity be- 
cause they lead to better customer retention and sat- 
isfaction and higher revenues. In 1998, SAP followed 
with industry solution maps, business technology 
maps, and service maps, all of which were aimed at 
making its R/3 system dynamic and responsive to 
changes in industry conditions. In 1998, recognizing 
that its future rested on its ability to protect its share 
of the U.S. market, it listed itself on the New York 
Stock Exchange and began to expand the scope of its 
USS. operations. 

In 1999, however, the full extent of the change in 
SAP’s business model and strategies became clear 
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when it introduced its mySAP.com (mySAP) initiative 
to gain control of the web-based ERP, SCM, and CRM 
markets, and to extend its reach into any e-commerce 
or Internet-based software applications. The mySAP 
initiative was a comprehensive ebusiness platform de- 
signed to help companies collaborate and succeed, re- 
gardless of their industry or network environments. It 
demonstrated several elements of SAP’s changing 
strategic thinking for how to succeed in the 2000s. 

First, to meet its customers’ needs in a new elec- 
tronic environment, SAP used the mySAP platform 
to change itself from a vendor of ERP components to 
a provider of ebusiness solutions. The platform was to 
be the online portal through which customers could 
view and understand the way its Internet-enabled R/3 
modules could match their evolving needs. SAP recog- 
nized that its customers were increasingly demanding 
access to networked environments with global con- 
nectivity, where decisions could be executed in real 
time through the Internet. Customers wanted to be 
able to leverage new ebusiness technologies to im- 
prove basic business goals like increasing profitabil- 
ity, improving customer satisfaction, and lowering 
overhead costs. In addition, customers wanted total 
solutions that could help them manage their rela- 
tionships and supply chains. 

MySAP was to offer a total solutions ERP package, 
including SCM and CRM applications, which would 
be fundamentally different from the company’s tradi- 
tional business application software. SAP’s software 
would no longer force the customer to adapt to SAP’s 
standardized architecture; mySAP software could be 
adapted to facilitate a company’s transition into an 
ebusiness. In addition, the solution would create value 
for a company by building on its already developed 
core competencies; mySAP would help to leverage 
those core competencies, thus building a company’s 
competitive advantage from within, rather than by 
creating it solely through the installation of SAP’s 
industry best practices. SAP created a full range of 
front- and back-end products such as SCM and CRM 
software, available through its mySAP.com portal, 
that are specific to different industries and manufac- 
turing technologies. These changes meant that it 
could compete in niche markets and make it easier to 
customize a particular application to an individual 
company’s needs. 

Second, mySAP provided the platform that 
would allow SAP’s product offerings to expand and 
broaden over time, an especially important feature 
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because web-based software was evolving into ever 
more varied applications. SAP was essentially copy- 
ing other software makers, who were branching out 
into more segments of the software industry to capi- 
talize on higher growth software segments and to 
prevent obsolescence should demand for their core 
software erode because of technological develop- 
ments. Henceforth, SAP was not offering product- 
based solutions but customer-based solutions. Its 
mySAP ebusiness platform solutions are designed to 
be a scalable and flexible architecture that supports 
databases, applications, operating systems, and hard- 
ware platforms from almost every major vendor. 
Third, SAP realized that cost was becoming a 
more important issue because competition from 
low-cost rivals demonstrated that customers could 
be persuaded to shift vendors if they were offered 
good deals. Indeed, major companies like Oracle 
often offered their software at discount prices or even 
gave it away free to well-known companies to gener- 
ate interest and demand for their product. SAP fo- 
cused on making mySAP more affordable by break- 
ing up its modules and business solutions into 
smaller, separate products. Customers could now 
choose which particular solutions best met their spe- 
cific needs; they no longer had to buy the whole 
package. At the same time, all mySAP offerings were 
fully compatible with the total R/3 system so that 
customers could easily expand their use of SAP’s 
products. SAP was working across its whole product 
range to make its system easier and cheaper to use. 
SAP realized that repeat business is much more im- 
portant than a one-time transaction, so they began to 
focus on seeking out and developing new, related so- 
lutions for their customers to keep them coming 
back and purchasing more products and upgrades. 
Fourth, mySAP was aimed at a wider range of po- 
tential customers. By providing a simpler and 
cheaper version of its application software coupled 
with the introduction of the many mySAP ebusiness 
solution packages, SAP broadened its offerings tar- 
geted not only to large corporations but also small 
and medium-sized companies. MySAP allowed SAP 
to provide a low-cost ERP system that could be 
scaled down for smaller firms. For example, for small 
to mid-sized companies that lack the internal re- 
sources to maintain their own business applications 
on-site, mySAP offered hosting for data centers, net- 
works, and applications. Small businesses could ben- 
efit greatly from the increased speed of installation 
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and reduced cost possible through outsourcing and 
by paying a fee to use mySAP in lieu of having to 
purchase SAP’s expensive software modules. SAP also 
focused on making its R/3 mySAP offerings easier to 
install and use, and reduced implementation times 
and consulting costs in turn reduced the costs of sup- 
porting the SAP platform for both small and large 
organizations. 

To support its mySAP initiative, SAP had contin- 
ued to build in-house training and consulting capa- 
bilities to increase its share of revenues from the 
services side of its business. SAP’s increasing web 
software services efforts paid off because the com- 
pany was now better able to recognize the problems 
experienced by customers. This result led SAP to 
recognize both the needs for greater responsiveness 
to customers and customization of its products to 
make their installation easier. Its growing customer 
awareness had also led it to redefine its mission as a 
developer of business solutions, the approach em- 
bedded in mySAP, rather than as a provider of soft- 
ware products. 

To improve the cost effectiveness of mySAP in- 
stallations, SAP sought a better way to manage its re- 
lationships with consulting companies. It moved to a 
parallel sourcing policy, in which several consulting 
firms competed for a customer’s business, and it 
made sure a SAP consultant was always involved in 
the installation and service effort to monitor external 
consultants’ performance. This helped keep service 
costs under control for its customers. Because cus- 
tomer needs changed so quickly in this fast-paced 
market and SAP continually improved its products 
with incremental innovations and additional capa- 
bilities, it also insisted that consultants undertake 
continual training to update their skills, training for 
which it charged high fees. In 2000, SAP adopted a 
stock option program to retain valuable employees 
after losing many key employees—programmers and 
consultants—to competitors. 

Fifth, SAP increasingly embraced the concept of 
open architecture, and its mySAP offerings are com- 
patible with the products of most other software mak- 
ers. It had already ensured that its mySAP platform 
worked with operating systems such as Microsoft 
NT, Sun’s Java, and UNIX, for example. Now it fo- 
cused on ensuring that its products were compatible 
with emerging web applications software from any 
major software maker—by 2001 SAP claimed to have 
over 1,000 partners. 
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Indeed, strategic alliances and acquisitions be- 
came increasingly important parts of its strategy to 
reduce its cost structure, enhance the functionality of 
its products, and build its customer base. Because of 
the sheer size and expense of many web-based soft- 
ware endeavors, intense competition, and the fast- 
paced dynamics of this industry, SAP’s top managers 
began to realize they could not go it alone and pro- 
duce everything in-house. SAP’s overhead costs had 
rocketed in the 1990s as it pumped money into 
building its mySAP initiative. Intense competition 
seemed to indicate that continuing massive expendi- 
tures would be necessary. SAP’s stock price had de- 
creased because higher overhead costs meant falling 
profits despite increasing revenues. SAP had never 
seemed to be able to enjoy sustained high profitabil- 
ity because changing technology and competition 
had not allowed it to capitalize on its acknowledged 
position as the ERP industry leader. 

Given existing resource constraints and time 
pressures and the need to create a more profitable 
business model, in the 2000s SAP’s managers realized 
that they needed to partner with companies that now 
dominated in various niches of the software market. 
By utilizing already developed best of breed software, 
SAP would not have to deploy the capital necessary if 
it were to go it alone. In addition, synergies across 
partner companies might allow future development 
to be accomplished more efficiently and enable it to 
bring new mySAP products to the market more 
quickly. 

Not only did SAP form alliances with other com- 
panies, but it also used acquisitions to drive its entry 
into new segments of the web software market. For 
example, SAP acquired Top Tier Software Inc. in 2001 
to gain access to its iView technology. This technology 
allows seamless integration between the web software 
of different companies and is critical for SAP because 
it lets customers drag-and-drop and mix information 
and applications from both SAP and non-SAP plat- 
form-based systems, and thus enables the open sys- 
tems architecture SAP has increasingly supported. 
Top Tier was also an enterprise portal software maker, 
and in 2001 SAP teamed up with Yahoo to use these 
competencies to create a new U.S. subsidiary called 
SAP Portals, which would deliver state-of-the-art en- 
terprise portal products that would enable people and 
companies to collaborate effectively and at any time. 
It also opened SAP hosting to provide hosting and 
web maintenance services. 
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By 2002, SAP believed that its partnerships and 
alliances had maneuvered it into a position of contin- 
ued market dominance for the twenty-first century. 
Many of the major vendors of the databases, applica- 
tions, operating systems, and hardware platforms that 
mySAP supports were once considered the competi- 
tion, but the companies were now working together 
to create value by maximizing the range of web-based 
products that could be offered to customers through 
a common interface. MySAP adds value to its com- 
petitors’ products by decreasing the exclusivity be- 
tween the applications of different companies. In 
essence, SAP was treating these other products as 
complementary products, which added to the value 
of its own, promoted mySAP as the industry stan- 
dard, and increased its dominance of the ERP web 
software market. 

SAP’s managers were shocked when it became 
clear that Microsoft, also recognizing the enormous 
potential of web software ERP sales, particularly in 
the small and medium business segment of the mar- 
ket, might be planning to compete in this market seg- 
ment in 2002. Microsoft had bought two companies 
that competed in this segment to bolster its own web 
software offerings. Also, when Microsoft introduced its 
new XP operating system in 2001, it had not included a 
Java applications package to allow web software devel- 
opers to write ebusiness software that would be com- 
patible with XP, undercutting its rival Sun’s attempts to 
bypass the Window’s platform using its Java language. 
However, this also undercut SAP’s open architecture 
initiatives because many of its mySAP installations 
were based on Java, not Microsoft’s NT platform. 
SAP’s managers saw this move as an attempt by Mi- 
crosoft to wipe out the competitive advantage SAP 
had been gaining since the introduction of mySAP in 
1999. SAP challenged Microsoft to indicate its sup- 
port for the Java language. Already under scrutiny 
and attack by Sun and other software companies for 
its anticompetitive trade practices, Microsoft seemed 
to step back when it announced in June 2002 that its 
next version of XP would contain support for Java- 
based programming. Clearly, however, an open archi- 
tecture and industry standard for web-based software 
are not in Microsoft’s interests, especially if word 
processing and other important office applications 
become available as part of any e-commerce plat- 
form such as mySAP. 

Microsoft’s goal was clearly to become a formida- 
ble competitor for SAP, and with its competencies in 
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a wide area of software products and huge resources, 
it could quickly and easily develop an ERP system 
with web-based solutions. In the past, SAP had tried 
to avoid this competition problem by partnering with 
Microsoft in a wide variety of endeavors and making 
sure its products were compatible with Microsoft’s, 
thus making their interests mutual rather than divi- 
sive. In the future, however, if Microsoft believed its 
Windows platform was coming under increasing 
threat from SAP, it could now quickly move to attack 
SAP’s and Oracle’s market. The competitive battle 
over industry standards was far from over. 

The recession that started in 2000 also increased 
competition in the ERP industry. SAP and Oracle, in 
particular, battled to protect and increase their mar- 
ket share. The huge drop in spending on IT by major 
companies and the decrease in the number of new 
customers hit the industry hard. The stock prices of 
all these companies fell dramatically, with some, like 
12 Systems, also a provider of SCM solutions, fighting 
to survive. Competition among software companies 
became intense, and customers took advantage of 
this rivalry to demand price discounts from SAP as 
well as the other companies, which hurts revenues 
and profits. Smaller competitors like 12 and Siebel 
were forced to lower their prices to the point where 
they took a loss on a particular sale to gain market 
share. The weakest companies were forced to fall 
back on their main strengths and reduce their range 
of product offerings, but SAP had the resources to 
withstand the downturn. 

SAP’s number of software installations and cus- 
tomers increased steadily between 1998 and 2002. 
The number of software installations grew at a faster 
pace than the number of customers, a characteristic 
of the lock-in feature of investment in one ERP plat- 
form. In 2002, SAP was still the number 1 vendor of 
standard business applications software, with a 
worldwide market share of over 30%. Oracle was 
next with a 16% share of the market. SAP claimed 
that it had 10 million users and 50,000 SAP installa- 
tions in 18,000 companies in 120 countries in 2002, 
and that half of the world’s top 500 companies used 
its software. 


Implementing mySAP 

SAP’s problems were not just in the strategy area, 
however. Its mySAP initiative had increased its over- 
head costs, and it still could not find the appropriate 
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organizational structure to make the best use of its 
resources and competencies. It continued to search 
for the right structure for servicing the growing 
range of its products and the increasing breadth of 
the companies, in terms of size, industry, and global 
location, it was now serving. 

Recall that in the mid-1990s, SAP had began to 
centralize authority and control to standardize its 
own business processes and manage knowledge effec- 
tively across organizational subunits. While this reor- 
ganization resulted in some benefits, it had the unfor- 
tunate result of lengthening the time it took SAP to 
respond to the fast-changing web software ERP envi- 
ronment. To respond to changing customer needs 
and the needs for product customization, SAP now 
moved to decentralize control to programmers and its 
sales force to manage problems where and when they 
arose. SAP’s managers felt that in an environment 
where markets are saturated with ERP vendors and 
where customers want service and systems that are 
easier to use, it was important to get close to the cus- 
tomer. SAP had now put in place its own applications 
software for integrating across its operating divisions 
and subsidiaries, allowing them to share best practices 
and new developments and thus avoid problems that 
come with too much decentralization of authority. 

To speed the software development process, SAP 
divided its central German software development 
group into three teams in 2000. One team works on 
the development of new products and features, the 
second refines and updates functions in its existing 
products, and the third works on making SAP prod- 
ucts easier to install. Also, to educate its customers 
and speed customer acceptance and demand for 
mySAP, SAP changed its global marketing operations 
in late 2000. Following its decentralized style, each 
product group once had its own marketing depart- 
ment that operated separately to market and sell its 
products. This decentralization had caused major 
problems because customers didn’t understand how 
the various parts of mySAP fit together. It also wasted 
resources and slowed the sales effort. Announcing 
that “SAP had to develop a laser like focus on mar- 
keting,” a far cry from its previous focus on its engi- 
neering competency, SAP’s top managers centralized 
control of marketing at its U.S. subsidiary and put 
control of all global marketing into the hands of one 
executive, who was now responsible for coordinating 
market efforts across all mySAP product groups and 
all world regions. 


EXHIBIT 1 
mySAP.com Product Groups 


mySAP.com Solutions 


Industry solutions 

Solutions for small and mid-sized businesses 
mySAP enterprise portals 

mySAP supply chain management 

mySAP customer relationship management 
mySAP supplier relationship management 
mySAP product life cycle management 
mySAP exchanges 

mySAP business intelligence 


mySAP financials 


mySAP human resources 
mySAP mobile business 
mySAP hosted solutions 


Soon after, in 2001, once again to speed up the 
implementation of the mySAP initiative, SAP folded 
the SAPMarkets and SAP Portals subsidiaries into 
SAP’s other operations and split the SAP product line 
into distinct but related mySAP product groups, each 
of which was to be treated as an independent profit 
center, with the head of each product group report- 
ing directly to SAP’s chairperson. The type of web 
software application or ERP industry solution being 
offered to the customer differentiates each product 
group (see Exhibit 1). 

SAP also changed the way its three German engi- 
neering groups worked with the different mySAP 
products groups. Henceforth, a significant part of the 
engineering development effort would take place in- 
side each mySAP product group so that program engi- 
neers, who write and improve the specific new mySAP 
software applications, were joined with the sales force 
for that group. Now they could integrate their activi- 
ties and provide better customized solutions. The 
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mySAP.com Industry Solutions 


mySAP aerospace and defense 
mySAP automotive 

mySAP banking 

mySAP chemicals 

mySAP consumer products 

mySAP engineering and construction 
mySAP financial service provider 
mySAP health care 

mySAP higher education and research 
mySAP high tech 

mySAP insurance 

mySAP media 

mySAP mill products 

mySAP mining 

mySAP oil and gas 

mySAP pharmaceuticals 

mySAP public sector 

mySAP retail 

mySAP service providers 


mySAP telecommunications 


software engineers at its German headquarters, be- 
sides conducting basic R&D, would be responsible 
for coordinating the efforts of the different mySAP 
engineering groups, sharing new software develop- 
ments among groups, providing expert solutions, 
and ensuring all the different mySAP applications 
worked together seamlessly. 

Each mySAP product group is now composed of 
a collection of cross-functional product development 
teams focused on their target markets. Teams are 
given incentives to meet their specific sales growth 
targets and to increase operating effectiveness, in- 
cluding reducing the length of installation time. The 
purposes of the new product group/team approach 
was to decentralize control, make SAP more respon- 
sive to the needs of customers and to changing tech- 
nical developments, and still give SAP centralized 
control of development efforts. To ensure that its 
broadening range of software was customizable to the 
needs of different kinds of companies and industries, 
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SAP enlisted some of its key customers as “develop- 
ment partners” and as members of these teams. Cus- 
tomers from large, mid-sized, and small companies 
were used to test new concepts and ideas. Within 
every mySAP product group, cross-functional teams 
focused on customizing its products for specific cus- 
tomers or industries. SAP opened the development 
process to its competitors and allowed them to work 
with SAP teams to make their products compatible 
with SAP’s products and with the computer plat- 
forms or legacy systems already installed in their cus- 
tomers’ operations. Through this implementation 
approach, SAP was striving to pull its actual and po- 
tential customers and competitors toward the single, 
open standard of SAP. The company also instituted 
stricter training and certification methods for con- 
sultants to improve the level of quality control and 
protect its reputation. 

At the global level, SAP grouped is national sub- 
sidiaries into three main world regions: Europe, the 
Americas, and Asia/Pacific. This grouping made it eas- 
ier to transfer knowledge and information between 
countries and serve the specific demands of national 
markets inside each region. Also, this global structure 
made it easier to manage relationships with consulting 
companies and to coordinate regional marketing and 
training efforts, both under the jurisdiction of the cen- 
tralized marketing and training operations. 

Thus, in the 2000s SAP began to operate with a 
loose form of matrix structure. To increase internal 
flexibility and responsiveness to customers while at 
the same time boosting efficiency and market pene- 
tration, the world regions, the national subsidiaries, 
and the salespeople and consultants within them 
constitute one side of the matrix. The centralized 
engineering, marketing, and training functions and 
the twenty or so different mySAP product groups 
compose the other side. The problem facing SAP is 
to coordinate all these distinct subunits so they will 
lead to rapid acceptance of SAP’s new mySAP plat- 
form across all the national markets in which it 
operates. 

In practice, a salesperson in any particular coun- 
try works directly with a client to determine what 
type of ERP system he or she needs. Once this system 
is determined, a project manager from the regional 
subsidiary or from one of the mySAP groups is ap- 
pointed to assemble an installation team from mem- 
bers of the different product groups whose expertise 
is required to implement the new client’s system. 
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Given SAP’s broad range of evolving products, the 
matrix structure allows SAP to provide those prod- 
ucts that fit the customer’s needs in a fast, coordi- 
nated way. SAP’s policy of decentralizing authority 
and placing it in the hands of its employees enables 
the matrix system to work. SAP prides itself on its 
talented and professional staff that can learn and 
adapt to many different situations and networks 
across the globe. 


Developments in the 2000s 


In April 2002, SAP announced that its revenues had 
climbed 9.2%, but its first-quarter profit fell 40% be- 
cause of a larger-than-expected drop in license rev- 
enue from the sale of new software. Many customers 
had been reluctant to invest in the huge cost of mov- 
ing to the mySAP system given the recession and 
continuing market uncertainty. Its rivals fared worse, 
however, and SAP announced it had several orders 
for mySAP in the works, and that the 18,000 compa- 
nies around the world using its flagship R/3 software 
would soon move to its new software once their own 
customers had started to spend more money. In the 
meantime, SAP announced it would introduce a 
product called R/3 Enterprise, which would be tar- 
geted at customers not yet ready to make the leap to 
mySAP. R/3 Enterprise is a collection of web software 
that can be added easily to the R/3 platform to pro- 
vide a company with the ability to network with 
other companies and perform many e-commerce op- 
erations. SAP hopes this new software will show its 
R/3 customers what mySAP can accomplish for them 
once it is running in their companies. SAP’s man- 
agers believed these initiatives would allow the com- 
pany to jump from being the third largest global soft- 
ware company to being the second, ahead of main 
competitor Oracle. They also wondered if they could 
use its mySAP open system architecture to overcome 
Microsoft’s stranglehold on the software market and 
bypass the powerful Windows standard. 

Pursuing this idea, SAP put considerable re- 
sources into developing a new business computing 
solution called SAP NetWeaver that is a web-based, 
open integration and application platform that 
serves as the foundation for enterprise service-ori- 
ented architecture (enterprise SOA) and allows the 
integration and alignment of people, information, and 
business processes across business and technology 
boundaries. Enterprise SOA utilizes open standards to 
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enable integration with information and applications 
from almost any source or technology and is the 
technology of the future. SAP NetWeaver is now the 
foundation for all Enterprise SOA SAP applications 
and mySAP Business Suite solutions; it also powers 
SAP’s partner solutions and a customer custom-built 
applications. Also NetWeaver integrates business 
processes across various systems, databases, and 
sources—from any business software supplier—and 
is marketed to large companies as a service-oriented 
application and integration platform. NetWeaver’s 
development was a major strategic move by SAP for 
driving enterprises to run their business software on 
a single SAP platform. 

Although SAP was developing and upgrading its 
products at a fast pace, throughout 2002 and 2003 
companies worldwide continued to limit or reduce 
their IT expenditures, and SAP, like all other com- 
puter hardware and software companies, suffered as 
their revenues fell. In fact SAP’s stock price plunged 
in 2002 from $40 to almost $10 as the stock market 
crashed. However, while SAP’s revenues fell by 5% in 
2003 because of lower ERP and consulting sales, its 
net income almost doubled because it had finally 
brought its global cost structure under control and 
was making better use of its resources. Strict new 
controls on expenses had been implemented, a hir- 
ing freeze imposed, and the company was focusing 
its German programmers to work on urgent prob- 
lems. Consequently, its stock was back up to $35 by 
the end of 2003 as its future growth prospects 
looked good. 


Outsourcing 


As a part of its major push to reduce costs, SAP 
began to outsource its routine future programming 
development work overseas to low-cost countries 
such as India. By 2003, SAP employed 750 software 
programmers in India and had doubled that number 
by 2004. To help boost global revenues, SAP also 
began to use its expanding Indian research center to 
develop new ERP modules to serve new customers in 
more and more industries or vertical markets, and by 
2003, it had mySAP systems designed for about 
twenty industry markets. At the same time, SAP used 
its growing army of low-cost Indian programmers to 
work the bugs out of its SAP modules and to increase 
their reliability when they were installed in a new 
company. This prevented embarrassing blows-ups 
that sometimes arose when a company implemented 
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SAP’s ERP for the first time. Fewer bugs also made it 
easier to install its modules in a new company, which 
reduced the need for consulting and lowered costs, 
leading to more satisfied customers. By 2006, SAP 
had doubled its Indian work force again, and its In- 
dian group was now bigger than its research group in 
Waldorf, Germany. Outsourcing has saved the com- 
pany billions of Euros a year and has been a continu- 
ing contributor to its rising profitability in the 2000s. 


The Small and Medium Enterprise Market 


In 2003, SAP changed the name of its software from 
mySAP.com to mySAP Business Suite because more 
and more customers were now using a suite licensing 
arrangement to obtain its software rather than buy- 
ing it outright. Part of the change in purchasing was 
because of the constant upgrades SAP was rolling 
out; in a licensing arrangement, its clients could ex- 
pect to be continually upgraded as it improved its 
ERP modules. This also had the effect of locking its 
customers into its software platform for its raised 
switching costs. However, while SAP continued to at- 
tract new large business customers, the market was 
becoming increasingly saturated as its market share 
continued to grow—it already had around 50% of 
the global large business market by 2003. So, to pro- 
mote growth and increase sales revenues, SAP began 
a major push to increase its share of the small and 
medium business enterprise (SME) market segment 
of the ERP industry. 

The small size of these companies, and so the 
limited amount of money they had to spend on busi- 
ness software, was a major challenge for SAP, which 
was used to dealing with multinational companies 
that had huge IT budgets. Also, there were major 
competitors in this market segment that had special- 
ized in meeting the needs of SMEs to avoid direct 
competition with SAP, and they had locked up a sig- 
nificant share of business in this ERP segment. By fo- 
cusing primarily on large companies, SAP had left a 
gap in the market that large software companies like 
Oracle, Microsoft, and IBM took advantage of to de- 
veloped their own SME ERP products and services to 
compete for customers and revenues in this market 
segment—one also worth billions of dollars in the 
years ahead and the main growth segment in the fu- 
ture ERP market. So, to reach this growing market 
segment as quickly as possible, SAP decided to de- 
velop two main product offerings for SMEs: SAP 
All-in-One and SAP Business One. 
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SAP All-in-One is a streamlined version of its R/3 
mySAP Business Suite; it is much easier to install and 
maintain and much more affordable for SMEs. To 
develop All-in-One, SAP’s software engineers took its 
mySAP Business Suite modules designed for large 
companies and scaled them down for users of small 
companies. All-in-One is a cut-down version of 
SAP’s total range of products like SAP Customer Re- 
lationship Management, SAP ERP modules, SAP 
Product Lifecycle Management, SAP Supply Chain 
Management, and SAP Supplier Relationship Man- 
agement. Despite its reduced size, it is still a complex 
business solution and one that requires a major com- 
mitment of IT resources for a SME. 

So, recognizing the need to provide a much sim- 
pler and more limited and affordable ERP solution 
for smaller companies, SAP decided to also pursue a 
second SME ERP solution. To speed the development 
of a new suite of programs, SAP decided not to de- 
velop a new software package from scratch based on 
its leading R/3 product, as it did with its All-in-One 
solution. Rather, it took a new path and bought an 
Israeli software company called TopManage Finan- 
cial Solutions in 2002 and rebranded its system as 
SAP Business One. SAP Business One is a much 
more limited ERP software package that integrates 
CRM with financial and logistic modules to meet a 
specific customer’s basic needs. However, it still pro- 
vides a powerful, flexible solution and is designed to 
be easy to work and affordable for SMEs. Business 
One software works in real time; no longer does an 
SME need to wait until the end of the month to do 
the accounts. The system manages and records the 
ongoing transactions involved in a business such as 
cost of goods received, through inventory, processing 
and sale, and delivery to customers, and automati- 
cally records transactions in a debit and credit ac- 
count. Despite its streamlined nature, Business One 
contains fourteen important core modules: 


e@ Administration Module that configures and links 
the activities involved in a business’s value cre- 
ation system 

e@ Financials Module that controls accounting and 
financial activities 

e@ Sales Opportunities Module that maintains con- 
tact with existing customers and tracks potential 
customers 

@ Sales Module that tracks when orders are entered, 
shipped, and invoiced 
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e@ Purchasing Module that issues purchase orders 
and records goods received into inventory 


@ Business Partners Module that maintains record 
and contact with customers and sellers 


e@ Banking Module that tracks and records where 
cash is received and paid out 


e@ Inventory Module that records and values inventory 


@ Production Module that tracks cost of materials 
and manufacturing 


e@ MRP Module that increases the efficiency of 
input purchase and production planning 


@ Service Module that manages after-sales service 
activities and records 


@ Human Resources Module that records all em- 
ployee information 


@ Reports Module that generates user-defined re- 
ports (as printouts or Excel files) 


e@ E-commerce that allows customers to buy and 
sell online to consumers or other businesses 


To speed the development of its new Business 
One solution, SAP chose its management team from 
engineers outside the company. Many of these man- 
agers came from TopManage, and one of these, Shai 
Agassi, has since risen in SAP to become its chief 
technology officer for all of its products and tech- 
nologies. One reason is because of the growing im- 
portance of the SME segment, which became clear in 
2005 when SAP began reporting revenues from the 
SME market segment separately from revenues for its 
larger customers, one way of showing its commit- 
ment to SME customers. 


The Changing Competitive Environment 


As mentioned above, one of the major reasons for SAP 
to enter and compete in the SME segment was that the 
large company segment was becoming increasing ma- 
ture and saturated. By 2004, achieving rapid growth by 
increasing the number of new large business cus- 
tomers was becoming more and more difficult, simply 
because SAP’s share of the global ERP market had now 
grown to 58%. As a result, SAP reported that it ex- 
pected single digit growth in the future—growth 
worth billions in revenues but still growth that would 
not fuel a rapid rise in its stock price. 

However, competition in the SME market was 
also increasing as its business software rivals watched 
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SAP develop and introduce its All-in-One and Busi- 
ness One solutions to dominate this segment. Now 
SAP’s rapid growth in this segment led to increasing 
competition and to a wave of consolidation in the ERP 
industry. In 2003, PeopleSoft, the leader in the HRM 
software module segment, bought J. D. Edwards & 
Son, a leader in SCM, to enlarge its product offerings 
and strengthen its market share against growing 
competition from SAP and Oracle. However, Oracle, 
the dominant business software database manage- 
ment company, and its chairman, Larry Ellison, also 
realized the stakes ahead in the consolidating busi- 
ness software market. While SAP had never made 
large acquisitions to acquire new products and cus- 
tomers, preferring “organic growth” from the in- 
side or small acquisitions, this was not true of Ora- 
cle. Ellison saw major acquisitions as the best way 
to expand Oracle’s range of business modules to 
complement the suite of ERP modules it had been 
developing internally and so gain market share in the 
SME market segment. Through acquisitions it could 
quickly develop an ERP suite with the breadth of 
SAP’s to meet the needs of SMEs. Also, it could use 
its new competencies and customers to attack SAP in 
the large company segment, which Oracle now re- 
garded as a major growth opportunity. 

So Oracle began a hostile takeover of PeopleSoft. 
PeopleSoft’s managers battled to prevent the takeover, 
but Oracle offered PeopleSoft’s customers special low- 
cost licensing deals on Oracle software and guaran- 
teed them the changeover to its software would be 
smooth. It finally acquired PeopleSoft—and the re- 
sources and customers necessary to gain a large mar- 
ket share in the SME segment at the expense of SAP 
and Microsoft—in 2005. Oracle has kept up the pres- 
sure. Since January 2005, it acquired twenty-five more 
business software companies in a huge acquisition 
drive to build its distinctive competencies and market 
share in ERP software. PeopleSoft brought Oracle ex- 
pertise in HRM, and J. D. Edwards, expertise in SCM; 
and, in a major acquisition of Siebel Systems, Oracle 
bought a leading CRM software developer. These ac- 
quisitions have allowed Oracle to dramatically in- 
crease its market share, particularly with small and 
medium-sized businesses. Before purchasing Seibel, 
for example, Oracle had a 6.8% share of this market; 
now it could add Seibel’s 11% market share to be- 
come one of the top three CRM suppliers. 

One of the latest additions to Oracle’s new E- 
Business suite is Oracle Fusion middleware, which 
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allows companies to leverage their existing invest- 
ments in the software applications of other compa- 
nies, including SAP, so that they work seamlessly 
with Oracle’s new ERP modules. Fusion is Oracle’s 
answer to SAP NetWeaver and is seen as a major 
threat to SAP, for it gives customers no incentive to 
move to SAP’s All-in-One or Business One suite. 
Oracle hopes that because some of its modules, like 
PeopleSoft’s HRM software module, have been re- 
garded as stronger offerings than SAP’s, many com- 
panies will be inclined to keep their existing People- 
Soft installations and then choose more offerings 
from Oracle’s growing business applications suite. 
Also, Oracle hopes that SAP customers will now be 
able to keep any existing SAP application but still 
add on Oracle modules. 

The third leading SME ERP supplier, Microsoft, is 
also keeping up the pressure. Using the competencies 
from its acquisition of Great Plains and Navision, it 
subsequently released a new business package called 
Microsoft Dynamics NAV, which is ERP software that 
can be fully customized to the needs of SME users, to 
their industries and scaled to their size. Microsoft’s 
advantage lies in the compatibility of its ERP offer- 
ings with the Windows platform, which is still used 
by more than 85% of SMEs, especially as it can offer 
a discount when customers choose both types of 
software and upgrade to its new Windows Vista soft- 
ware in 2007 and beyond. Its offerings also work 
seamlessly with its Windows applications such as 
Word, PowerPoint, and Outlook, and with its Net 
framework, which is important in B2B transactions. 

In 2006, many analysts were betting Oracle would 
emerge as the leader in the SME segment because 
they pointed out that SAP’s reputation at the SME 
level was not good, and that it was perceived as a 
“big, scary, expensive option.” SAP’s managers real- 
ized the need to work hard to carefully position its 
All-in-One, but especially Business One, software to 
suit the needs of a company that might have only 30 
or 300 employees rather than the 30,000 found at a 
large company. For example, in the U.S. and Canadian 
markets, it has been estimated that 90% of compa- 
nies fall into the SME category, and while SAP might 
have the greatest product in the world, if it could not 
customize and market the product to suit these cus- 
tomers’ needs, they will not adopt it. In 2004, Shai 
Agassi, SAP’s CTO and expert in the SME software 
area, announced that as the $40 billion dollar a year 
business software industry headed for a shakeout, 
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SAP had to change its strategy to protect its global 
market share: “Training people on computer systems 
is stupid. We need to train the systems to work with 
people.” SAP was finally facing up to the need to 
make its products easy to install, maintain, and espe- 
cially use as a hoard of other competitors were now 
snapping at its heels. 

In 2005, SAP established five new broad corpo- 
rate goals: agility, high performance, simplicity, talent 
development, and co-innovation. Agility was becom- 
ing vital as new technological developments, particu- 
larly due to the Internet, were rapidly changing the 
value of its software to customers. For example, a 
new approach to delivering business software to cus- 
tomers by direct download from the Internet, along 
with constant upgrading from the Internet, was 
being pioneered by Internet start-ups such as sales- 
force.com, which offered its customers CRM soft- 
ware online at prices that undercut SAP and its com- 
petitors. High-performance meant ensuring that 
SAP’s software worked seamlessly with its customers, 
was bug free, and that all the complex parts of its 
business suite worked totally in tandem. Simplicity 
meant that its software engineers should continu- 
ously work to make its modules easier to install and 
use by its clients. 

Co-innovation was an affirmation of SAP’s push 
through the mid-2000s to work with other software 
companies, including competitors, to offer products 
that better met the needs of some types of ERP cus- 
tomers. SAP had avoided making large acquisitions 
to grow its competencies and customer base; it relied 
on organic growth, that is, developing new solutions 
internally, from the ground up, as its growth model. 
Also, it sought to form strategic alliances with other 
software vendors to further the utility of its software 
and to increase the number of customers it could 
reach. Compare this to Oracle’s aggressive and 
sometimes hostile acquisition strategy to grow its re- 
sources. 

Co-innovation means cooperating with partners 
and customers to improve products and solutions, a 
strategy SAP had always pursued. However, SAP 
seemed not to realize that its rapid growth might be 
perceived by other large software companies as a 
major threat. It had used Oracle’s database software 
for SAP applications, for example, and worked to 
make its modules compatible with Microsoft’s soft- 
ware to make implementation of its own software eas- 
ier for customers. It had also worked with companies 
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like IBM to train their consultants to install its soft- 
ware. But Oracle and Microsoft were now major 
competitors and were taking advantage of their com- 
patibility with SAP’s software to lure away its cus- 
tomers. 


Cooperation and Competition 


By the mid-2000s, industry consolidation was leading 
to increased competition in all aspects of its business, 
and SAP faced the problem of having to cooperate 
with companies in some areas and yet be competitors 
in others. Indeed, after it became clear Oracle and 
PeopleSoft would merge, Microsoft and SAP began 
to talk about a possible merger. Their top managers 
met to discuss the issues involved and there seemed 
to be a natural fit, for each company would obtain 
access to all the customers of the other and their soft- 
ware was complementary. However, talks ended both 
because of antitrust issues and the fear that U.S. or 
European Union regulators would stop the merger. 
Talks also failed because there seemed to be major 
problems of merging the two different cultures: 
SAP’s more bureaucratic German-based culture with 
Microsoft’s more freewheeling culture. Neverthe- 
less, the two companies realized they would gain 
more through cooperation than competition and 
formed an alliance to ensure interoperability between 
Microsoft’s Net.platform and SAP’s NetWeaver plat- 
form and create a new suite of software that will 
leverage each others’ business applications. So they 
are working to cooperate, not compete, as business 
partners, which gives them leverage over customers 
and stops a movement to Oracle’s suite. It also seems 
that Microsoft has abandoned its attempt to become 
the dominant player in the ERP market, sensing that 
it might obtain greater returns from ensuring its 
Windows standard remains dominant for all kinds 
of computing—including the increasingly impor- 
tant mobile computing. And, by 2006, its mobile 
platform, Microsoft CE, was winning the battle 
against other systems championed by Nokia and 
Sony, and SAP was working to make its software 
work seamlessly with Microsoft CE so, for example, 
managers would receive instant alerts from SAP’s 
module when action was needed to correct some op- 
erational issue. Also, SAP seems to have reduced its 
support for the LINUX platform, which is a direct 
threat to Microsoft. 

SAP also worked hard to develop strategic al- 
liances with all kinds of software companies, and by 
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2007, it had formed contracts with over 1,000 inde- 
pendent software vendors (ISVs), who have helped it 
expand its offerings, and it has jointly developed 300 
new ERP solutions for the 25 industries it now 
serves, and these applications are all powered by SAP 
NetWeaver3. An important alliance was announced 
in August 2006 when IBM announced it would invest 
$40 million over the next five years to develop the ca- 
pabilities necessary to install SAP’s new software. 
Also SAP will integrate NetWeaver with IBM’s Blade 
Center and IBM Total Storage Systems, IBM’s data 
storage solution for large companies. These moves 
will help boost sales, strengthen links with large com- 
panies, and offer SAP the chance to co-develop new 
software with IBM, which is the world’s third largest 
global software seller. SAP and Siemens are collabo- 
rating on an IT solution to improve patient care and 
increase safety and efficiency and lower operating 
costs. In 2006, SAP and Cisco Systems entered into an 
agreement to jointly market governance, risk, and 
compliance business processes and IT control system 
offerings. 

SAP has been making many small acquisitions to 
improve its position in various industries and to de- 
velop products to help companies meet the major 
changes in U.S. regulatory reporting requirements. 
For example, in the retail software industry, it ac- 
quired companies like Triversity and Khimetrics. 
Triversity provides point of sales, store inventory, 
customer relations and service solutions for retail 
companies, and Khimetrics helps retailers price and 
position products to manage demand, improve mar- 
gins, and predict sales and income. It also acquired 
TomorrowNow, which specializes in providing main- 
tenance and support services for PeopleSoft and J. D. 
Edwards & Company customers. SAP then created 
“safe passage programs” that are designed to help 
companies switch to SAP solutions, even though they 
now use software applications provided by Oracle. 
SAP plans to develop a variety of new-generation 
products by 2008, including new SAP industry solu- 
tions, and more applications for SMEs—so this is a 
direct challenge to Oracle’s Fusion software. 

To help companies manage complex regula- 
tions, SAP also made small acquisitions like Virsa 
Systems that have expertise in U.S. accounting laws 
and standards. Its software was then incorporated 
into SAP products to provide a complete approach 
to allowing compliance with the Sarbanes-Oxley 
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Act, which mandates openness and conformity to 
strict accounting reporting requirements through 
their governance, Risk and Compliance (GRC) solu- 
tions. Also, SAP’s modules now contain customized 
software that allows companies to manage trade 
compliance according to the regulations of different 
countries, for example, environmental, pharmaceuti- 
cal, and banking requirements. Finally, the new 
Radio Frequency identification (RFID) that uses 
wireless ID tags to improve SCM and the tracking of 
shipments and inventory has required SAP incorpo- 
rate software to manage this into its business applica- 
tions. As all aspects of the environment change, so 
must SAP’s software. 


The Future 


In 2006, software sales made up 33% of SAP’s rev- 
enues, consulting 25%, maintenance 37%, and train- 
ing 4%. (Maintenance provides continuous improve- 
ment, quality management, and problem solutions 
so clients stay up to date with the best business prac- 
tices that SAP embeds into its software.) The com- 
pany boasted over 2 million individual users work- 
ing with SAP solutions in over 100,000 installations 
of SAP services in more than 36,000 companies in 
25 industries ranging from aerospace and defense to 
wholesale distribution in 120 countries. SAP em- 
ployed 38,500 people, had hired 3,500 in 2006, and 
was planning to hire 3,500 more in 2007. It had local 
offices in more than 50 countries and ran 77 training 
centers worldwide where people could come to learn 
how to install and operate its software packages. 

However, major questions remain. Does SAP 
need to search out new ways to increase growth and 
generate revenues because the market is getting satu- 
rated now that most large companies have adopted 
best practices ERP software? Some analysts say SAP 
needs to generate increased revenues by increasing its 
involvement in service and training activities, but 
this would put it in direct competition with IT con- 
sulting companies such as IBM and Cap Gemini that 
are its allies. Or, it must continue to broaden the 
range of products it offers to the SME business seg- 
ment, which would increase competition with Oracle, 
Microsoft, and new Internet companies such as sales- 
force.com, which are increasingly offering direct low- 
cost Internet download ERP services, so far mainly in 
CRM. 
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Another main issue is how big a threat is Oracle 
to SAP in the future? Some analysts say Oracle is not 
a major threat since Oracle’s acquisitions in the B2B 
sector will not give it a permanent competitive ad- 
vantage over SAP in SMEs or with large companies. 
What Oracle has gained is a short-term boost in mar- 
ket share brought about by obtaining the customers 
of the companies it acquired, but this will not lead to 
future gains. Others say Oracle is the major competi- 
tor, however, with the size, resources, and customer 
base to compete successfully against SAP. They point 
out that while over the past five years SAP’s stock 
shot up 80%, Oracle’s increased by only 25%. But 
also that in the last year Oracle’s stock has doubled in 
price and increased much faster than SAP’s because 
investors believe in the future growth potential of its 
acquisitions and business model. 

SAP believes in its “organic growth” from the in- 
side, however, and considers itself an innovator com- 
pared to Oracle. In a 2006 press release, SAP 
spokesperson Bill Wohl was quoted as saying that 
SAP offers a next-generation platform in business 
software today, while Oracle’s next-generation appli- 
cations exist only in “PowerPoint form” and won't be 
delivered until 2008 or beyond. Also that SAP had set 
aside $125 million to implement next-generation so- 
lutions in its current platform—so this is no idle 
boast. Also in 2006, SAP articulated four major pri- 
orities for the rest of the 2000s—to increase market 
share, especially in SME; to increase profitability by 
improving productivity; to better serve SAP users 
with new products and expand to new industries; 
and to help customers transition to and gain benefits 
from Enterprise SOA, which, using NetWeaver, al- 
lows customers to seamlessly integrate the software 
of different vendors into a whole and links it to the 
Internet, making possible real-time upgrades and 
improvements. 

For all companies, future market growth may be 
limited as large companies expect to continue their 
efforts to tighten their IT spending budgets so the 
software market may grow only at a single digit rates 
in the next few years. However, the growth of the 
European Union offers SAP, much more than Oracle, 
many opportunities to build a worldwide ERP market 
as the number of countries expands and companies 
move their operations to low-cost locations within 
the EU. According to some estimates, the growth of 
the EU will increase the ERP market to around 
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$13 billion by 2008, which is a 6% annual growth 
rate. Also, SAP is actively targeting the booming 
Asian, South American, and African markets. 


A 2007 Surprise 


SAP announced in January 2007 that its net income 
rose 29% in the fourth quarter from the year-earlier 
period to 799 million euros ($1 billion), on revenue 
of 3 billion euros ($3.9 billion). This was an excellent 
result, but its U.S. shares fell over 10% from $50 to 
$46, down from its December high of $56. Why the 
problem? SAP announced it would spend an addi- 
tional 300 to 400 million euros over the next two 
years to attract new SME customers, and this invest- 
ment will cut its operating margins by 1 to 2% and so 
its future profits. 

The implication for investors is clear; by the end of 
2006, SAP was meeting serious resistance from Oracle, 
it was having to work hard to build up its SME cus- 
tomer base, and the two companies were locked in 
what is likely to become a vicious battle—one that will 
reduce profit margins. This was a signal that profit 
margins were going to be lower than SAP had previ- 
ously expected and that it needed to further develop 
tailored products, including hosted software and on- 
demand software delivered over the Internet, for the 
SME segment. SAP is facing competition in the SME 
market from CRM companies such as salesforce.com 
that specializes in on-demand software downloaded 
directly from the Internet. Complementing SAP’s ex- 
isting portfolio for midsized companies, a new solution 
will be introduced to leverage an “enterprise service- 
oriented architecture (enterprise SOA) by design” 
platform that will be available to customers through 
on-demand and hosted delivery at a significantly 
lower cost and that will allow them to “try-run-adapt” 
the software to meet their needs. This solution began 
initial market validation in early 2007. SAP’s new 
CEO, Henning Kagermann, said: “We are combining 
the power of the new platform that SAP has developed 
over the last three years with a new approach in the 
way software is delivered and consumed to reach a 
broad segment of midsize companies with require- 
ments not addressed by either traditional or on-de- 
mand solutions available today. This game-changing, 
‘enterprise SOA by design’ addition to our product 
portfolio will open up an additional business that will 
deliver steady, continuous growth and, together with 
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the ongoing advancement of our established business, 
accelerate SAP’s long-term industry leadership.” Also, 
it seems SAP may be signaling it is going to treat 
medium-sized customers differently from small cus- 
tomers. Clearly, many challenges lie ahead. 
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Nailer 


a im oe Volantis 


This case was prepared by Mike Harkey under the supervision of Professor 


William P. Barnett, Stanford Graduate School of Business. 


Life is about timing. 
—Carl Lewis, U.S. Olympian 


Introduction 


att Harris, President and CEO of the telecommu- 
Aare software provider Volantis Systems, 
knew plenty about the importance of timing. His com- 
pany’s investors and founders had mis-timed its market 
opportunity and, by March 2006, had spent more than 
five years waiting for mass adoption of mobile data 
services. 

Volantis’ customers were primarily mobile phone 
carriers (e.g., 3 and Cingular) and content providers 
(e.g., eBay and lastminute.com) that needed tools to 
help them most efficiently deliver a wide-range of 
mobile phone-related services to a huge and complex 
market.! In 2005, almost two billion mobile phone 
subscribers worldwide were using thousands of dif- 
ferent mobile phone handset models. Further com- 
plicating matters, mobile phone manufacturers were 
introducing new devices and technologies every day. 
Accordingly, no single operating system for mobile 
phones prevailed, and standards were a mess (_.e., 
wireless network standards differed and multimedia/ 
audio/video standards differed). 

The pace of innovation in mobile phone technol- 
ogy had disastrous implications for any business that 
wanted its mobile offering to appear as compelling 
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to users on all phones, on all networks, in all geogra- 
phies. For example, a newspaper publisher like Fi- 
nancial Times that wanted its global readership to be 
able enjoy its publication on any device would be 
hard-pressed to keep up with the ever-changing 
technologies. Analogously, imagine if it had to retool 
its printing presses every day for dozens of layouts, 
while preparing for an increasing number of new 
layouts to come. 

Enter Volantis: it had built a software solution—a 
so-called intelligent content adapter—that could re- 
move the complexities for any company that wanted 
to deliver its content to mobile devices. In fact, the 
process by which Volantis built its technology was 
yielding huge scalability benefits, so much so that the 
company’s flexible solution was adopted by the 
largest list of wireless carrier customers in its market. 

Indeed, with mobile data services usage increasing 
rapidly in many markets worldwide, Volantis was 
poised to fulfill its long-awaited potential. However, 
the company was losing over $400,000 per month, and 
it needed to act quickly with an updated organization 
plan to capitalize on its new business opportunities. 
One opportunity would leverage the company’s core 
infrastructure, but would require considerable invest- 
ment and resources. A second opportunity risked 
threatening its current operating model. In either case, 
Volantis was fortunate to have the luxury of such com- 
pelling prospects, after so many other wireless solu- 
tions companies had long since disappeared. As luck 
would have it, Volantis’ timing was not ideal once 
again; only this time around, Harris and his team 
could not afford to be wrong. 
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Mobile Industry Landscape 
Mobile Phone Use Worldwide 


By the end of 2005, there were over 1.85 billion mobile 
phone subscribers worldwide.” China was by far the 
world’s largest market, with an estimated 400 million 
subscribers at the end of 2005. India, with 65 million 
wireless subscribers, on the other hand, was one of the 
world’s fastest growing markets. In the second half of 
2005, almost 2.5 million new subscribers were signing 
up for cellular service every month in India, and wireless 
penetration remained less than seven percent. The rest 
of Asia—that is, Asia less China and India—accounted 
for 186 million subscribers in 2005.° 

In 2005, there were 195 million wireless sub- 
scribers in the U.S., an increase of 6.9 percent over 
2004. As of December 2004, Latin America had 
167.2 million wireless subscribers, 41.8 percent more 
than in 2003. Argentina had the strongest growth 
rate (107.9 percent growth), more than doubling the 
number of its subscribers to 13.5 million.4 The Mid- 
dle East and Africa were estimated to have almost 200 
million subscribers in 2005. 

Europe was the world’s most mature wireless mar- 
ket. The number of subscribers grew only two percent 
in 2005 to 325 million subscribers, and penetration 
rates were averaging over 80 percent. Germany, Italy, 
and the U.K. led the way in Europe, with 71.3 million, 
62.8 million, and 61.1 million wireless subscribers, 
respectively, in 2004. 


Mobile Phone Vendors 


In 2005, worldwide mobile phone shipments totaled 
825.5 million units, a 16.7 percent increase over the 
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707.3 million shipments in 2004. Asia was the world’s 
largest market for handsets. In 2005, 197.1 million 
handsets were sold in Asia excluding Japan. Ship- 
ments in Japan totaled 45.4 million. One hundred 
sixty million mobile phones were sold in Western 
Europe, and 147 million were sold in the U.S.° 

Additionally, thousands of new mobile phone 
handset models were flooding the market every year 
by hundreds of manufacturers worldwide. Finnish 
manufacturer Nokia held the industry’s largest mar- 
ket share with 34.1 percent of the market in Q4 2005. 
(See Exhibit 1 for statistics on leading mobile phone 
vendors.) In early 2006, Nokia was distributing over 
60 phone models in the U.S., from the 8801 model 
sold at an MSRP of $799 (key features included a half- 
megapixel camera and a 208 x 208 pixel, 256K-color 
screen) to the N90 model sold at an MSRP of $399 
(key features included a 2 megapixel camera and per- 
sonal video capabilities) to the basic 2126i model of- 
fered at an MSRP of $29.99. 

Motorola, on the other hand, earned 18.2 percent 
share of the mobile phone market in 2005. It expanded 
its market share over the previous year on the success 
of its wildly popular Razr series phones which had an 
ultra-thin design and a variety of advanced features. 
Motorola also offered a SLVR series phone that was 
compatible with Apple’s iTunes digital music service. 


Mobile Phone Innovation 


Indeed, with so many new mobile phones coming to 
market every year, handset vendors were forced to 
compete on a number of dimensions. Of course, 
price was important to consumers, and handset 


Leading Mobile Phone Vendors, Worldwide Shipments and Market Share (Unit shipments are in millions.) 


40 2005 
Shipments 


40.2005 
Vendor 


Nokia 
Motorola 
Samsung 

LG Electronics 
Sony Ericsson 
Others 

Total 


34.1% 
18.2% 
11.1% 
6.6% 
6.6% 
23.4% 
100.0% 


Market Share 


40 2004 
Shipments 


40. 2004 


Market Share Growth 


32.2% 
15.5% 
10.3% 
6.8% 
6.1% 
29.2% 
100.0% 


Source: Brad Smith, “Revenues Ride Growth Curve,” Wireless Week, February 15, 2006. 


vendors offered models across a wide spectrum of 
MSRPs, ranging from the exorbitant (e.g., Symbol 
Technologies MC70 Enterprise Digital Assistant with 
an MSRP over $2,000) to the bargain basement sub- 
$50 models offered by a large number of vendors. In 
many cases, wireless carriers subsidized the price of 
handsets to win subscriber business. Watson said: 

Consumers buying mobile devices are making 

distinctions in terms of the camera, the screen, the 

usability of the keyboard, the form factor (whether 

it’s a flip or slide or whatever), what features it has, 

whether it interacts with a Windows machine, 

and so on. All of those consumer-oriented fea- 

tures (and there are probably around ten or 

fifteen attributes that matter to consumers) 

create an enormous number of niches in the 

market for phones. 


Indeed, handset vendors were competing on de- 
sign, form factor, and physical appearance attributes, 
offering phones in all sorts of colors, shapes, sizes, and 
ergonomic conventions. The pace of innovation in 
handset technology was rapid, as vendors sought to tap 
into the market of almost two billion mobile phone 
subscribers worldwide. As a result, an inventory of all 
of the industry’s handset features would compare 
favorably to almost any consumer technology. By early 
2006, manufacturers were turning the mobile phone 
into the next generation’s personal computer, a catch- 
all for any kind of application or technology. 

With screen quality greatly improving on mobile 
phones, vendors were merging digital imaging and 
video capabilities into handsets. Some phones offered 
multimedia options, including streaming video, digi- 
tal music, FM radio, and ring tones. Even so, most 
phones were engineered around communications 
and messaging, including text messaging, instant mes- 
saging, picture messaging, conference calling, video- 
conferencing, paging, information alerts, fax, and email. 
Bluetooth and infrared features allowed some mobile 
users to wirelessly connect with external devices like 
PDAs and PCs. Additionally, many phones offered a 
micro-browser to allow users to surf the Internet. 

Notwithstanding all of the innovation occurring 
in the wireless industry in early 2006, mobile phones 
were only as useful as the user’s subscriber plan 
would allow. Each mobile operator was bound by the 
constraints of its network. As a result, service offer- 
ings varied widely from carrier to carrier, many of 
which operated on different technology platforms, or 
network standards. 
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Wireless Network Standards 


Even though many countries had adopted a single 
network standard for nationwide use, the U.S. mar- 
ket employed several standards in early 2006. Most 
U.S. carriers employed so-called second-generation 
network platforms, including global system for mo- 
bile communications (GSM) or code division multi- 
ple access (CDMA). (See Exhibit 2 for platforms used 
by major U.S. carriers.) 


First-generation wireless networks Introduced in the 
late 1970s and early 1980s, the first generation wire- 
less systems were analog. 


Second-generation (2G) 2G wireless networks sup- 
ported voice and certain data services. Data trans- 
mission speeds of 14.4 kilobits per second (kbps) 
were common on 2G networks. CMDA was a 2G 
digital wireless technology that was used primarily in 
China, India, Japan, South Korea, and North America. 
(See Exhibit 3 for global CDMA subscriber statistics.) 
GSM was a 2G digital technology that was mostly used 
for voice transmissions. It had been adopted by the 
European Union and was the most widely used digital 
cellular standard worldwide. According to the trade 
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EXHIBIT 2 


Technology Platforms/Standards Used by Major 
U.S. Carriers, 2005 


Code division multiple access (CDMA) 

e@ Alltel 

@ Sprint Nextel 

@ Verizon Wireless 

@ United States Cellular 

Integrated dispatch enhanced network (iDEN) 
@ Sprint Nextel 

@ Nextel Partners 

Global system for mobile communications (GSM) 
e@ Cingular Wireless 

@ T-Mobile 


Time division multiple access (TDMA) 
@ Cingular Wireless 


Source: Kenneth Leon and Nelson Wang, “Industry Surveys, 
Telecommunications: Wireless,” Standard & Poor's, November 3, 
2005. 


EXHIBIT 3 
Global CDMA Subscriber Statistics 


Total Subscribers 
in September 2005 


(in millions) 


Asia-Pacific 

North America 

Caribbean and Latin America 
Europe, Middle East, and Africa 
Total 


Source: CDMA Development Group. 


group GSM World Association, there were 1.2 billion 
GSM subscribers in more than 200 countries as of 
mid-September 2005.° (See Exhibit 4 for global GSM 
subscriber statistics. ) 


Second and a half generation (2.5G) 2.5G wireless net- 
works were a stepping stone to 3G networks because 
they used some of the existing 2G infrastructure in 
GSM and CDMA networks. 


Third-generation (3G) 3G networks integrated mobile 
technology with high-data transmission capacity. 
With transmission speeds exceeding 2.0 megabits per 
second (Mbps) on certain 3G networks, these plat- 
forms enabled the delivery of the widest array of ap- 
plications to mobile handsets. By the end of 2005, 


EXHIBIT 4 
Global GSM Subscriber Statistics 
Total Subscribers 


in September 2005 
(in millions) 


Percent Growth 
in 2004 


Asia 
Africa 
Americas 


Eastern Europe 
Western Europe 
Middle East 
USA/Canada 
Total 


Source: GSM Association. 
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Percent Growth 
in 2004 


there were three main 3G platforms: CDMA2000, 
wideband CDMA (WCDMA), and universal mobile 
telecommunications (UMTS). In 2001, Japanese car- 
rier NTT DoCoMo began operating on the WCDMA 
standard. Conversely, by the end of 2005, most U.S. 
carriers had yet to fully upgrade to a 3G standard. 
ABI Research estimated that there were 42.0 million 
3G subscribers worldwide, a 142 percent increase 
over 2004, most of which were in Japan.’ Even 
though fewer than 2.3 percent of worldwide sub- 
scribers were on a 3G network, many believed that 
the long-anticipated platform shift was finally set to 
take off in 2006. 


Wireless Carriers 


Worldwide carrier revenues reached almost $480 billion 
in 2005, split between Europe/Middle East/Africa 
($180 billion), Asia-Pacific ($158 billion), and the 
Americas ($143 billion).® At least eight carriers had 
over 50 million wireless subscriber customers. (See 
Exhibit 5 for leading carriers by region.) For exam- 
ple, China’s largest carrier, China Mobile, had over 
230 million subscribers and over $21 billion in wire- 
less services revenues in 2005. In early 2006, there 
were hundreds of carriers worldwide, and many new 
entrants were coming to the market employing a dif- 
ferent model than traditional carriers. 

Mobile virtual network operators (MVNOs) did 
not have networks of their own, but rather resold ca- 
pacity from established carriers. In 1999, Virgin 
Mobile launched the first MVNO in the U.K. using 
T-Mobile’s network capacity; but by early 2006, al- 
most 200 MVNOs were operational or had announced 
plans to launch. MVNOs were taking advantage of 
the market opportunity by employing a few different 
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EXHIBIT 5 
Leading Carriers, by Region 


United States 


Number of Service Revenues 
Carrier Subscribers (millions) Market Share (%) (billions) 


Cingular Wireless 
Verizon Wireless 
Sprint PCS 
T-Mobile 

Nextel 

Alltel 

US Cellular 
Nextel Partners 
Dobson Communications 
Western Wireless 
Total 


oonriouwrFwoNnr — 


— 
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28.4% 
26.1% 
14.6% 
10.6% 
9.8% 
5.0% 
2.9% 
1.0% 
0.9% 
0.8% 
100.0% 


Source: Kenneth Leon and Nelson Wang," Industry Surveys, Telecommunications: Wireless,” Standard & Poor's, November 3, 2005. 


Europe 


Number of Service 
Subscribers Revenues 
Carrier (millions) (billions) 


Vodaphone 

T-Mobile 

Orange 

Telefonica Moviles 
Telecom Italia Mobile 
02 


Source: Nelson Wang, “Industry Surveys, Telecommunications: 
Wireless Europe,” Standard & Poor's, January 2006. 


Latin America 


Number of Subscribers 
Carrier (millions) 


America Movil SA de CV 
Telefonica Moviles SA 


Telcel 

Vivo 

Telecom Italia Mobile SpA 
TIM Brasil 


Source: Nelson Wang, “Industry Surveys, Telecommunications: 
Wireless Latin America,” Standard & Poor's, November 2005. 


Asia 
Number of Service 
Subscribers Revenues 
Carrier (millions) (billions) 


China Mobile 
China United 


NTT DoCoMo 

KDDI Corp 

SK Telecom 
Vodaphone KK 
Bharti Tele-Ventures 


Source: Nelson Wang, “Industry Surveys, Telecommunications: 
Wireless Asia,” Standard & Poor's, January 2006. 


strategies. Well known brands like ESPN and Disney 
launched MVNOs with premium content and com- 
munication services to extend their brands into new 
areas. Targeted niche players like Boost Mobile and 
Amp’d Mobile were competing for the under-30 de- 
mographic with low-cost services and trendy content. 
Additionally, cost leaders like EasyMobile and Tesco 
were targeting low budget users with basic voice and 
data offerings. In 2005, there were 13 million MVNO 
subscribers in Europe (out of 325 million total wire- 
less subscribers). 
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Carriers were benefiting from selling excess net- 
work capacity to MVNOs, and consumers were en- 
joying the incremental service offerings in the market. 
Naturally, the carriers were monitoring any potential 
cannibalization of their own business, fearful of a 
price war with the MVNOs. Nevertheless, prices had 
already begun to fall. 

Most carriers charged for voice and data services 
either by bundling for a flat rate or priced based on 
usage. In 2004, the average price per minute of mo- 
bile telephone usage fell 12 percent in the U.S., fol- 
lowing a drop of 13 percent between 2002 and 2003, 
continuing a downward trend. In the Scandinavian 
countries and the Netherlands, low-cost MVNOs had 
driven down the average price per minute for voice 
calls from $0.20 to $0.11 over a three-year period. 

As of early 2006, the financial health of carriers 
worldwide rested on their ability to move beyond the 
voice-only business. Metrics like customer acquisition, 
customer churn rate, average minutes of use (AMOU), 
and average revenue per user (ARPU) would continue 
to be important benchmarks for any carrier. Neverthe- 
less, one measure that would become increasingly im- 
portant would be revenues from data services (e.g., 
music and video downloads). Data services could be 
highly profitable for carriers, creating higher return 
than the typical carriers’ primary revenue generators: 
device sales, sale and resale of voice minutes, and ex- 
tended value-added services (e.g., warranties). In addi- 
tion, the mobile data services market was predicted to 
reach over $100 billion by 2007. 

At the end of June 2005, ARPU in Asia was 
$18.90, compared to $13.10 in Eastern Europe, 
$37.40 in Western Europe, and $49.60 in the U.S. and 
Canada. In 2005, data services revenues accounted 
for 20 percent of Japan’s wireless services revenues, 
17 percent of those of Europe, and 10 percent of 
those of the U.S. As of November 2005, worldwide 
data services leader DoCoMo had 18.6 million sub- 
scribers to its 3G services and was earning a $63 
ARPU, 25 percent of which came from data services. 
Data services provided carriers with not only a new 
potential revenue stream, but also a key vehicle for 
achieving differentiation in the increasingly crowded 
marketplace. 


Challenges for Carriers 


In early 2006, MVNOs and traditional carriers alike 
were directing resources towards the mobile content, 
data services opportunity. However, there was a great 
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deal of operational complexity in creating the new 
business opportunity, and carriers needed to over- 
come a number of hurdles to get into the data serv- 
ices market. Specifically, they needed to consider: 


@ Deployment models: How to choose and imple- 
ment a content delivery model to meet the mar- 
ket opportunity. 


e@ Technology: How to acquire high quality solutions 
and efficiently integrate them, particularly when no 
standards existed: 1) There was no single prevailing 
operating system for mobile devices; 2) Network 
standards ranged from first generation TDMA 
networks to 3G networks like WCDMA; 3) There 
was no standard for multimedia, audio, or video 
files, and 4) There was no standard system for 
billing and user management. 


e@ Device management/Device diversity: How to sup- 
port the thousands of different existing and next 
generation handset models, each characterized by 
a set of different attributes. 


@ Content delivery: How to manage a catalog of 
content. 


@ Marketing & merchandising. How to promote 
services and drive revenues with cross-selling and 
sales promotions. 


e@ Charging, billing, and settlement. How to integrate 
proprietary or 3rd party billing systems. 


Volantis Company History (1999-2005) 
Founders 


The four founders of Volantis—Jennifer Bursack, 
Martin Gaffney, Brett Nulf, and Mark Watson—met 
while they were working in the U.K. for Tivoli, a sub- 
sidiary of IBM. Each came from different backgrounds— 
Bursack, engineering and product management; 
Gaffney, sales; Nulf, consulting and business develop- 
ment; and Watson, development, sales, and management. 
(See Exhibit 6 for more information about the founders’ 
backgrounds.) But each shared a passion for start-ups. 
Tivoli had a very strong entrepreneurial culture and 
had launched a number of spin-outs and new ventures. 
Indeed, Tivoli itself was founded by two former IBM 
employees not far from IBM’s offices in Austin, TX. 
The company developed system management soft- 
ware for enterprises including performance analysis, 
software distribution, and workload monitoring for 
Unix- and Windows-based systems from multiple 
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EXHIBIT 6 
Background Information of Selected Executives 


Founders 


Jennifer Bursack: co-founder and Vice President, Product Management 

Prior to Volantis, Jennifer joined a pre-IPO Tivoli in the Bay Area (CA) as an early member of the Professional Services 
Group. She moved from the U.S. to become one of Tivoli’s first employees in Europe and was initially responsible for 
planning and implementing projects across various industry verticals. 


Jennifer moved on to join the European Product Management group responsible for Tivoli’s e-commerce products. 
Prior to Tivoli, Jennifer was a Lead Engineer in several Bay Area start-ups focusing on CAD (computer aided design) 
and publishing systems. Jennifer holds a Bachelor of Science in Computer Science from Syracuse University. 


Martin Gaffney: co-founder and Vice President, Strategic Sales 
Prior to Volantis, Martin was the second salesman in Europe to join Tivoli. He was responsible for securing GBP30M in 
business over 3.5 years across a variety of retail and financial enterprises. 


Previously, Martin was the longest serving worldwide Sales Executive with 100 percent record of quota achievement 
at Sequent Computer Systems Limited where he was also the second UK salesman. Prior to that, Martin spent 7 years 
at Comshare where he undertook a variety of technical and sales roles. 


Brett Nulf: co-founder and Vice President, Business Development 
Prior to founding Volantis, Brett managed a European Business Consultancy team at Tivoli Systems. His team was 
responsible for developing financial business cases and implementation planning for strategic customers. 


Previously, Brett was a Strategic Sales Consultant for the telecommunications industry leading substantial sales 
across the European Telecommunications sector. Before Tivoli, Brett was a Lead Engineer in EDS tasked with selling, 
qualifying, and executing client/server, middleware, and Internet consultancy projects for Global 1000 enterprises. 
Brett holds a Business degree from the University of Michigan School of Business Administration. 


Mark Watson: co-founder and CTO 

Mark Watson co-founded Volantis Systems and is responsible for developing and implementing the company’s product 
direction. Prior to Volantis, Mark spent 15 years at IBM in a variety of positions, including development, sales and 
management roles in IBM Research, IBM’s Development Laboratory at Hursley in the UK, IBM Global Network 
Services, IBM's AIX business and finally IBM's Tivoli subsidiary. Mark’s focus was on advanced networking and open 
systems, including a spell working on behalf of IBM as part of an open systems development consortium at the British 
government's National Physical Laboratory in Teddington, UK. 


Mark has been Volantis’ CTO since the company’s inception and in that role has led Volantis’ product development, 
definition and architecture. As a member of Volantis’ board, he has also been instrumental in fundraising and wider 
aspects of the company’s development. Mark holds an Honours degree in Politics from the University of Nottingham, 
England. 


Additional Management Team 


Matt Harris: President and Chief Executive Officer 

Prior to taking the CEO position at Volantis, Matt was President and CEO of Metrowerks Corporation, a 600+ person 
Austin-based provider of embedded software and related tools. Matt's prior experience includes roles as President, 
Metrowerks EMEA, President and CEO of Lineo, Inc., various other senior management positions, and five years as a 
systems engineer with EDS. Matt also practiced technology law for ten years, representing a variety of clients in 
matters ranging from securities litigation to licensing disputes and antitrust litigation. 

Matt holds a BA in Finance from the University of Washington and a JD, magna cum laude, from the University of Michigan. 
John Beale: VP Marketing 

John has spent nearly twenty years developing marketing programs to support business development, product 
marketing and corporate communications strategies. In the past ten years, he has focused on the wireless indus- 
try, initially as a consultant based in Asia, and for the past five years as head of marketing for QUALCOMM's 
semiconductor division. 


John has a BA in Economics from the University of Victoria, British Columbia. 
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Background Information of Selected Executives 


Gareth Anderson: VP Finance 

As Vice President Finance, Gareth has responsibility for all aspects of Finance, HR, Legal and Facilities. Prior to Volan- 
tis, Gareth served as VP International Business Planning at Gartner, where he implemented financial processes across 
EMEA and AP in coordination with American business units. Previously, Gareth spent several years at Sequentina 
number of financial roles, culminating in the management of Finance and Operations for EMEA. Prior to this, he held 
various Commercial and Finance roles in the brewing operations of Grand Met and Courage. 


Gareth holds a BA in Management Science from Trinity College Dublin. Member C.|.M.A. 


Chris Smith: VP Telco 

Chris is responsible for the Telco line of business at Volantis, including fixed line operators, mobile operators, MVNOs, 
MVNEs, ASPs and ISPs. He oversees Telco product strategy, partnerships strategy, market development, business de- 
velopment and the Telco PnL. 


Prior to joining Volantis, Chris served as Senior Vice President of Operations at iXL (UK) Ltd. where he was responsible 
for delivery of eBusiness consulting solutions to a number of Fortune 500 clients. Prior to iXL, Chris performed the role 
of Vice President and Chief Technology Officer of Indus International, an Enterprise Asset Management solutions com- 
pany headquartered in San Francisco, California. Prior to Indus, Chris was a Development Director at Oracle. 


Chris holds an Honours degree in Mathematics from the University of Bristol. 


Vivian Vendeirinho: VP Alliances & Business Development 

Vivian Vendeirinho joined Volantis Systems from Metrowerks Inc. (Austin, TX) where he was responsible for Global 
Software and DevTool Sales. During his four years with Metrowerks, revenue increased nearly three-fold. Prior to 
Metrowerks, Vivian led Freescale Semiconductor's European 8/16-bit Embedded Microcontroller marketing team. 


Vivian relocated from South Africa where he completed a Bachelor of Science Engineering degree at the University of 
Pretoria. 


John Koyle: Director of Information Services 

Before John joined Volantis, he served as the IT Director for RFP Depot where he was responsible for migrating their 
production systems from in-house to an off-site collocation. Before working at RFP Depot, John was the IS Manager at 
Lineo, Inc., where he set up and managed the company’s IT infrastructure worldwide. 


John has over ten years of experience in the IT systems industry, including Big Planet/Nuskin Enterprises, and 
Caldera, Inc. John holds a BS degree in Networking and Data Communications from Utah Valley State College, USA. 


Phillip Swan: VP Worldwide Sales and Services 

Phillip is responsible for Sales and Professional Services, overseeing the globally deployed sales force and the inter- 
national customer deployments. He joins us from Dexterra—a technology company working on Java and Windows to 
deliver existing IT applications to a distributed workforce—where he was COO. His responsibilities included global 
Sales, Marketing, Professional Services and Business Development. 


Before that he was Microsoft's VP of Device Solution Sales managing the OEM relationships for Windows Mobile, 
Windows Embedded and dedicated Server solutions. He has also held executive sales positions with Telogy Networks 
(now a Texas Instrument company) and Wind River Systems, starting his career as a software engineer. 


Phillip graduated with a BSc in Mathematics and Computer Sciences from the University of Glasgow in 1984. 


Source: Volantis. 


vendors. Tivoli went public in 1995 and was acquired to local businesses. InfoSpace, a U.S.-based company, 

by IBM a year later for $743 million.? had already been operating a similar business, but had 
While still working for Tivoli in late 1999, Bur- not yet entered the U.K. market. Watson said: 

sack, Gaffney, Nulf, and Watson began meeting to dis- Brett had done sales in the telecommunications 

cuss new venture concepts. They settled upon the idea sector and was the one who got us thinking 

of developing a yellow pages-like directory service for about mobile devices and technologies. During 

mobile phones for which they could sell placements one of our brainstorming sessions, he put his 


mobile phone in the middle of the table and said, 
“This is our future. This is what we should build 
this company around.” 

We all agreed with him and decided to move 
forward with the Infospace-like model, even if no 
one was particularly blown away by our copycat 
idea. Simply put, we believed in ourselves and 
thought we could make a go of it. In Europe, there 
is a pattern that if you ride a certain technology 
wave you can get away with being a few months or 
even a few years behind the Americans. Oftentimes 
you will see that when American-based start-ups 
become successful, they will buy into European- 
based start-ups for market entry. Consequently, 
even though a U.K. start-up may appear a little 
behind on an emerging trend, they may still have 
a shot at a decent exit opportunity, particularly in 
technology businesses. 


Fundraising 


In March 2000, the group resigned from Tivoli, drafted 
a business plan, and began pitching their ideas to in- 
vestors. The team also came up with a name, Volantis, 
which comes from the Latin root volant, meaning 
quick, nimble, or capable of flying. Watson said: 


The first group of investors we met with were 
angel investors. Even though we had an idea for a 
technology that to a certain extent we thought 
was going to be successful in the marketplace, we 
were mostly pitching ourselves and our desire to 
start a company. 


On the one hand, investors seemed eager to fund 
Volantis’ team. In fact, the group raised a small seed 
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Fundraising History 
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round from angels and friends and family to finance 
the company’s early days. (See Exhibit 7 for a fundrais- 
ing history of the company.) On the other hand, the 
founders and investors alike summarily rejected Volan- 
tis’ initial founding concept in short order. Watson said: 


I'm not quite sure why we killed the original idea. 
Perhaps, it was because the market was moving 
and because everybody hated it. The good news 
was that we had struck upon a new idea: we were 
going to create technologies to enable companies 
to build web sites for all sorts of devices—smart 
phones, kiosks, digital televisions, gaming con- 
soles, and, of course, mobile phones. 

The technology we had in mind would have to 
be flexible: we wanted to be able take any com- 
pany’s web presence and adapt it for any device. 
For example, we wanted to make nike.com acces- 
sible and user-friendly for mobile phone users. In 
total, we believed strongly in our value proposi- 
tion: our customers would be able to develop one 
website which could then be accessed from any 
device anywhere. 


Investors were more enthusiastic about Volantis’ 
enterprise software idea because, for one, the founders 
had all come from an enterprise software company, 
Tivoli. In September 2000, Volantis closed a $3.2 mil- 
lion series A round of financing led by Kennet Venture 
Partners, a venture capital firm based in London. 
Shortly thereafter, the team began developing its prod- 
uct and even assembled a small salesforce. Watson said: 

In 2000, we hired four salespeople, and we put 


them all out in the field. All of them were experi- 
enced enterprise sales veterans from Sequent 


Round of Financing 


Series A B C 1) 
Sep - 2000 


Date of Closing May - 2001 Jul -2002 Jul - 2005 


Lead Kennet Softbank Accel 
Other Kennet 

Funds Raised $306,000 $3,213,000 $9,493,933 
Pre-Money Valuation $6,747,297 $22,743,242 
Post-Money Valuation $9,960,297 $32,237,175 


Accel, Kennet 
Kennet 

$11,107,326 
$28,000,183 
$39,107,509 


$7,527,834 
$35,000,000 
$42,527,834 


$31,648,092 


Note: All rounds of financing except Series D are converted from United Kingdom pounds (£1.00:$1.53). 


Source: Volantis. 
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Computer Systems. I would argue that it was a 
relatively large sales team for what we had—which 
was not a lot—given that we didn’t have a product 
yet. Nevertheless, we directed them to pitch 
prospective clients; and in return, we got a lot of 
customer feedback, if very little in sales volume. 


In May 2001, Volantis raised an additional $9.5 mil- 
lion in venture capital, led by Softbank UK Ventures and 
including a follow-on investment from Kennet. Even 
though the organization had grown to over 50 employ- 
ees, including a 10-person sales team, the company had 
yet to generate substantial revenues. Watson said: 


We had salespeople running off in a number of 
directions trying to find a market for our prod- 
ucts. One of our first customers, Boots, was an 
online pharmacist that wanted to integrate a web- 
site into a television network it had recently ac- 
quired. Another early customer was iMPOWER, 
with whom we were working to make govern- 
ment services accessible through a wide variety of 
devices such as digital television, mobile phones, 
PCs, and kiosks at government offices. We had 
also engineered a prototype for Ford Motor Com- 
pany and a satellite company. You might say we 
had cobbled together a small and fairly disparate 
customer base with a scattered collection of im- 
plementations. Nevertheless, revenues were weak 
and we were losing money. 


By July 2001, the company employed over 80 peo- 
ple, including a sales office based in the U.S. Then, 
after the collapse of the Internet bubble and the 
tragic events of September 11th, the overall market 
for technology start-ups appeared bleak. As a result, 
Volantis was forced to re-evaluate its sales outreach 
and, in the end, decided to scale back the size of its 
organization in two rounds of layoffs. By October 
2001, the company employed 49 people and had 
closed down its U.S.-based sales office. 

However, during the first half of 2002, Volantis 
began to recover from the market slowdown and 
found some success closing sales leads again. Only 
this time around, revenues appeared to be flowing in 
from a single industry, telecommunications. Volantis 
landed two large accounts, Telefonica (a global mo- 
bile operator) and 3 (formerly known as Hutchinson 
3G, 3 was the U.K’s leading 3G carrier). In March 
2002, Volantis was chosen as the delivery platform for 
Telefonica’s mobile portal, which was being developed 
to include the mobile operator’s messaging and mo- 
bile internet services (e.g., magazine, alerts, email, 
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chat, commerce, downloads, games, and third-party 
applications and content). In May 2002, 3 enlisted 
Volantis to enable the delivery of data—including dig- 
ital content from 3’s information and entertainment 
content partners—to its mobile phone service sub- 
scribers in a deal worth $3 million to Volantis. 

Volantis’ success closing deals with mobile carri- 
ers represented a somewhat unexpected shift in focus 
for the company from a multi-device service to a sin- 
gle device service. Watson said: 


We were still pitching Volantis as middleware. 
However, we were no longer saying that we were 
middleware for enterprises to project their 
Internet presence to a variety of devices. We were 
saying that we were middleware as an enabler for 
mobile phone carriers. In particular, we were 
riding the momentum of 3G, which everyone 
thought was going to be wildly successful. In- 
deed, not long after the 3 and Telefonica transac- 
tions, we became pretty narrowly focused on 
landing more and more carrier accounts. 


Additional Financing 


In July 2002, Volantis raised an additional $11.1 million 
of venture capital in a series C financing led by Accel 
Partners Europe. The $28.0 million pre-money valu- 
ation Volantis received reflected the enthusiasm and 
excitement in the venture community around the an- 
ticipated platform shift in the mobile landscape from 
a voice-only industry to one where high speed data 
transmissions were possible. As with any major 
structural change in an industry, the mobile indus- 
try’s shift to 3G was thought to create opportunities 
for all types of innovators, including Volantis, which 
seemed poised to be a technology leader for the next 
generation of mobile companies. 

By 2003, however, it was clear that Volantis’ 
founders and investors had mis-timed the market, 
and revenues for the year-ended 2003 fell below those 
generated in 2002. (See Exhibit 8 for company income 
statement.) But they were not alone. Some 200 ven- 
ture funded companies that were launched to address 
market opportunities related to 3G had gone out of 
business, and Volantis was one of only a handful that 
endured. In 2004, business picked up again, and in 
2005, revenues reached $14.4 million. 


Matt Harris 


In April 2005, Matt Harris was named CEO of 
Volantis. His experience included leadership roles in 


EXHIBIT 8 
Volantis Income Statement, 2001-2005 


14,397,768 
(5,791,202) 
8,606,566 
(13,635,903) 


Revenues 

Cost of sales 

Gross profit 

Selling & administrative 
expenses 

Operating loss (5,029,337) 

Other interest receivable 57,904 
and similar income 

Interest payable and (6,010) 
similar charges 


Loss on ordinary activities 
before taxation 


(4,977,443) 


Taxation 547,089 


Loss on ordinary activities (4,430,354) 


after taxation 


Preferred share (1,322,675) 


appropriation 


(5,753,029) 


Exchange Rate 1.80 
(converted from 
U.K. pounds) 


Retained loss for the year 


All figures in U.S. $ converted from U.K. pounds. 


business and law. (See Exhibit 6 for his executive bi- 
ography.) He had been President and CEO of two 
software companies and also had been a practicing 
attorney and founding partner of the Summit Law 
Group. 

In July 2005, Volantis raised an additional $7.5 
million, for a total of $31.6 million venture capital 
raised. Early or not, Volantis had its financing in place 
and was ready for mass adoption of mobile data serv- 
ices. Watson said: 


We learned that the infrastructure we had built 
initially for websites to be accessed by all types of 
devices was actually very useful for the mobile 
device environment where standards were scarce. 
Our business—which we call “intelligent content 
adaptation”—thrives in mobile because of its de- 
vice diversity, network diversity, and general lack 
of standards. 

Our platform turned out to be flexible and 
very capable. We have five generations of phones 


6,891,337 
(3,264,136) 
3,627,201 
(8,880,793) 


(5,253,592) 
76,229 297,089 


(5,182,122) 


464,635 
(4,717,488) 


(1,220,340) 


(5,937,828) 
1.80 1.80 1.53 
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2,924,500 
(1,710,806) 
1,213,693 
(8,817,900) 


6,225,856 
(1,700,639) 
4,525,217 
(7,633,190) 


411,440 
(952,587) 
(541,147) 

(7,917,039) 


(8,458,186) 
264,690 


(3,107,973) 
189,044 


(7,604,207) 


(4,759) (2,682) (1,308) (378) 


(7,309,800) (2,920,238) (8,193,874) 


1,085,130 


(6,224,670) (2,920,238) (8,193,874) 


(1,125,922) (450,380) 


(7,350,592) (3,370,618) 


in our database today. Apart from getting a sense 
of vindication, we actually were able to adapt to 
the market as it moved because it was catching 
up with us rather than vice versa. 


Volantis Company Overview (2006) 
Products 


In 2006, Volantis’ products consisted of two principal 
components: its mobile content framework and its 
suite of mobile content applications. (See Exhibit 9 
for a diagram of Volantis’ products.) The mobile 
content framework provided the back-end (i.e., in- 
frastructure) technology that drove the front-end 
(i.e., customer-facing) applications, which included 
(among others): 


@ Volantis Mobile Content Storefront™: an appli- 
cation that enabled wireless carriers and content 
providers to have a mobile storefront or commerce 
engine. 
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Diagram of Volantis’ Products 
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Volantis Suite of Mobile Content Applications™ 


[> os 


Volantis Volantis Volantis Mobile Volantis Mobile Volantis Mobile 
Mobile Content Mobile Content Content Content Content 
HomeDeck™ Transcoder™ Storefront™ Broker™ Player™ 


e Menu and navigation 


¢ Real-time PC web 


¢ Content management, 


¢ Content acquisition 


¢ Client-resident app 


management to mobile WAP merchandising and service * Offline browsing 
° Intelligent conversion and delivery management for 7 ; 
¢ Zero programmin 
° Personalized ¢ Intelligent analysis, ¢ Carriers and CPs 1000s of sources : prog g 
i uiictele has ¢ Multi-channel: D2C * 3rd party content ate bran aod 
¢ Business rules formatting ' management customization 


on-portal and PC 


a 


Volantis Mobile Content Framework™ 


ee a Se a es 


Volantis Volantis Volantis Media 
Multi-Channel Device Optimization 
Server™ Database™ Services™ 
¢ Device detection ¢ >2,100 devices e Asset 
° Optimized with >450 resolution, 
rendering and attributes image 
asset delivery ° 100s added een and 
ranscodin 
* Mobile and PC per month 9 


¢ Live update 
service 


e@ Volantis Mobile Content Transcoder™: an appli- 
cation that converted PC websites in real-time into 
mobile format. 


e@ Volantis Mobile Content Player™: an on-device 
application that provided playback of downloaded 
content. 


Customers 


In 2006, Volantis reached over 100 million con- 
sumers on over 2,100 different mobile devices, serv- 
ing primarily two types of customers: wireless carri- 
ers and content providers. In 2005, its roster of 21 
wireless carrier customers—which included major 
players like Vodaphone and T-Mobile—had accounted 


Volantis 
XDIME™ Message Development 
Preparation Tools 
Server™ 
° Device- ¢ Server- ¢ Graphical 
independent originated ° Policy-based 
mark-up device-aware Ecli ae 
¢ Eclipse-base 
* Standards- WESSELS an SnITeE 
based (W3C framework 
protocols) 


for over 90 percent of its revenues. (See Exhibit 10 for 
a list of carrier customers.) Volantis’ collection of 
over a dozen content provider customers—which in- 
cluded Yahoo!, ebay.co.uk, lastminute.com, and 
Reuters—accounted for most of the remainder of the 
company’s sales. 


Organization Overview 


In March 2006, Volantis employed over 130 people in 
five offices around the world. The company’s corporate 
headquarters and U.S. regional sales office were in 
Seattle, WA; its European regional sales office and en- 
gineering staff were located in London; it also ran a 
development office in Krakow, Poland, and Asia Pa- 
cific regional sales offices in India and Hong Kong. 
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Volantis Wireless Carrier Customer List (as of March 2006) 


Operator 


% of Company Revenues 


Customer #1 24.7% 
Customer #2 21.6% 
Customer #3 8.2% 
Customer #4 8.0% 
Customer #5 5.9% 
Customer #6 5.5% 
Customer #7 5.0% 
Customer #8 3.8% 
Customer #9 3.4% 
Customer #10 3.3% 
Customer #11 3.2% 
Customer #12 2.9% 
Customer #13 1.9% 
Customer #14 1.2% 
Customer #15 0.7% 
Customer #16 0.7% 
Customer #17 0.1% 
Customer #18 0.0% 
Customer #19 0.0% 
Customer #20 0.0% 
Customer #21 0.0% 
Total 100.0% 


Volantis was organized in a matrix structure. (See 
Exhibit 11 for an organization chart.) Three of the 
four founders (Bursack, Gaffney, and Nulf) had set- 
tled into senior operating positions, and Watson had 
become CTO and a board member. Additionally, the 
company had hired (or was hiring) a number of other 
senior executives to cover each of the key functional 
areas (marketing, finance, alliances, and worldwide 
sales) and business units (telecommunications, con- 
tent providers (open), and new markets (open)). In 
total, there were nine members on the company’s in- 
ternal executive board. 


Technology Development 

Watson managed the product development, product 
management, engineering, research and development, 
and managed services functions for Volantis, supporting 


Revenue/Subscriber 


all of the business units (carriers, content providers, 
and new markets). With 82 employees, the technology 
organization was by far the largest in the company. 
With the exception of the group of engineers based in 
Poland (a cost-saving measure), most technology em- 
ployees were based in London. Watson said: 


We have a layered architecture, whereby each 
layer has its own set of characteristics and is de- 
veloped separately. Therefore, our development 
teams are organized by layer, one group per layer, 
where each one knows the principles along which 
that layer must work. By working in accordance 
with those principles, our developers know that 
their layer will work with the other layers in a 
well organized way. 

Our philosophy of development builds a lot of 
automation into the system, where one dial controls 


“padly aq 0} jauuOsuad apnjau! sjejo} yyeys ‘saseo aWOS U| -azO/y 


(900Z Yve|\| JO se) YeYD UO!ezIUeBIO 
TT LIGIHX4 


SECTION A Business Level Cases: Domestic and Global 


i=) 
| 
— 
1S) 


a bunch of other dials that controls a bunch of 
other dials. In other words, fine-tuning on one 
dial can cause a lot of different things to happen. 
Consequently, we have an extremely powerful sys- 
tem in which one person can build a site that will 
automatically adapt to the thousands of mobile 
devices and still adhere to site’s design intention. 


The database stored over 500 attributes on over 2,500 
devices, and more were added each week. Bursack said: 


We're adding at least 30 devices a week. We do 
that via a combination of testing the physical de- 
vices if we have them and then researching on the 
Internet for additional information. If we don’t 
have the physical device, we try to find a device 
that we’ve already tested and make a best guess 
decision on which attributes apply. We’ve got 
three people working full-time to add new de- 
vices to our database, and we're looking to extend 
that by at least two more people as soon as we 
can find them. As we extend our business into 
more service offerings and as we extend into 
more regions, we end up having to play catch-up 
to keep pace with the new device launches. 

We collect over 500 attributes per device and 
that number will grow because we are increas- 
ingly getting our information from our cus- 
tomers. As a result, it’s actually a lot easier for us 
to add data than it used to be. All in all, P’'d say 
we're fairly efficient doing our device research. 


Carriers Business Unit 


Chris Smith was VP/GM of carriers business unit, and 
he had no direct reports. He set the strategic direction 
for the business and was supported by each of the key 
functions (e.g., sales, marketing, and technology). 
Smith maintained an especially close relationship with 
the sales organization because it was responsible for 
sourcing and closing deals with the carriers. 

In early 2006, Volantis’ sales organization was 
run by Phillip Swan, VP of global sales, and included 
39 additional personnel (when fully staffed). The 
company’s U.S. and Latin America regional sales of- 
fice based in Seattle, WA included five sales person- 
nel and five technical support staff when fully 
staffed; its European regional sales office based in 
London included five sales personnel and six techni- 
cal support staff when fully staffed; its Asia Pacific 
regional sales office in India included one sales ac- 
count executive, and its Hong Kong office included 


C171 
SE 


CASE 11 Volantis 


one sales account executive and two technical sup- 
port staff. 

Volantis employed a traditional software sales 
model with most of its carrier customers like Hunt- 
ington 3G: it sold licenses for the Volantis software, 
plus professional services for integration, plus sup- 
port. In 2005, revenues were distributed as follows: 
60 percent for software license fees, 25 percent for 
professional services, and 15 percent for support. 
Swan said: 


Our ability to grow as a business relies on a cou- 
ple of key factors. First, we must have every sales 
person, every region operating efficiently, which 
is a function of hiring the right people. Second, 
we must ensure that we have a core discipline, 
not processes for the sake of bureaucracy. We 
need discipline in how we forecast our business 
and in how we qualify opportunities. But make 
no mistake, this is all about execution. The mode 
We're in right now is execute, execute, execute, 
and if we don’t execute, we will fail, and some- 
body else will come and take the place. 


Indeed, the carrier business was the revenue engine 
for the company, and Volantis needed to rapidly ac- 
celerate its top-line growth to achieve profitability. 
The biggest opportunity, and the biggest challenge, 
facing both Smith and Swan was the Asia Pacific mar- 
ket, in China, Korea, India, and Japan more specifi- 
cally. Even though Volantis had two small sales offices 
in Asia Pacific, it had yet to secure a meaningful rev- 
enue stream out of the region. 

There were several challenges Volantis would have 
to overcome to penetrate the Asia Pacific market. 
First, sales cycles with the carriers were always long, 
and even more so in Asia where Volantis would be a 
newcomer. Swan said: 


The trouble with middleware is that it is middle- 
ware. Your sales process and time to revenue is 
elongated by the fact that, by the time that your 
customers deploy your product, youre part of a 
larger system or implementation. For the most 
part, your opportunity to generate revenue is 
rarely in the near term. Sales cycles with telcos 
can be as short as like six to nine months or as 
long as 36 months. There’s no such thing as 
turning a telco in 30 or 60 days to make a deci- 
sion. These are large bureaucracies that are very 
cognizant of their brand, and with middleware, 
especially, they want to be able to control their 
brand. 
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Second, insofar as Volantis had been ahead of the mar- 
ket elsewhere, it was a laggard in Asia and had formida- 
ble competition. In addition, the infrastructure it had 
built out in Europe (including relationships with sys- 
tems integrators and consultants) would take time to 
establish in Asia. Third, the size of the carrier customer 
had not historically correlated with the size of the rev- 
enue return to Volantis. (See Exhibit 10 for revenue per 
subscriber statistics.) Finally, entering the market 
required some additional fixed and variable invest- 
ments beyond that of simply adding sales personnel 
on the ground. The Volantis solution would have to be 
modified to accommodate local requirements. Never- 
theless, it was an enticing opportunity, and Smith and 
Swan would have to develop a market entry strategy. 


Content Provider Business Unit 


In early 2006, content providers of all kinds—media 
and entertainment companies, government and finan- 
cial services companies, and online businesses—were 
developing strategies for adapting their content for 
mobile platforms. Companies were looking for solu- 
tions to ensure that their mobile experience ap- 
proached the quality of their PC-based offering. In 
fact, Volantis had a deep backlog of leads from compa- 
nies that had inquired about its services. Harris said: 


We heard from a number of content providers 
that they needed to get into the mobile space be- 
cause they had learned from the Internet boom 
that everyone else was going do it eventually. 
Most of them told us that they didn’t want to be 
left behind because with close to two billion peo- 
ple on mobile phones, everyone knows there will 
be opportunities in wireless. 


For such customers, Volantis provided a suite of tools 
that enabled existing content sources such as web- 
sites, content management systems, and internal 
XML formats to be repurposed and optimized for 
delivery to mobile handsets. One such tool, the 
Volantis Mobile Content Transcoder, converted PC 
webpages into mobile format, with presentation op- 
timized for each device. The tool was used to convert 
over 85 percent of Yahoo’s 3,000 most commonly 
searched websites. In addition, Volantis’ service had 
converted cnn.com and discoverychannel.com for 
easy access by mobile devices. 

On the one hand, these accounts brought credi- 
bility and marketing value to Volantis. On the other 
hand, the larger the brand, the more competition 
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there was for the business and the higher the cost of 
customer acquisition. Further, these accounts were 
not generating a ton of revenue because, for one, 
Volantis was struggling to craft a compelling business 
model for that segment. Harris said: 


Clearly, there is value to a start-up in doing busi- 
ness with some of the most well-known brands in 
the world that goes beyond the revenues they gen- 
erate. Sure it’s been a low margin business for us 
and there’s lots of competition. But eBay, Disney, 
and Discovery Channel are accounts that have an 
emotional attachment to them. If this were a 
pure economic discussion, it would be a lot easier 
to figure out. 


Volantis employed a three-part sales model with 
most of its content provider clients. Harris said: 


Trying to find the right business model in a con- 
cept market has probably been more painful than 
trying to find the right technology solution. Our 
fees to our content provider customers consist of 
three parts: 1) a managed service fee, 2) a soft- 
ware rental fee, and 3) a revenue share. Our 
model is still evolving, but at scale, it can be very 
profitable for us. 


Meanwhile, Volantis had uncovered a new potential 
business opportunity. 


Self-Provisioned Internet Service 


As early as 2003, when content providers had begun 
to come out of the recession and were investigating 
the mobile opportunity, Volantis executives were dis- 
cussing the idea of a self-provisioned Internet serv- 
ice. The central premise was that the company’s tech- 
nology for adapting websites to mobile could be 
directed at the billions of websites that needed a mo- 
bile presence through a self-serve model. Small busi- 
nesses, content owners, and web developers could 
come to Volantis’ website and download its applica- 
tion to adapt their offering for mobile. Watson said: 


We have a product that we sold to Yahoo! which 
is a “transcoding” product, and it basically goes to 
PC sites and converts them through our render- 
ing system to work on phones, taking full advan- 
tage of our underlying technology engines. We 
think we have the basis of a tool that would allow 
any mom and pop Internet site, any blogger, any 
type of content owner, and—with our storefront 
tool—any e-commerce site, to get up and running 
as a mobile site within 15 minutes. 


The business model for such a product is a lit- 
tle less clear. There is a general view that if you 
can kick-start the mobile Internet with sufficient 
content then it will become compelling, and it 
will start to generate its own monetization mod- 
els in the same way that the Internet has. Accord- 
ingly, the default business models we’re looking 
at are: free entry for any company to create a site 
and then an Internet Service Provider-type busi- 
ness model for additional features. For example, 
we might charge for additional bandwidth. 


Naturally, Volantis: management was attracted to the 
scale of the opportunity. However, without a clear 
business model, Harris was concerned that Volantis 
would repeat its past mistakes and get trapped selling 
the wrong package of services. On the one hand, 
Volantis’ investors had proven that they were patient: 
Kennet, for example, had invested in the series A, B, C, 
and D rounds. On the other hand, the company was 
burning cash at a rate of over $400,000 every month. 
Harris said: 


There is no question that the self-provisioned In- 
ternet service is a huge opportunity. I just don’t 
know how we can support both the new business 
and our traditional software licensing model in 
the same company, or even if we should do it at 
all? Perhaps, we should sell the opportunity to 
another company? If we do build it in-house, 
however, I am not sure how we should organize 
the company because the traditional side of the 
business—in development and in sales—won’t 
adapt to the self-provisioned Internet model. 


Watson added: 


Once again, we have found ourselves at the imma- 
ture end of an immature market. To a certain ex- 
tent, we would like to be able to build a detailed 
go-to-market strategy, set a budget, hire the appro- 
priate resources, and get off to the races. On the 
other hand, it has been my experience that you 
can’t over-plan these things. You have to basically 
address it with a degree of Internet instinct. The 
main thing you have to plan, I think, is agility. 


Allocating Resources 


The widespread adoption of mobile data services 
would certainly be a catalyst for Volantis’ business, and 
there was no shortage of opportunities for the com- 
pany to explore. The challenge for Harris was to select 
which markets to pursue and how to appropriately 
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allocate and organize his resources. In a perfect world, 
he would love to invest in each of Volantis’ compelling 
business opportunities. However, the board was eager 
to see Harris make inroads towards profitability in 
2006. Consequently, he had a number of key deci- 
sions to make. 

First, he needed to decide whether or not to fill 
two senior management positions. His 2006 organiza- 
tion plan had openings for VPs to run his new mar- 
kets and content provider business units. The new 
markets VP would be enlisted to assess the market po- 
tential of: 1) selling to enterprises (ie., would, say, 
McKinsey be interested in adapting its internal web 
content for its consultants to access from a mobile 
device?); 2) adapting video content for mobile, and 
3) selling to new geographies. The content provider 
VP would be enlisted to: 1) refine the company’s busi- 
ness model to ensure Volantis could extract enough 
financial value out of its roster of big brand name ac- 
counts; 2) determine how to proceed with its backlog 
of leads, and 3) craft a target list of strategic leads to 
Swan. 

Second, he needed to decide whether or not to 
enter the Asia Pacific market. If so, he needed to de- 
termine how he and Swan should work to reallocate 
resources to capitalize on the opportunity. Finally, he 
needed to give Watson a go or no-go decision on the 
self-provisioned Internet business. If his decision was 
“go,” then Watson would need to develop a new or- 
ganization plan for his technology division and a new 
product roadmap to support the new service offering. 
All in all, for Volantis and its intelligent content 
adaptation service, widespread adoption of mobile 
data services could not happen fast enough. 
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Infosys Consulting in 2006: 
Leading the Next Generation 


of Business and Information 


Technology Consulting 


This case was prepared by Aneesha Capur under the supervision of 
Professor Robert A. Burgelman, Stanford Graduate School of Business. 


There is no doubt in my mind that five years from now, the Infosys Consulting 
model will be the standard way of doing things where technology develop- 
ment is done off-site. We are one of the fastest growing IT consulting firms in 
the world. Our major bottlenecks right now are convincing clients to break 
with old habits and take a chance on a new, better model and recruiting the 
right people—top tier talent who understand our innovative approach and fit 


into our unique culture. 


—Steve Pratt, CEO, Infosys Consulting 


n January 2006, the five managing partners of In- 

fosys Consulting (ICI), also known to the leader- 
ship of ICI’s parent company Infosys Technologies as 
“the dream team,” congregated at the St. Regis resort 
in Orange County, California for their first team 
meeting of the year. CEO and managing director 
Steve Pratt, COO and managing director Paul Cole, 
managing director Romil Bahl, managing director 
and founder Raj Joshi, and managing director Ming 
Tsai (see Exhibit 1 for management bios) were all 
proud of how much the company had achieved since 
its inception in April 2004 as a wholly owned U.S. 
subsidiary of Infosys Technologies. The firm had 
more than 100 consulting engagements and had 
grown from its inception in April 2004 to over 200 
employees in January 2006, achieving its two year re- 
cruiting target. It was also on plan for both its own 
revenue target and its target contribution to Infosys 
Technologies’ revenue through the third quarter of 
its second year of existence. Moreover, ICI’s manag- 
ing partners were confident that the subsidiary had 
contributed to Infosys Technologies’ ranking in 
Wired magazine’s Top Ten Company list in May 2005 


Copyright © 2006 by the Board of Trustees of the Leland Stanford 
Junior University. All rights reserved. Aneesha Capur prepared this 
case under the supervision of Professor Robert A. Burgelman as the 
basis for class discussion rather than to illustrate either effective or 
ineffective handling of an administrative situation. 
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and high ratings from analysts in 2004 and 2005 (see 
Exhibit 2). 

However, the five managing partners saw several 
challenges ahead for ICI. Driven by Infosys Technolo- 
gies COO Kris Gopalakrishnan’s edict to “compete 
with the best,” the team aspired to be ranked alongside 
IBM and Accenture, leaders in the business and infor- 
mation technology consulting industry (see Exhibit 3 
for company rankings). They also faced internal chal- 
lenges of leveraging Infosys Technologies, interfacing 
productively with the parent company and managing 
growth as they built the organization. In addition, 
each managing partner was committed to “changing 
the rules of the game within the consulting industry” 
in the founding partner Raj Joshi’s words. By applying 
Infosys Technologies’ approach to global delivery, the 
leadership team at ICI believed the firm had created a 
unique model in business and information technology 
consulting that shortened the lifecycle from business 
consulting to technology implementation, reduced the 
costs of a typical client engagement and delivered 
measurable benefits to clients. 


Flashback to April 2004: The Inception 

of Infosys Consulting 

The evolution of global Information Technology 
(IT) service companies in India began in the 1990s 
with the procurement of application development 
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EXHIBIT 1 


Executive Bios of IC] Managing Partners 


Steve Pratt, Chief Executive Officer and Managing Director 


With over 20 years of experience in business consulting, Pratt had an established track record of growing innovative 
consulting practices that excelled at client service. Prior to joining Infosys Consulting, Pratt was a partner with 
Deloitte Consulting and co-founder of the Deloitte CRM practice. 

As a founder, CEO and managing director of Infosys Consulting, Pratt fundamentally transformed the consulting 
industry. He created a new brand of consulting firm—one that takes innovative approaches to delivering more 
competitive operations, with less risk, at an overall lower cost for its clients. 

Pratt was nominated as one of the Top 25 Consultants in the World in 2003 and 2005 in Consulting Magazine and 
has helped several Fortune 500 companies. 

His primary areas of expertise included helping clients improve the value of their relationships with customers, 
and helping them become more competitive. In a survey of Siebel systems customers, clients consistently rated Pratt 
as #1 in Customer Satisfaction. 

As co-founder (with Bo Manning, now CEO of Pivotal Software) of the Deloitte CRM practice, from 1995 to 2002, 
Pratt grew the practice to over 3,000 people and over $750M in revenue. 

Pratt was frequently published on the topics of Customer Strategy, CRM and Web-based Sales and Service. He 
received Bachelors and Masters Degrees in Electrical Engineering. 


Paul Cole, Chief Operating Officer and Managing Director 
As a founder and managing director of Infosys Consulting, Cole was responsible for all sales and operations. With over 
25 years of experience in consulting and Information Technology, Cole provided IT consulting services to some of the 
world’s largest companies. 

Cole had extensive experience in customer relationship management and was the global leader for the DRM serv- 
ice line at Cap Gemini Ernst & Young. He was responsible for a $1B CRM practice at Cap Gemini and is a noted industry 
expert in the field. He also managed the mobilization and implementation of a three year company-wide transformation 


effort, which accomplished significant operating performance improvements. He was also a vice president with 
Mercer Management Consulting. 

Throughout his career in IT consulting, Cole served global Fortune 500 clients across several industries. He has 
managed major consulting engagements for clients such as Lloyds TSB, Hewlett-Packard, Scottish Enterprises, SBC 
Communications, Walt Disney World, IBM, Texas Instruments, and GTE. 

Cole received a Bachelor of Science in Marketing-Management from Bentley College 


Romil Bahl, Managing Director 

With more than 15 years experience helping clients with business/e-business strategies, strategic technology 
direction and large-scale technology-enabled transformations, Bahl led the Industry Practices and Service Offering 
portfolio for the firm. Specifically, Bahl led the firm’s Business/IT Strategy areas including Business Alignment, Next 
Generation IT and Portfolio Assessment using the firm's Competitive Advantage framework. 

Bahl spent over eight years at A.T.Kearney/EDS, with his last role as the leader of EDS’ 6,000 person Consulting 
Services unit. He specialized in strategic planning, new business incubation and launch. 

In addition to his EDS Consulting Services experience, Bahl’s previous roles included leader of A.T. Kearney’s 
European Strategic Technology and Transformation Practice, based in London. Prior to that he worked with Deloitte 
Consulting and led the Southwest region's Strategic Information Systems Planning team. 

Bahl received an MBA with a specialization in Information Systems Management from the University of Texas at 
Austin and a Bachelor of Engineering from DMET, India. 


Raj Joshi, Managing Director 

As a founder and managing director of Infosys Consulting, Joshi had responsibility for developing and building the 
Enterprise Solutions and IT Strategy practices of the company. He was also architect of the firm’s Value Realization 
Model—a new approach that guides technology-enabled business transformation engagements while delivering 
measurable business value. 


(continued) 
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Joshi had extensive experience in Information Technology consulting services and has delivered client engage- 
ments that have spanned the entire systems development life cycle. Joshi managed projects in IT strategy, business 
transformation, ERP implementations, custom applications development, ADM outsourcing and offshore development 


and maintenance. 


Joshi also delivered projects that included aspects of business strategy, business process reengineering, change 
management and organizational design along-with IT elements. 

Prior to joining Infosys Consulting, Joshi was a partner with the U.S. practice of Deloitte Consulting where he held 
a number of leadership positions. He founded Deloitte Offshore in India and was the CEO of this entity for more than 
three years. He played a key role in structuring and managing client relationships that leveraged the offshore delivery 
model. Some of his other roles included managing global alliances and leading the IT practice for one of Deloitte's 


geographical regions. 


Throughout his career in IT consulting, Joshi served global Fortune 500 clients across several industries. He man- 
aged major consulting engagements for clients such as AT&T, Agilent, Alcatel, BP, DHL, Fujitsu, General Motors, 
Hewlett-Packard, Honeywell, NEC, Nokia, Sun, Texas Instruments and Toshiba. 

Joshi received an MBA from the University of Texas at Arlington and also received Masters and Bachelors de- 


grees in Chemical Engineering. 


Ming Tsai, Managing Director 


With more than 21 years of management consulting experience, Tsai had overall responsibility for a number of industry 
groups at Infosys, including Retail and Consumer Products, High Technology and Discrete Manufacturing and Aero- 
space and Automotive. He also had overall responsibility for the professional development of employees. 

Tsai focused on business strategy development, business transformation and process re-engineering, customer 
relationship and loyalty management, and e-commerce. His clients included Wal-Mart, Target, CVS, Royal Ahold, 
Walgreens, Sears, Boots, Metro, PepsiCo, Kraft Foods, Miller Brewing, Coca-Cola, P&G, American Express, AT&T, 


McGraw-Hill, Microsoft and Xerox. 


Prior to Infosys, Tsai was with IBM Business Consulting Services where he held several leadership positions, 
including the Global Leader of the Retail Industry, where he had overall responsibility for driving IBM's retail business. 
Prior to that role, Tsai was the strategy consulting leader for the Distribution Sector (CPG, Retail and Travel & Trans- 
portation), where he had cross-industry responsibility for IBM's strategy consulting practice. Tsai joined IBM when it 
acquired Mainspring, an e-business strategy consulting firm in June of 2001. 

Prior to joining Mainspring, Tsai was a partner at Ernst & Young where he was a co-leader of the eCommerce 
Strategy practice in North America. Earlier, Tsai was a senior manager with The Boston Consulting Group and a senior 
consultant with Arthur Andersen & Co.'s Management Information Consulting Division (which later became Accenture). 

Tsai received an MBA with honors from Columbia Business School where he was elected to the Beta Gamma 
Sigma National Honor Society and awarded the Benjamin E. Hermann prize for Marketing Excellence. He also 
received a Bachelor of Science in Mechanical Engineering from Yale University. 


Source: Infosys Consulting. 


and maintenance services by American companies. 
Business Process Outsourcing (BPO) work in India 
was largely conducted by captive units, for example, 
companies like General Electric would perform BPO 
through subsidiaries in India rather than work with 
third party companies like Infosys Technologies. 
From 1993 through 1999, as U.S. firms gained confi- 
dence in working with Indian companies and 
wanted to leverage the benefits of offshoring services 
by taking advantage of high quality services at lower 


price points, Indian companies like Infosys Tech- 
nologies started expanding their footprint by adding 
service lines. 

One of Infosys Technologies’ main objectives was 
to increase revenue through repeat business with the 
company’s client base. To that end, Infosys Technologies 
offered clients new opportunities to work with the 
company. Infosys Technologies expanded its service 
offering to include package implementation (e.g., 
SAP’s enterprise resource planning software), R&D, 


CASE 12 Infosys Consulting in 2006: Leading the Next Generation of Business and Information Technology Consulting [i W// 
——————— 


EXHIBIT 2 


Company Ranking and Analyst Commentary 


The Wired 40— 


“They're masters of technology and innovation. They’re global thinkers driven by strategic vision. 
They’re nimbler than Martha Stewart's PR team. They’re The Wired 40.” 


Wired magazine, May 2005 


. Electronic Arts 
. Genentech 
. Toyota 


1. Apple Computer 

2. Google 

3. Samsung Electronics 
4. Amazon.com 

5. Yahoo! 10. eBay 


“Infosys Leads the Pack” 
Forrester Research, December 2005 


. Infosys Technologies 


@ Infosys is most able to compete with both the former Big Five firms for business process consulting work and the 
tier-one Indian vendors for follow-on technical work. Prior to the formation of Infosys Consulting, Infosys, like other 
tier-one vendors, had strong technical consulting capabilities managed through horizontal or vertical groups. ... 
Infosys Consulting represents Infosys’ renewed commitment to business process consulting capability in its effort 
to be taken seriously as a global consulting and IT services firm. 


“India Shows the Way to Next-Generation Consulting” 


AMR—Lance Travis & Dana Stiffler, April 8, 2004 


@ The traditional consulting model is dead. The next-generation consulting model combines global delivery that capi- 
talizes on low-cost resources with high-quality strategic consulting. 
@ Business consulting linked to Infosys’ existing low-cost, process-centric delivery expertise offers companies a 


new, high-value type of strategic consulting partner. 


“Infosys Looks to Local Talent for U.S. Consulting Business” 


Gartner—Fran Karamouzis, April 13, 2004 


@ First Take: The creation of a U.S.-based consulting company is a major step forward in Infosys’ long-term strategy 
of presenting itself as a global service provider. Infosys’ $20 million investment in this subsidiary is designed to 
send a clear signal to the marketplace that Infosys is differentiating Itself from its Indian competitors, and intends 
to compete for business consulting services with the traditional consultancies. 

Gartner believes many more offshore IT service providers will follow Infosys’ lead. By the end of 2004, a number of 
offshore firms will seek to emulate the strategy of delivering a domestic consulting offering within the U.S. enter- 
prise market (0.7 probability). 


Source: Information compiled from Infosys Consulting. 


infrastructure management, system integration, test- 
ing as a service, and BPO. As the company’s menu of 
services expanded, its client relationships became 
more complex. Infosys Technologies started working 
with the business side of client organizations as well as 
the IT side in order to manage these complex organi- 
zations. Infosys Technologies saw the opportunity to 
enter a client relationship earlier in the lifecycle to 
define problems, identify solutions and then imple- 
ment a solution as a natural evolution of their service 


offering. In 1999, Infosys Technologies, which then 
had approximately 3,700 employees and annual rev- 
enue of approximately $120 million, decided to initi- 
ate an in-house consulting business unit. However, 
the company’s success in consulting was constrained 
due to its limited brand equity, investment allocation 
and recruiting abilities. 

Raj Joshi, who drove Deloitte Consulting’s recruit- 
ing in India in the late 1990s and then became the 
founder and CEO of Deloitte’s Offshore Technology 
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EXHIBIT 3 


SECTION A _ Business Level Cases: Domestic and Global 


Largest Computer and Internet Consulting Companies (rank based on sales; in thousands of U.S. dollars) 


Rank Company 


INTERNATIONAL BUSINESS MACHINES (IBM) 
ELECTRONIC DATA SYSTEMS CORP (EDS) 
ACCENTURE 

COMPUTER SCIENCES CORPORATION (CSC) 
CAPGEMINI 


SCIENCE APPLICATIONS INTERNATIONAL CORP 


(SAIC) 

ATOS ORIGIN SA 

UNISYS CORP 

AFFILIATED COMPUTER SERVICES INC 
CG! GROUP INC 

WIPRO LTD 

INFOSYS TECHNOLOGIES LTD 

TATA CONSULTANCY SERVICES 


2005 Sales (000s) 2004 Sales (000s) 


$91,134,000! 
$19,757,000 
$17,094,400 
$14,058,600° 
$8,305,300 


$96,503,000 
$19,863,000 
$15,113,582 
$14,767,600 

$8,128,161 


$7,187,000 
$6,519,790 
$5,758,700 
$4,351,159 
$3,173,600 
$1,863,000 $1,349,800 
$1,592,000 $1,062,600 
NA $1,614,000 


$6,720,000 
$6,332,280 
$5,820,700 
$4,106,393 
$2,574,500 


12005 Sales from IBM's Global Services business segment were $47.4 billion. 

22005 Sales from EDS’ BPO services were $2.8 billion. During 2005, EDS approved a plan to sell 100 percent of its ownership interest in its A.T. 
Kearney management consulting business. That subsidiary, the sale of which was completed on January 20, 2006, is classified as “held for 
sale” in December 2005 and 2004 and its results for the years ended December 31, 2005, 2004 and 2003 are included in income (loss) from 


discontinued operations. 


32005 Sales from CSC's IT & Professional Services business segment were $7.0 billion. 


Note: Per the footnotes referenced above, with the exception of IBM and Accenture, the highest ranked companies derive sales from IT imple- 
mentation services rather than Business and Information Technology consulting. 


Source: Total Sales data from Plunkett Research Ltd. www.plunkettresearch.com; Segment Sales data from company annual reports. 


Group in India in 2001, approached Kris Gopalakr- 
ishnan, the COO of Infosys Technologies, a few times 
(from 1997 to 2001) to initiate an alliance between 
the two firms. As Gopalakrishnan explained, a long- 
term partnership was not something Infosys Tech- 
nologies was willing to consider: 


in conflict with objectives of the joint venture. 
So, there could have been opportunities for part- 
nering on a project-by- project basis, but there 
was no way we could see a long-term partnership 
opportunity with any company because Infosys 
wanted to be in that space ultimately, and so it 


Our belief was that if we subcontracted to some- 
body else then the Infosys brand would get di- 
luted. Consulting drives downstream work and 
our objective was to have control of the client 
account, and so a partnership was really not 
something we were looking for. We have always 
believed that joint ventures have very limited life 
or limited validity when you start competing 
with one of the partners, as there is an overlap of 
business with one of the partners, or the long- 
term objectives of either one of those partners is 


would have been in conflict with the long-term 
objectives of the company. 


Raj Joshi started working with Steve Pratt, who had 
grown Deloitte’s Customer Relationship Manage- 
ment practice from scratch to $750 million, to lever- 
age the offshore model at Deloitte Consulting in 
2003. The two had often discussed the concept of a 
new consulting model and considered Infosys Tech- 
nologies a great potential partner. 

By 2004, Infosys Technologies was a billion dollar 
company with an employee base of 25,000 and had 
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established stronger brand equity. The firm decided 
to further develop its consulting practice. As the CEO 
of Infosys Technologies, Nandan Nilekani, explained: 


We believed that the IT services space was going 
through disruptive change and saw a new way of 
delivery by applying our Global Delivery Model 
into this space. We had a vision to create the next 
generation IT services company by combining 
our great reputation for business execution with 
consulting services. 


Infosys Technologies’ options for investing in its con- 
sulting offering included making an acquisition and 
organically growing the business. Since Infosys Tech- 
nologies wanted to establish a new model in the con- 
sulting space, the firm decided against an acquisition. 
The company also realized from past experience that 
organically growing the business would limit its abil- 
ity to attract the right kind of talent for consulting. 
Infosys Technologies decided to create a hybrid model 
by setting up a U.S.-based, wholly owned subsidiary. 

Both Joshi and Pratt were interested in Infosys 
Technologies’ idea to start a U.S.-based subsidiary, 
and recruited a team to lead the consulting subsidiary. 
With the leadership team in place in April 2004, the 
firm set out to build the consulting organization. The 
five partners had not been given a business plan; they 
were only asked what they could achieve with a new 
consulting business. They set themselves aggressive 
targets. One was to reach 500 consultants in three 
years. Infosys Technologies invested $20 million in the 
consulting subsidiary. 


2006: Overview of the Information 
Technology (IT) Services Industry 


The market for IT services was large and growing. 
IDC, a provider of market intelligence for the IT in- 
dustry, anticipated that overall spending on world- 
wide IT services would grow at a 7 percent com- 
pound annual rate through 2009, reaching $803.9 
billion, from $524 billion in 2003. Forrester Research 
Inc., a technology research firm, projected IT con- 
sulting growing 5 percent compounded annually 
over the next five years. Apart from the two largest 
players—IBM and Accenture—who still had a rela- 
tively small share of the industry, the market for 
business and IT consulting was fragmented. 

As the concept of global delivery achieved suc- 
cess, firms looked to third-party vendors to provide 
end-to-end services from business consulting to 


applications development and implementation, in- 
frastructure management and BPO, using this 
model. Two different approaches to leveraging global 
delivery emerged in the marketplace: onshore U.S.- 
based firms such as IBM and Accenture leveraged 
offshore centers for development and implementa- 
tion aspects of the value chain while offshore firms in 
India including Tata Consultancy Services (TCS) and 
Wipro Technologies (Wipro)—in addition to Infosys 
Technologies—started offering higher-end consult- 
ing services. 

TCS, Infosys Technologies and Wipro generated 
combined service revenues of $4.5 billion in 2004, up 
47 percent from 2003.7 Their market share, however, 
remained small: a combined 0.8 percent of the total 
worldwide services market. If growth for these players 
continued at 20 percent to 30 percent annually, their 
combined market share could increase to 1.7 percent 
in five years.° 

Competition from Indian companies caused Ac- 
centure to increase the size of its work force in India 
from less than 5,000 in 2003 to more than 11,000 in 
2004. In 2006, Accenture had 18,000 workers in India 
and planned to reach 34,000 in a few years. IBM also 
added 6,000 employees to its Indian workforce 
through its April 2004 acquisition of Daksh eServices, 
a BPO firm and call center vendor, and launched a 
new Global Business Solution Center in Bangalore, 
India, in 2006 which expanded its presence there to 
over 38,500 employees. 

As more global IT services companies built up a 
presence in India, prices and wages increased. At the 
end of 2004, Infosys Technologies and Wipro raised 
the wages of their midlevel workers between 15 per- 
cent and 20 percent to combat the threat of attrition 
(which remained between 10 percent and 15 percent). 
Indian firms also introduced stock-based compensa- 
tion to boost productivity in the face of increased 
competition.* 

Both Indian and U.S. IT companies also focused 
on building a presence throughout emerging markets 
such as China, Malaysia, Brazil and Eastern Europe, 
in addition to India. 


Onshore (U.S.-Based) Leading Players 


IBM Business Consulting Services IBM, one of the 
largest and most well established IT companies, had 
a large global presence with significant depth and 
breadth of skills and services. The company’s major 
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operations comprised a Global Services segment 
(which included Business Consulting Services), a 
Systems and Technology Group, a Personal Systems 
Group, a Software segment, a Global Financing seg- 
ment, and an Enterprises Investments segment. IBM 
leveraged global delivery through hub-based strate- 
gic centers: the firm had three primary offshore hubs 
in India, Brazil and China that offered significant 
scale in application services and channeled offshore 
work to secondary locations in Mexico, Belarus, the 
Philippines, Romania and Argentina that offered 
smaller-scale operations with critical skill sets. 

IBM had a very strong global brand, a large global 
client base, and global presence in client and offshore 
markets. The firm had established a successful record of 
offshoring application maintenance services through 
its presence in China for more than 15 years. Ming Tsai, 
who was an early leader of Mainspring and then be- 
came a global leader in IBM’s Business Consulting 
Services after the company acquired Mainspring, 
pointed to the strengths and challenges associated with 
a company the size of IBM: 


Along with IBM’s great support network came a 
lot of baggage, as you can imagine. Because 
IBM’s business was hardware, software and 
services, IBM had literally armies of people 
inside the big accounts. So you had to tread very 
carefully if you were trying to introduce a piece 
of services work because it could, in theory, put 
at risk the very lucrative software deal license or 
a perpetual hardware deal. But IBM’s support 
network was, fortunately, everywhere also. If you 
had a point of view or a message or a product or 
an offering that you wanted to get out to lots of 
companies, you could do so very quickly. The 
marketing, the PR and the apparatus that IBM 
had were pervasive. 


Given the scale of its global operations, IBM faced 
challenges with integrating its global delivery ap- 
proach across all its practices and complexity in 
using appropriate sales channels to drive work to its 
global delivery in some markets. Ming Tsai believed 
that IBM operated more like a multinational com- 
pany rather than a global company? and pointed to 
hurdles and inefficiencies he faced as a global leader at 
IBM when he tried to move a partner from Australia 
to London—a process which ended up taking over a 
year. 

The firm also had potential conflicts with its 
business consulting services and custom application 
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product offerings, especially when competing against 
“pure play” business consulting competitors. Ming 
Tsai described IBM’s challenge with regard to deliv- 
ering objective advice: 


At Infosys, we provide services and we don’t take 
over and run people’s data centers and we don’t 
sell various pieces of software—in that respect it 
actually makes it easier to coordinate and to de- 
liver a message that’s pure. It’s easier both to 
claim and certainly deliver an objective perspec- 
tive because we're never accused of recommend- 
ing something just to sell additional software or 
hardware. At IBM you got questioned about that 
all the time: were we simply telling a client to do 
something because it would tee up a big software 
sell? So I think that’s a real challenge, although I 
think the services part of IBM is so distinct from 
hardware and software that the issue didn’t really 
materialize in all practical purposes. But it exists 
in the client’s mind. So we had to carefully man- 
age the perception at times. 


For the fiscal year ended December 31, 2005, IBM’s 
revenues decreased 5 percent to $91.13 billion and 
net income from continued operations increased 
7 percent to $7.99 billion. Revenues reflected the im- 
pact of the firm’s divestment of its PC business. For 
this period, net income was impacted by an increase 
in gross profit margins, a decrease in research and 
development expense and significant increases in 
other income. 

IBM’s Business Consulting Services had 60,000 
business consultants worldwide. In addition, IBM had 
approximately 50,000 people located in its offshore 
centers. The offshore resources were shared across its 
business units; however, the firm had started to build 
industry expertise in some of its offshore locations. 


Accenture Accenture, a management consulting, tech- 
nology services and outsourcing organization head- 
quartered in New York, had more than 110 offices in 48 
countries including service operations in India, the 
Philippines, Spain, China, the Czech Republic, Slovakia, 
Brazil and Australia. The company’s business was struc- 
tured around five operating groups which comprised 
17 industry groups serving clients across the world. 
The company’s offerings included discrete project 
services and long-term outsourcing work for ongoing 
maintenance and management. Accenture’s business 
consulting services included strategy and business ar- 
chitecture, customer relationship management, finance 


CASE 12 Infosys Consulting in 2006: Leading the Next Generation of Business and Information Technology Consulting [OM f:i 
————————— 


and performance management, human performance, 
learning, procurement and supply chain management. 
Accenture’s services spanned all phases of application 
services including the design, development, imple- 
mentation and ongoing support of custom or pack- 
aged, new and established applications. 

Accenture demonstrated world-class industry and 
process depth on front-end projects while maintain- 
ing low-cost destinations globally, beyond India.° The 
firm had longstanding client relationships, a strong 
brand, depth and breadth of expertise and capital re- 
sources. However, although Accenture achieved rela- 
tive parity on offshore price points, the firm had yet 
to fully leverage global delivery in terms of process, 
methods and tools, as well as cost.” 

For the three months ended November 30, 2005, 
Accenture’s revenues increased 12 percent to $4.54 
billion and net income rose 10 percent to $214.9 
million. Revenues reflected increased income from 
Communications and High Tech divisions, growth in 
the Insurance and Banking industry groups globally 
and increasing outsourcing revenues in the United 
States. For this period, net income was affected by in- 
creased cost of services and higher sales and market- 
ing expenses. For the fiscal year ending August 31, 
2005, sales were $17.09 billion and net income was 
$940 million. 

Accenture had more than 126,000 employees 
worldwide. The firm had approximately 17,000 peo- 
ple in its global delivery center network which was 
comprised of more than 40 global delivery centers 
worldwide that provided technology and outsourcing 
services. 


Offshore (Indian) Leading Players 


Indian IT service providers offered two distinct types 
of consulting services: technical consulting and busi- 
ness consulting. While most Indian firms extended 
their strong technical capabilities to offering strong 
technical consulting services, their business consult- 
ing strategy and capabilities varied as the skills re- 
quired for this offering—identification and assess- 
ment of strategic issues, an onsite presence, an 
understanding of the client’s local culture and mar- 
ket, domain expertise—were different from their 
core capabilities. 

Unlike Infosys Technologies’ approach to creating 
a wholly owned U.S.-based consulting subsidiary, 
other Indian IT service providers’ consulting operations 
were managed through their technology businesses. 


Tata Consultancy Services (TCS) TCS, headquartered in 
Mumbai, India and a subsidiary of the Tata Group, 
was the largest offshore IT service provider in India. 
TCS commenced operations in 1968 and had lever- 
aged the offshore model for more than 30 years. TCS 
had global service delivery locations in Hungary, 
Brazil, Uruguay and China. TCS offered consulting 
services, IT services, asset-based solutions (e.g., pro- 
prietary FIG and Quartz™ software for the banking 
and financial services industry), IT infrastructure 
(e.g., complete outsourcing of IT networks), engi- 
neering and industrial services and BPO. TCS went 
public in 2004. 

TCS had performed consulting work on an ad- 
hoc, opportunistic basis for many years, but only re- 
cently established a consulting strategy and created a 
Global Consulting business unit in 2004. In 2005, 
TCS brought in Per Bragee, former Skandia CIO and 
Ernst & Young CEO for Sweden to develop and man- 
age a TCS Global Consulting practice. 

Tata Group, made up of 90 companies ranging from 
steel and automobiles to IT services, had worldwide 
revenues of $17.8 billion for the 2005 fiscal year. The 
company accounted for three percent of India’s GDP. 

TCS had 34,000 employees and a presence in 34 
countries across six continents. 


Wipro Technologies (Wipro) Wipro, the third largest 
Indian application services provider, had a range of 
IT services, software solutions, IT consulting, BPO, 
and research and development services in the areas 
of hardware and software design. Wipro was part of 
Wipro Limited, which had three business segments: 
Wipro Technologies, the Global IT Services and 
Products business segment, which provided IT serv- 
ices to customers in the Americas, Europe and 
Japan; India and AsiaPac IT Services and Products 
which focused on meeting the IT products and serv- 
ice requirements of companies in India, Asia-Pacific 
and the Middle East region; and Customer Care and 
Lighting which offered soaps, toiletries and lighting 
products for the market in India. Wipro had a strong 
market presence in the United States and significant 
European representation. In addition to organic 
growth, Wipro made a series of strategic acquisitions 
such as SpectraMind in BPO, and American Manage- 
ment Systems’ (AMS) utility practice and NerveWire 
in business consulting, to develop emerging market 
opportunities. Wipro, based in Bangalore, India, had 
a global service delivery operation in China. 
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At 225 consultants in 2005, Wipro’s high-end 
business consulting arm, WCS, was comprised of the 
assets from two acquisitions: NerveWire and AMS’ 
utility practice. Its technical consulting staff, an addi- 
tional 1,000 resources, was spread throughout Wipro 
in different horizontal and vertical practices. The 
firm hired an ex-McKinsey Partner to lead the busi- 
ness consulting unit. Wipro’s approach to consulting 
did not entail giving control of its consulting opera- 
tions to outside experts, creating a separate sales 
team or investing money above and beyond what the 
consulting resources were able to generate. 

For the fiscal year ended March 31 2005, Wipro 
Limited had annual sales of U.S.$1.9 billion. Wipro 
Technologies accounted for 75 percent of the com- 
pany’s revenue and 89 percent of its operating income. 

Wipro had a total of 5,000 consultants spread 
across North America, Europe and Japan and over 
10,000 itinerant employees. Wipro had a presence in 35 
countries including 10 nearshore development centers. 


ICI Strategy and Organization 


The leadership team at ICI had a mission to lead a 
new generation of business consulting to help clients 
become more competitive and help develop their 


EXHIBIT 4 


Infosys Technologies’ Global Delivery Model 
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employees into great leaders. The strategy involved 
the delivery of high quality business consulting and 
disciplined technology implementation at an ex- 
tremely competitive price. As explained further 
below, ICI could perform engagements at a blended 
rate of approximately $100 per hour while the rates 
of leading players like IBM and Accenture ranged 
from $175 to $225 per hour. The firm planned to ex- 
tend Infosys Technologies’ Global Delivery Model 
(GDM) to the business consulting arena and create a 
company structure for a unique culture which would 
differentiate ICI from other business consulting 
firms, enable the recruitment of top tier talent and 
deliver measurable value to clients. 


Global Delivery Model (GDM) 


Infosys Technologies developed a unique approach 
to global delivery more than 20 years ago and was 
considered a leader in the delivery of IT implemen- 
tation projects using globally distributed teams. 
Projects were broken down into logical components 
and distributed to different locations (onsite, 
nearshore, or offshore) where they could then be de- 
livered at maximum value in the most cost efficient 
manner (see Exhibit 4 for an application of the 


Offshore Development 


Client Location/PDC* Centers 


¢ Analysis and planning ¢ Project management Intelligent 
° High level design ° Detailed design project 
: 2 ; breakdown 
¢ User interface design ¢ Coding 
¢ Project coordination ¢ Testing 
GLOBAL © Onsitoieat °D a 
DELIVERY nsite tes ing ocumentation leverage 
MODEL ¢ Implementation extended 
earns _ 
¢ Rapid reaction ¢ Bug fixes Leverage 
support ¢ Warranty support cost 
efficiencies 


e Maintenance 


*PDC = Proximity development centers 


Source: Data from Infosys Consulting. 
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Value Chain of Consulting and Implementation Services ICI Extending Infosys 


Technologies’ Global Delivery Model 
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NZ 
ZN 


Night 


Source: Infosys Consulting company website. 


global delivery value chain for Infosys Technolo- 
gies). Infosys Technologies claimed that the GDM 
cut project costs by 30 percent and reduced time to 
market since the combined work of teams distrib- 
uted around the world made a 24-hour project 
workday a reality. ICI applied this model to integrate 
the business consulting and technology implemen- 
tation lifecycle (see Exhibit 5 for the GDM value 
chain including consulting services). This approach, 
called the “1-1-3 model,” gave the client one ICI re- 
source onsite, one Infosys Technologies resource on- 
site and three Infosys Technologies resources off- 
shore (in India or other Infosys offshore centers in 
China, Australia, Mauritius, Czech Republic—see 
Appendix on Infosys, p. C193). 

Ming Tsai pointed to the training and knowledge 
of global delivery of Infosys Technologies’ onsite re- 
sources as a differentiating factor from competitors’ 
approaches to global delivery: 


Infosys Technologies’ onsite resources are more 
trained in, comfortable with and knowledgeable 
about global delivery. So it’s not just that we have 
lots of people that are in India. It’s a question of 
the one onsite consultant being able to under- 
stand what are the limitations of global delivery 
and how and when to take advantage of global 
delivery. Frankly, there are situations where you 
don’t want to be offshore. You cannot send 
somebody offshore if you need to do an execu- 
tive workshop that has to be done in New York 
because that is where all the bankers are. The 


ability to recognize what can and can’t be done 
to the clients’ benefit offshore and onshore and 
how to structure a piece of work around that is, I 
would say, countercultural for the average IBM 
or Accenture consulting teams who are moti- 
vated to drive utilization up for their onshore 
teams. 


Shortening the Lifecycle of Solution Design to Implementation 
The firm had a different approach to implementing 
technology to enable operational improvements. For 
example, if a client wanted to implement SAP to im- 
prove its operations, the traditional approach to the 
engagement would be to analyze the firm’s processes 
and then redesign them. The traditional approach 
entailed a design phase that was distinct from a de- 
velopment phase. Specifications would be written 
following the new processes or process requirements. 
The processes tended to be grouped by vertical func- 
tions such as sales, marketing, manufacturing, etc. 
SAP would then be implemented to deliver the speci- 
fications and client employees would be trained to 
use the technology. In the traditional cycle, the de- 
sign and configuration of the specifications would be 
completed onsite. The data conversion and report 
building may have been completed offshore. 

ICI’s approach entailed looking at process re- 
quirements rather than functional requirements. The 
firm believed that inefficiencies could be identified 
better if horizontal processes, for example the product 
development process, were considered rather than 


vertical functional silos, such as sales and marketing. 
The firm also looked at process metrics. The ration- 
ale used was that every change ICI recommended 
needed to impact the client’s performance and ulti- 
mately increase its shareholder value. 

ICI applied the GDM to deploy a team onsite to 
work with a client and look at how the company 
was organized by process. There existed multiple 
levels of processes. Level 0 was the highest aggrega- 
tion of business processes. Most companies had be- 
tween five to 10 level 0 processes, for example the 
product development process—to develop a prod- 
uct from the inception of an idea—was a Level 0 
process. ICI organized the project team against each 
identified Level 0 process. The onsite team con- 
tained process experts and SAP development ex- 
perts. This team worked with the client during the 
day to capture the design of the process object. At 
night, the offshore team converted the design tem- 
plates into a software configuration. The next day, 
the onsite team would test the software configura- 
tion with the client and undergo a second iteration 
of the design. At night, the offshore team would de- 
velop the second iteration. 

Typically, there existed four or five iterations for 
each process object. Each sub-team organized against 
each process would take a week to design and de- 
velop the process. If there were six sub-teams, six 
process objects were created in one week. If a com- 
pany had 200 process objects, the design and soft- 
ware configuration for all of them would be com- 
pleted in six months, whereas using the traditional 
approach would take 10 to 12 months. Moreover, as 
the configuration was being performed on a real- 
time basis, the end result was intended to be exactly 
what the client wanted as each iteration could be 
tested for user acceptance during the design and con- 
figuration process. 


Cost Reduction Steve Pratt pointed to several aspects 
of cost reduction as he described the 1-1-3 model: 


This is a killer business model because it gives, on 
average, a lower cost to clients and much higher 
margins for us to use to pay our people well, to 
make investors happy and to invest in our busi- 
ness. The main benefit to our clients is that they 
can take these cost savings and reinvest them into 
their business, and become more competitive. 
We've been the pioneers in creating the model of 
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the future. Everyone is scrambling to get to our 
model, so the race is whether we can scale our 
model fast enough. Having been on both sides of 
the equation, this is a lot more fun: the building 
and growing quickly is a lot more fun than tear- 
ing down an old model which is an expensive, 
risky and demoralizing undertaking. 


The value proposition of the 1-1-3 model was to 
offer business consulting resources onsite at the mar- 
ket rate for premium business consulting services 
($150 to $400 per hour), an onsite IT implementa- 
tion resource at a rate that was lower than the average 
onsite developer ($100 to $150 per hour) and three 
developers offshore at lower than market rates ($105 
combined per hour). Using this model, ICI could 
perform major engagements for a blended rate of ap- 
proximately $100 dollars an hour. 

Steve Pratt also considered the timeframe and 
challenges involved in replicating the cost structure 
of ICTs 1-1-3 model: 


Realistically, testing the replicability of our 
model will play out over the next three to five 
years, because it’s at least that big of a problem 
for the legacy consulting firms such as IBM and 
Accenture to get to our model. The problem is 
not about scaling up offshore, but de-scaling 
here. If your core financial model is built on en- 
gaging your onshore employees and if the rates 
start collapsing, your cost structure is not sus- 
tainable. The model is not difficult to learn, but 
there’s a structural challenge involved in repli- 
cating it. Another complicating factor for our 
U.S. competitors is that once we get sufficient 
scale, we will tip the market and collapse the 
price point in the consulting industry. This will 
hurt them in the capital markets because their 
margins will be squeezed. Then their utilization 
of people has to go up, and their ability to invest 
will go down. 


Delivering Measurable Benefits ICI followed Infosys 
Technologies’ philosophy of measuring everything. 
The parent company had raised awareness of quality 
standards in the software and services arena by mar- 
keting the quality of work it delivered using the Soft- 
ware Engineering Institute’s Capability Maturity 
Model (CMM). CMM judged the maturity of an 
organization’s software processes and identified key 
practices required to increase the maturity of these 
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processes. Infosys Technologies was awarded a Level 
5 rating, the highest quality of software development 
delivery, though in reality, the company exceeded 
the highest quality level by a factor of 20 (while the 
maximum allowed defects for Level 5 was 0.5, Infosys 
Technologies was rated at 0.026—approximately 20 
times better). 

ICI’s focus from a broad services standpoint was 
to assist clients in dealing with business and technol- 
ogy related challenges/problems in customer opera- 
tions, product operations and corporate operations. 
ICI determined that one clear way to deliver value 
was to achieve measurable improvement in business 
process metrics within the client’s business opera- 
tions as a result of its consulting engagement (see 
Exhibit 6 for sample metrics). Therefore, on every 
business transformation and operations consulting 
engagement, the firm made a concerted and struc- 
tured effort to deliver measurable improvement in 
process metrics as a proxy to making a positive im- 
pact on shareholder value. For these engagements, 
ICI would first analyze the current operations of the 
client to establish a baseline of business process per- 
formance. The company would next assess process 
metrics that reflected the efficiency and effectiveness 
of each key business process and then design changes 
in business process structure and enable technology 
to deliver defined improvement in process metrics. 

As an example, for a manufacturing client’s order 
management process (quote-to-cash), process met- 
rics such as the ones outlined below would be ad- 
dressed to drive measurable improvement in process 
performance: 


e@ Elapsed time between quote submission and re- 
ceipt of cash from the client 


e@ Capacity for processing orders within a specific 
timeframe 


Percent of orders configured with zero errors 
Percent of orders shipped on requested-ship-date 
Number of quotes with readjusted prices 


Number of days’ sales outstanding per customer 
segment 


Another example included the time-to-market met- 
ric that was critical for the high-tech industry. This 
metric was a key measure of success in the high-tech 
industry and companies recognized that the cost of 
coming in second with new products could be 


severe. So, in this case, the consulting engagement 
would focus on analyzing the new product introduc- 
tion process with the intent of using process and 
technology enablers to reduce time-to-market, 
thereby influencing the client’s success in the market 
by enhancing its revenue and hence impacting 
shareholder value. 

ICI also structured engagements with clients 
where the fees owed to the company were contingent 
on project outcomes. One of ICI’s clients, George 
Stelling, the CIO and global services leader of NVIDIA 
Corporation (a multi-billion leader in the graphics 
processor market), worked with ICI to create a “value 
based” case structure, where case fees were based on 
the success of a spend management engagement: 


We had ICI put some of their fees at risk, based 
on the identification of cost savings in targeted 
spend categories. We set clear metrics at the be- 
ginning of the engagement so there was a high 
degree of transparency for us and ICI. At the end 
of the engagement, ICI was paid their full fee. For 
us, we got value in terms of focusing on “quick 
hit” cost savings opportunities as well as long- 
term spend management strategies. Since the 
original case, we've engaged ICI in the imple- 
mentation phase of our long-term strategy. These 
“value based” deals are great, if you can structure 
them. These kinds of “win-win” relationships 
work when you can align incentives on both 
sides. 


George Stelling added that ICI’s measurements- 
driven approach was the most important factor in his 
decision to hire the consulting firm. 

ICI also developed its own set of metrics to track 
the quality of the work the firm performed by asking 
clients to rate each engagement (see Exhibit 7). The 
firm would elicit feedback from clients to see whether 
they had met the client’s expectations, or even ex- 
ceeded them. ICI created a rating scale of zero to 200 
where 100 indicated that the firm had met client ex- 
pectations. As of 2006, ICI maintained an average 
rating of over 130 based on more than 100 client en- 
gagements. 


Company Organization 


Although Infosys Technologies went to market as one 
company, in order to establish a successful consulting 
business, ICI was given the autonomy to create its 
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IC] Sample Core Process Metrics—Designed for an ERP Implementation Project for the Software Industry 
Sub-Vertical Within the High Tech Discrete Manufacturing Practice 


High Tech Software Industry Segment Process Structure 


Level 


Level 
No. 


Level (Process) 
Name 


Solution 
Development 
to Sunset 


Channel 
Development 
to Agreement 


High Tech Channel 
Management 


Supply Chain 
Management 


Quote to Cash 


Human Resources 


Information 


Technology 


Facilities 


Source: Data from Infosys Consulting. 


Objective 


Develop and manage solutions 
that are valued by customers 
and maximize profitability for 
the business 


Identify channels and customer 
segments to maximize penetra- 
tion in existing markets, 
increase customer base and 
drive growth in emerging 
markets. 


Manage channel customers 
effectively to drive customer 
satisfaction, strengthen 
relationships and increase 
revenues 


Effectively manage the supply 
chain process to manage 
partner/vendor resources to 


minimize inventory and optimize 
fulfillment needs that usher 
operational transparency 


Provide accurate and prompt 
billing for all products/services 
to ensure revenues are fully 
captured 


Hire talent to fit role definitions, 
devise training to motivate 
employees and manage PR to 
enhance corporate image 


Maintain and manage IT infra- 
structure; plan & execute IT 
requirement to support business 
strategy 


Manage company assets that 
maximize return on investment, 
support operations and mini- 
mize risk 


Metric 


Product revenues 
Market share 
Cost of sale 


Market share by geography 
Market share by channel 

Market share by product category 
Pipeline conversion rates 
Account growth 

Account penetration 
Customer/channel acquisition cost 


Length of accounts 
Profitability of accounts 
Revenue growth of channels 
Number of new product agree- 
ments with channels 

Channel feedback scores 


Inventory age 

Inventory turns 
Obsolete/excess inventory per 
month 

Ratio of company and vendor 
managed inventory 

Variance of estimated & actual 
delivery dates 

Percent available to promise 
satisfied 


Percentage of shipments billed 
Days sales outstanding 


Staff turnover 
Training feedback score 


System down-time 
Return on investment of IT 
initiatives 


Maintenance costs 
Return on investment on real 
estate assets 
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own culture, recruitment strategy, organizational 
structure and compensation packages. 


Building a Unique Culture The leadership team of ICI 
decided that they needed to create a unique culture 
to differentiate them from other business consulting 
firms while maintaining the attributes required for suc- 
cessful consultants and adopting the essential values of 
the parent company. Steve Pratt described this chal- 
lenge: 


What we need to do is build a company that 
successfully straddles the personality of a confi- 
dent, assertive business advice consultant while 
ensuring that we have integration with the In- 
fosys culture. Creating the culture that fits in 
that square is very important because if we go 
too far to the extreme and become an arrogant 
consulting firm, that will be in direct conflict 
with the Infosys culture and will fail. Likewise, if 
we go too far to the side of being too deferential, 
we won't be able to give good advice to our 
clients. A big challenge internally is to build the 
right culture. A related challenge is how do we 
take a group of people from different consulting 
firms and build a unique culture. We’re also fac- 
ing the same issue we’ve always had in our ca- 
reers, which is how do we take people that have 
no consulting experience and integrate them 
into our culture. 


The leadership team set out to build a culture based 
on Infosys Technologies’ values of delivering high 
quality work, measuring every aspect of performance 
and maintaining a sense of humility. The team 
wanted to apply the rigorous analytical process of 
providing advice within an open and transparent 
culture. 


Recruiting the Right People ICI management decided 
to follow the chairman of the parent company, 
Narayana Murthy’s philosophy: hire first-rate em- 
ployees only. In addition to MBA recruiting, the 
firm used a referral-based system to target the top 
10 percent of talent from other consulting compa- 
nies. Steve Pratt explained: 


We hired an executive search firm and it didn’t 
work. For whatever reason, people have to emo- 
tionally buy-in to our approach. That’s a differ- 
ent kind of recruiting—more of a “Do you want 
to be a pioneer?” kind of recruiting. And we’ve 
done a good job convincing the people we 


want—people that have come to us through re- 
ferrals—to join us. 


ICI also interviewed and retained approximately half 
of the employees from Infosys Technologies’ original 
consulting business unit. ICI found that most of 
these employees were better aligned with the sales 
and delivery model of the parent organization and 
did not have relevant business development and 
client relationship experience for the consulting or- 
ganization. 

Although ICI had reached its recruiting target of 
200 employees by the end of December 2005, Steve 
Pratt pointed to challenges that lay ahead for the firm 
to meet its recruitment goals: 


We're trying to hire more women. We’re making 
good progress, but I'd like to do better there. One 
of the things we’re doing strategically for Infosys 
Technologies is creating local presences. More 
than 80 percent of our consultants are citizens of 
the local country. We’ve started operations in the 
U.K. and Germany, so we want to establish a local 
presence in all of the markets in which we oper- 
ate. It’s very important for Infosys to continue to 
emerge as a global company. Right now, the vast 
majority of Infosys Technologies employees are 
Indian. The goal is to have more representation 
in local communities. 


Creating a Differentiated Approach ICI decided to build 
an organizational structure based on meritocracy 
and transparency. Paul Cole, the COO, commented: 


What keeps me up at night is “Are we doing things 
differently?” If you take five guys from four differ- 
ent companies, each with 20 years of experience, 
God help us if we do the same old stuff we did with 
our predecessor companies. The big question is: 
how can we do things differently and better? 


An example of ICI’s approach to doing things differ- 
ently was their staffing model where the responsibil- 
ity for contributing to the firm was given to individ- 
ual employees. Paul Cole explained how the model 
was different from the traditional consulting staffing 
model: 


Consulting firms use the terms beach and bench 
for unutilized staff. We don’t have such things. 
Nobody’s on the beach, nobody’s sitting on the 
bench. They’re learning, teaching, billing, 
contributing—so they’re always adding useful 
value to the firm and we want them to take con- 
trol of their careers. 
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ICI implemented a staffing system where employees 
could input their skills into a database. A project 
manager could then search the database, match re- 
sults against a calendar and see which employees 
with the requisite skills were available for an engage- 
ment. Employees could request engagements they 
were interested in, and had the option to opt out of 
being selected for certain engagements. The firm 
purchased an auctioning module for its staffing sys- 
tem so that employees could bid on projects in a re- 
verse auction.® ICI also created the Personal Margin 
Contribution where each employee could see his or 
her individual margin contribution or revenue allo- 
cation on each project. 

Another example of ICI’s efforts to create a meri- 
tocratic and transparent organization included incor- 
porating staff nominations for promotion. Under this 
system, the firm’s senior employees who were being 
considered for promotion published the criteria on 
which their promotions should be based and all the 
employees could nominate and score each leader. 

The firm recognized that by leveraging the GDM, 
they had created a 24-hour work cycle, given the time 
differential of the various teams that were deployed 
on a specific engagement. Although this seemed to be 
the next wave of productivity in a global work envi- 
ronment, in order to prevent employees from burn- 
ing out through overextending their hours (as there 
was the potential to work during every hour of the 
day), they asked employees to block out certain times 
in their calendars when they would not be available 
to work. Mark Holmstrom, a practice leader who was 
the seventh employee to join ICI, described the chal- 
lenge of working in a global delivery environment: 


One of the challenges for this global delivery 
model is that it requires a different way of think- 
ing about work that’s not the traditional eight to 
five, eight to six model. A lot of what we do be- 
comes much more asynchronous. What I mean 
by that is it’s much more email based. There are 
traditional times when meetings take place that 
are during the week. I actually block my calendar 
at certain times that most people wouldn't think 
of in a traditional company. One of the things I 
really enjoy doing is putting my little daughters 
to bed. So I block out time to say, “I’m not going 
to work during these hours.” Everyone has got to 
figure out their own rhythm, their own pace and 
figure out what success looks like within the 
global delivery model. 
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Rewarding Employees ICI generally compensated em- 
ployees at the higher end of market rates; for example, 
the base compensation for MBA campus hires for 
2005 was between $110,000 and $125,000. ICI’s bonus 
structure linked back to the value ICI had created for 
its clients and overall client value. Steve Pratt ex- 
plained: “We're the only consulting firm that actually 
pays people based on delivered client value. It always 
used to bug us that people got paid based on consult- 
ing revenue only, as we considered that to be a down- 
stream metric while we wanted an upstream metric.” 

At the end of every engagement, ICI asked its 
clients what percentage of the business value that 
they had anticipated ICI would provide was actually 
realized. That percentage translated into a direct multi- 
plier of employee bonuses. The firm also created a client 
mutual fund where the firm took the total amount of 
fees each client paid them and translated that amount 
into a purchase of each client’s equity. ICI then moni- 
tored how their client fund performed against the S&P 
500. That percentage differential was translated into a 
multiplier of employee bonuses as well. 


Managing the Relationship 
with Infosys Technologies 


The management of both Infosys Technologies and 
ICI recognized that building a seamless interface be- 
tween the parent company and the subsidiary was es- 
sential for success. ICI was organized to mirror the 
parent company (both companies were organized by 
industry) and metrics were established in order to 
measure how well the two companies worked together. 
Steve Pratt described this process: 


First of all, getting the interface with Infosys 
Technologies right is very important. Get the right 
metrics, get the right business planning in place. 
Each of the Infosys Technologies business units 
has a specific goal related to consulting, and we 
have specific goals related to revenue for Infosys 
Technologies. So the goals are understood, and the 
metrics are largely correct to drive the behavior to 
work together. We’re always redefining. There’s a 
constant education. The more engagements we do 
with clients, the more we understand what Infosys 
Technologies really does, and they understand 
more what we really do. 


Leveraging the Parent Company 


ICI leveraged the relationships that already existed 
with Infosys Technologies to get client engagements. 


CASE 12 Infosys Consulting in 2006: Leading the Next Generation of Business and Information Technology Consulting (0) 
EES 


The firm actively sought opportunities where there 
was a targeted need to offer existing Infosys Tech- 
nologies’ clients business consulting services. Ming 
Tsai provided a rationale for this approach: 


Out of the approximately 450 existing Infosys 
Technologies accounts, we have targeted ones 
that are the most strategic, most receptive or the 
most in need of skills that we provide and com- 
bined that with the account teams that are the 
most open minded and willing to work with us 
within the Infosys account teams. So they tend to 
be good clients of Infosys, having seen and 
worked with Infosys for multiple years. They 
tend to be clients that have particular pain points 
around business transformation—something in a 
particular business process or business area that 
is in need of change, or has a technical or tech- 
nology aspect to it. Approximately 70 percent of 
our business comes from existing Infosys clients. 


George Stelling explained that the rationale to hire 
ICI for a strategy engagement rather than first hold a 
competitive bidding process open to other consulting 
firms was because of the client relationship that In- 
fosys Technologies had established with NVIDIA: 


In the past, we used Infosys Technologies in the 
IT area successfully on projects, but we had never 
used Infosys Consulting. There was a dialog 
going on with our CEO, CFO, and Infosys when I 
joined. It was clear that Infosys Consulting and 
NVIDIA shared common values around value 
creation. The chemistry was a key consideration. 
It’s very important to pick consultants that you 
feel comfortable with and those that reflect your 
corporate style. 


Infosys Technologies adapted its sales process to in- 
clude ICI in its service offerings. The firm changed its 
incentive structure for its sales force to ensure that en- 
gagements awarded to ICI were rewarded as much as 
the engagements where the parent company had ex- 
clusive ownership. The parent company developed an 
internal program called “One Infy” to structure incen- 
tives and set goals to enhance collaboration among 
employees across the firm. The overall objectives of 
the initiative were to create and reinforce One Infy 
thinking through training programs; include One 
Infy behavior in the measurement systems across the 
organization; reward examples of collaborative busi- 
ness planning and create role models for the rest of 
the organization; and create cultural integration 


mechanisms such as forums for people to meet and 
learn from each other across the business units. 

As Infosys Technologies grew in size and ex- 
panded its footprint of services, it became increas- 
ingly important that all the capabilities of the firm 
were in alignment with the goal of serving clients 
and winning in the marketplace. The program in- 
volved improving internal collaborative mechanisms 
so that clients saw Infosys Technologies as one com- 
pany and not a collection of parts. One Infy focused 
on improving the training programs for employ- 
ees—to improve understanding of service offerings 
across the organization, build collaborative skills 
and ensure that new employees went through cross- 
business training. The One Infy initiative served to 
focus the overall organization on the value of lever- 
aging the broad and deep capabilities of the com- 
pany across business units and subsidiaries. The ini- 
tiative also focused on joint account planning and 
pursuit management. The intent was to create joint 
planning teams at the account level, with participa- 
tion from the relevant business units. The account 
leader position was viewed as integrating efforts 
across different units and ensuring consistency in 
the value delivery processes. The firm planned to 
create forums where account leaders could strate- 
gize, develop opportunities and resolve delivery is- 
sues on an ongoing rather than opportunistic basis. 
The objective was to make the initiative self-sustain- 
ing. Infosys Technologies planned to structure goals 
and incentives of the individuals in line with the 
overall account strategies. 

Initially, there were tensions in the company over 
which entity would lead the client relationship and 
pursuit of engagements. For example, the sales force 
was faced with client situations where an overlap be- 
tween business transformational work and enterprise 
solutions offerings caused uncertainty whether the 
client pursuit and relationship would go to ICI or In- 
fosys Technologies’ Enterprise Solutions business 
unit. Both the parent company and ICI worked to- 
gether to create a methodology, known as “The Fork 
in the Road,” where the pursuit of the client relation- 
ship would be allocated to the area of the company 
that best served the client’s situation. Raj Joshi and 
C. Kakal, the head of the Enterprise Solutions practice 
within Infosys Technologies, formalized an approach 
that had the two groups working together to collabo- 
ratively decide which opportunities were transforma- 
tional in nature and better suited for ICI, versus more 
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technology-related work which was better aligned 
with the Enterprise Solutions practice. This decision, 
representing the fork in the road, drove better collab- 
oration and established clear ownership of the sales 
pursuit strategy and tactics. By clearly formulating 
accountability of tasks and decision-making, it en- 
hanced the overall process of working together to 
pursue large complex client opportunities. 

Romil Bahl described a practical approach that 
the company employed when dealing with client en- 
gagements that provided an overlap between Infosys 
Technologies’ and ICI’s services: 


It gets real muddy where there’s a business process 
opportunity. Frankly, Infosys Technologies has 
phenomenal domain industry expertise and they 
have very smart people. They all want to do more 
anyway, so it gets real interesting in these situa- 
tions and I find that often you can’t talk about it 
and you can’t conceptualize it, you have to go do 
engagements together. Infosys sees a better end 
product when a true cross-functional team of 
people comes together on it. There’s no magical 
way for somebody to say, you guys will draw a line 
here in the middle. It just doesn’t happen. 


ICI also brought in new client relationships for In- 
fosys Technologies. Ming Tsai described this second 
channel for ICI: “We also target old clients of ours 
that we’ve known personally in our past lives, whether 
at Capgemini, IBM, BCG, etc. We’ve brought in over a 
dozen marquee clients—Fortune 500 clients that In- 
fosys had never done any work for before.” 


Interface Challenges 


Infosys Technologies recognized that all pieces of the 
company needed to work together in a manner that 
optimized performance. A challenge facing Infosys 
Technologies was to ensure that ICI received enough 
airtime from the parent company given its relatively 
small size (ICI had 200 employees versus Infosys’ 
50,000 employees). Senior management realized that 
active intervention was required in order to ensure 
that the subsidiary received the attention it needed to 
be successful. Infosys Technologies set up a board led 
by Kris Gopalakrishnan to review the subsidiary’s 
performance. Quarterly meetings were held where 
ICI’s performance was monitored and issues were 
discussed. 

Infosys Technologies also viewed their relation- 
ship with ICI as an opportunity to transform the 
company’s culture and build the brand into a global 
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transformation enabler. Senior management viewed 
the quarterly meetings as an opportunity to learn 
about a new space and evolve the company. The lead- 
ership of both Infosys Technologies and ICI agreed 
that interacting with each other regularly provided a 
constant education for everyone. Paul Cole described 
the attention to detail given by the leadership of In- 
fosys Technologies to the operations of ICI, citing 
that the chairman, Narayana Murthy, regularly re- 
viewed weekly status reports from the subsidiary. 
Steve Pratt described ICI’s approach to interfacing 
with the parent company: “We’re guests here and we 
have to be respectful of that. We’re here to learn and 
listen more than we speak. We want to demonstrate 
over time, which we have already, that we’re a good 
thing for the clients of Infosys.” 

In order to be viewed as a global company, Infosys 
Technologies recognized that it needed to incorpo- 
rate different global perspectives by bringing in 
managers from the United States and Europe. The 
leadership of Infosys Technologies hoped to see mi- 
gration of management from ICI to the parent com- 
pany over time. 


Conclusion 


Steve Pratt was convinced that ICI had enabled dis- 
ruptive change in the business and information tech- 
nology industry through its unique approach and 
organization. However, in considering the firm’s 
strategy in the future, he evaluated the ways in which 
the firm could “stay ahead of the game.” In addition 
to the internal challenges of building the business, 
managing growth and interfacing productively with 
the parent company, plus the external challenge of 
capturing and maintaining market share in the con- 
sulting industry, CEO Steve Pratt’s key concern was 
“to get the right people to do the right things”: 


We need to make sure that we stay focused on 
the high priority things. Are we spending the 
right amount of time building the connection to 
Infosys Technologies? Are we spending the right 
amount of time selling? Are we spending the 
right amount of time developing our people, 
and who is doing what and where are they 
spending their time doing that? Are the MDs 
working together? Are we working optimally 
with clients, and when there are really important 
events with clients, where can I be helpful? I 
need to make sure that the right people are in 
the right roles. 
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Appendix: Infosys Technologies 


Infosys Technologies Limited (NASDAQ: INFY), a 
global technology services company, was incorporated 
in 1981. The company provided end-to-end business 
solutions which leveraged technology for its clients, 
including consulting, design, development, software 
re-engineering, maintenance, systems integration, 
package evaluation and implementation, and infra- 
structure management services. Infosys Technologies’ 
wholly owned subsidiaries included Infosys Tech- 
nologies (Australia) Pty. Limited (Infosys Australia), 
Infosys Technologies (Shanghai) Co. Limited (Infosys 
China) and Infosys Consulting Inc. (Infosys Consult- 
ing). Through Progeon Limited (Progeon), a major- 
ity-owned subsidiary, Infosys Technologies provided 
business process management services, such as offsite 
customer relationship management, finance and ac- 
counting, and administration and sales order process- 
ing. Infosys Technologies marketed in North America, 
Europe and the Asia-Pacific region. The company 
served clients in financial services, manufacturing, 
telecommunications, retail, utilities, logistics and other 
industries. In 2006, the company had over 52,700 em- 
ployees worldwide and planned to hire another 25,000 
employees over the next year. 

Through its Global Delivery Model, Infosys Tech- 
nologies divided projects into components which were 
executed simultaneously at client sites and at its devel- 
opment centers in India and around the world. It had 
25 global development centers, of which nine were lo- 
cated in India; 29 sales offices; one disaster recovery 
center and four subsidiary offices. Infosys Technolo- 
gies’ service offerings included custom application de- 
velopment, maintenance and production support, 
software re-engineering, package evaluation and im- 
plementation, information technology (IT) consulting 
and other solutions, including testing services, opera- 
tions and business process consulting, engineering 
services, business process management, systems inte- 
gration and infrastructure management services. 

Infosys Technologies competitors included Accen- 
ture, BearingPoint, Capgemini, Deloitte Consulting, 
HP, IBM, Computer Sciences Corporation, EDS, 
Keane, Logica CMG, Perot Systems, Cognizant Tech- 
nologies, Satyam Computer Services, Tata Consul- 
tancy Services, Wipro, Oracle and SAP. 

For the three months ended March 31, 2006, In- 
fosys Technologies’ revenues increased 30.3 percent to 
$593 million and net income increased 19.6 percent 
to $152 million from the previous year. The profit 


margins for the company fell in the quarter ended in 
March, the fourth quarter of its fiscal year, to 26.3 
percent from 29.4 percent in the previous quarter. 
The company cited a stronger rupee, higher deprecia- 
tion on buildings and equipment, and accelerated hir- 
ing for the falloff. Yet, despite 15 percent wage in- 
creases in the spring, Infosys Technologies said that it 
expected its profit margins for the fiscal 2007 year to 
be about 28 percent, unchanged from the previous 
year. Infosys Technologies expected revenues to in- 
crease 28 percent to 30 percent in the fiscal 2007 year. 


Custom Application Development 


Infosys Technologies provided customized software so- 
lutions for its clients. The company created new appli- 
cations and enhanced the functionality of its clients’ 
existing software applications. Its projects involved all 
aspects of the software development process, including 
defining requirements, designing, prototyping, pro- 
gramming, module integration and installation of the 
custom application. Infosys Technologies performed 
system design and software coding, and ran pilots pri- 
marily at its global development centers, while transi- 
tion planning, user training and deployment activities 
were performed at the client’s site. The company’s ap- 
plication development services spanned the entire 
range of mainframe, client server and Internet tech- 
nologies. Infosys Technologies’ application develop- 
ment engagements were related to emerging platforms, 
such as Microsoft’s .NET, or open platforms, such as 
Java 2 enterprise edition (J2EE) and Linux. 


Maintenance and Production Support 


Infosys Technologies provided maintenance services 
for its clients’ software systems that covered a range of 
technologies and businesses, and were typically criti- 
cal to a client’s business. The company focused on 
long-term functionality, stability and preventive 
maintenance to avoid problems that typically arise 
from incomplete or short-term solutions. While In- 
fosys Technologies performed the maintenance work 
at its global development centers using secure and re- 
dundant communication links to client’s systems, the 
company also maintained a team at the client’s facility 
to coordinate key interface and support functions. 


Software Re-engineering 


The company’s software re-engineering services assisted 
its clients in converting their existing IT systems to 
newer technologies and platforms developed by third- 
party vendors. Its re-engineering services included 


Web-enabling its clients’ existing legacy systems, data- 
base migration, implementing product upgrades and 
platform migrations, such as mainframe to client 
server and client server to Internet platforms. Infosys 
Technologies’ solution provided an enterprise-wide 
platform for over 50 applications for 10,000 users 
spread across North America, Europe and Asia. 


Package Evaluation and Implementation 


Infosys Technologies assisted its clients in the evalua- 
tion and implementation of software packages, which 
were developed by third-party vendors, and provided 
training and support services in the course of their im- 
plementation. The company specialized in enterprise 
resource planning packages developed by vendors, in- 
cluding Oracle, PeopleSoft, Retek and SAP; supply 
chain management packages developed by vendors, 
including i2, Manugistics and Oracle; customer rela- 
tionship management packages developed by vendors, 
including PeopleSoft (Vantive) and Siebel; business in- 
telligence packages developed by vendors, such as 
Business Objects and Cognos, and enterprise applica- 
tion integration packages developed by vendors like 
IBM and TIBCO. It provided its services in a range of 
industries, such as automotive, beverages, financial 
services, food, healthcare, manufacturing, pharmaceu- 
ticals, retail, technology and telecommunications. 


IT Consulting 


The company provided technical advice in developing 
and recommending appropriate IT architecture, hard- 
ware and software specifications to deliver IT solutions 
designed to meet specific business and computing ob- 
jectives. It offered IT consulting in migration planning, 
institution-wide implementation and overall project 
management involving multiple vendors under a com- 
mon architecture. Infosys technologies also conducted 
IT infrastructure assessment, which included assessing 
its clients’ IT capabilities against existing and future 
business requirements and appropriate technology in- 
frastructure, and technology roadmap development, 
which allowed clients to evaluate emerging technolo- 
gies and develop the standards and methodologies for 
applying those emerging technologies. 


Other Solutions 


Infosys Technologies offered testing services, engineer- 
ing services, business process management, systems in- 
tegration, infrastructure management, and operational 
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and business process consulting. Testing services of- 
fered end-to-end validation solutions and services, in- 
cluding enterprise test management, performance 
benchmarking, test automation and product certifica- 
tion. Its consulting services included strategic and 
competitive analysis to help the clients improve their 
business operations. It also assisted clients in imple- 
menting operational changes to their businesses. The 
company offered engineering services which primarily 
assisted its clients in the manufacturing sector, in their 
new product development process and in managing 
the life cycles of their existing product lines. 

The company’s business process management of- 
fered services to banking industry, insurance and health- 
care industries, and securities and brokerage industry. 
Systems integration developed and delivered solutions 
that enhanced the compatibility between various com- 
ponents of its clients’ IT infrastructure. Infrastructure 
management services included data center management, 
technical support services, application management 
services and process implementation/enhancement 
services. Banking software products included Finacle 
Core Banking, Finacle eChannels, Finacle eCorporate, 
Finacle CRM and Finacle Treasury. The Finacle suite, a 
flexible, scalable and Web-enabled solution, addressed 
banks’ core banking, treasury, wealth management, con- 
sumer and corporate e-banking, mobile banking and 
Web-based cash management requirements. 


Source: Infosys Technologies company Web site and Reuters, Inc. 


ENDNOTES 

1. Ming Tsai joined formally in May but was involved from the start. 

2. Standard & Poor’s Industry Survey, “Computers: Commercial 
Services,” Standard & Poor’s, August 18, 2005, p. 5. 

3. Ibid. 

4. Infosys Technologies started offering ESOPs in 1994 and discon- 
tinued them in 2003. 

5. “The multinational and the global corporation are not the same 
thing. The multinational corporation operates in a number of 
countries, and adjusts its products and practices in each—at 
high relative costs. The global corporation operates with resolute 
constancy—at low relative cost—as if the entire world (or major 
regions of it) were a single entity; it sells the same things in the 
same way everywhere.” Theodore Leavitt, “The Globalization of 
Markets,” Harvard Business Review (May-June 1983), pp. 92-93. 

6. Gartner Research, “Magic Quadrant for Offshore Application 
Services, 2006,” Gartner, Inc., 16 February 2006, p. 9. 

7. Ibid. 

8. A reverse auction (also called “online reverse auction,” “e-sourcing,” 
“sourcing event, or “tender”) is a type of auction in which the 
role of the buyer and seller are reversed. Unlike an ordinary auc- 
tion, where buyers compete for the right to obtain a good, in a re- 
verse auction, sellers compete for the right to provide a good. 
(Wikipedia, The Free Encyclopedia, http://en.wikipedia.org/wiki/ 
Reverse_auction.) 


Blockbuster’s Challenges 
in the Video Rental Industry 


This case was prepared by Gareth R. Jones, Texas A&M University. 


n January 2007, John Antioco, Blockbuster Inc.’s 

CEO, was reflecting on the challenges facing the 
company in the year ahead. The pace of change was 
quickening as Netflix’s online video rental business 
model was proving very robust. And there was a 
growing movement to directly download or stream 
videos using the Internet, which would bypass Block- 
buster’s store. With its nearly 9,000 global stores, 
6,000 in the United States alone, Blockbuster had an 
enviable brand name and enormous marketing clout, 
but how could it best use its resources to keep its 
number 1| place in the movie-rental market and keep 
its revenues and profits growing? What strategies 
needed to be developed to strengthen Blockbuster’s 
business model? 


Blockbuster’s History 


David Cook, the founder of Blockbuster, formed 
David P. Cook & Associates, Inc., in 1978 to offer 
consulting and computer services to the petroleum 
and real estate industries. He created programs to 
analyze and evaluate oil and gas properties and to 
compute oil and gas reserves. When oil prices began 
to decline in 1983 due to the breakdown of the 
OPEC cartel, his business started to decline, and 
Cook began evaluating alternative businesses in 
which he could apply his skills. He decided to exit 


Copyright © 2007 by Gareth R. Jones. This case was prepared by 
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his current business by selling his company and to 
enter the video-rental business based on a concept 
for a “video superstore.” He opened his first super- 
store, called “Blockbuster Video,” in October 1985 
in Dallas. 

Cook developed his idea for a video superstore by 
analyzing the trends in the video industry that were 
occurring at that time. During the 1980s, the number 
of households that owned VCRs was increasing rap- 
idly and, consequently, so were the number of video- 
rental stores set up to serve their needs. In 1983, 
7,000 video-rental stores were in operation, by 1985 
there were 19,000, and by 1986 there were over 
25,000, of which 13,000 were individually owned. 
These “mom-and-pop” video stores generally oper- 
ated for only a limited number of hours, offered 
customers only a limited selection of videos, and 
were often located in out-of-the-way strip shopping 
centers. These small stores often charged a member- 
ship fee in addition to the tape rental charge, and 
generally, customers brought an empty box to the 
video-store clerk who would exchange it for a tape if 
it was available—a procedure that was often time- 
consuming, particularly at peak times such as 
evenings and weekends. 

Cook realized that as VCRs became more wide- 
spread and the number of film titles available steadily 
increased, customers would begin to demand a larger 
and more varied selection of titles from video stores. 
Moreover, they would demand more convenient 
store locations and quicker in-store service than 
mom-and-pop stores could offer. He realized that the 
time was right for the development of the next gener- 
ation of video stores, and he used this opportunity to 
implement his video superstore concept, which is 
still the center of Blockbuster’s strategy. 
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The Video Superstore Concept 


Cook’s superstore concept was based on several com- 
ponents. First, Cook decided that in order to give his 
video superstores a unique identity that would ap- 
peal to customers, the stores should be highly visible 
stand-alone structures, rather than part of a shop- 
ping center. In addition, his superstores were to be 
large—between 3,800 and 10,000 square feet—well 
lit, and brightly colored (for example, each store has 
a bright blue sign with “Blockbuster Video” displayed 
in huge yellow letters). Each store would have ample 
parking and would be located in the vicinity of a 
large urban population to maximize potential expo- 
sure to customers. 

Second, each superstore was to offer a wide vari- 
ety of tapes, such as adventure, children’s, instruc- 
tional, and videogame titles. Believing that movie 
preferences differ in different locations, Cook de- 
cided to have each store offer a different selection of 
between 7,000 and 13,000 film titles organized alpha- 
betically in over thirty categories. New releases were 
arranged alphabetically against the back wall of each 
store to make it easier for customers to make their 
selections. 

Third, believing that many customers, particu- 
larly those with children, wanted to keep tapes for 
longer than a one-day period, he created the concept 
of a three-day rental period for $3. (In 1991, a two- 
evening rental program was implemented, making 
new releases only $2.50 for two evenings during the 
first three weeks after release; after this period, the 
usual $3 for three evenings would apply.) If the tape 
was available, it was behind the cover box. The cus- 
tomer would take the tape to the checkout line and 
hand the cassette and his or her membership card to 
the clerk, who would scan the bar codes on both the 
tape and the card. The customer was then handed the 
tape and told that it was due back by midnight two 
days later. For example, if the tape were rented 
Thursday afternoon, it would be due back Saturday 
at midnight. 

Fourth, Cook’s superstores targeted the largest 
market segments, adults in the eighteen- to forty-nine- 
year-old group, and children in the six- to twelve-year- 
old group. Cook believed that if his stores could attract 
children, then the rest of the family probably would 
follow. Blockbuster carried no X-rated movies, and 
its goal was to be “America’s Family Video Store.” 
New releases were carefully chosen based on reviews 
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and box-office success to maximize their appeal to 
families. 

Finally, believing that customers wanted to 
choose a movie and get out of the store quickly, Cook 
decided that his superstores would offer customers 
the convenience of long operating hours and quick 
service, generally from 10:00 a.M. to midnight seven 
days a week. Members received a plastic identifica- 
tion card that was read by the point-of-sale equip- 
ment that was developed by the company. This sys- 
tem used a laser bar-code scanner to read important 
information from both the rental cassette and the ID 
card. The rental amount was computed by the system 
and due at the time of rental. Movie returns were 
scanned by laser, and any late or rewind fees were 
recorded on the account and automatically recalled 
the next time the member rented a tape. This system 
reduced customer checkout time and increased con- 
venience. In addition, it provided Blockbuster with 
data on customer demographics, cassette rental pat- 
terns, and the number of times each cassette has been 
rented, all of which resulted in a database that in- 
creased in value over time as it grew bigger. 

These five elements of Blockbuster’s approach 
were successful, and customers responded well. Wher- 
ever Blockbuster opened, the local mom-and-pop 
stores usually closed down, unable to compete with 
the number of titles and the quality of service that a 
Blockbuster store could provide. By 1986, Blockbuster 
owned eight stores and had franchised eleven more to 
interested investors who could see the potential of this 
new approach to video rental. Initially, the company 
opened stores in markets with a minimum popula- 
tion of 100,000; franchises were located in Atlanta, 
Chicago, Detroit, Houston, San Antonio, and Phoenix. 
New stores, which cost about $500,000 to $700,000 to 
equip, grossed an average of $70,000 to $80,000 a 
month. 


Early Growth and Expansion 


John Melk, an executive at Waste Management Corp. 
who had invested in a Blockbuster franchise in 
Chicago, was to change the history of the company. In 
February 1987, he contacted H. “Wayne” Huizinga, a 
former Waste Management colleague, to tell him of 
the enormous revenue and profits his franchise was 
making. Huizinga had experience in growing small 
companies in fragmented industries. In 1955, he had 
quit college to manage a three-truck trash-hauling 
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operation; in 1962 he bought his own operation, 
Southern Sanitation. In 1968, Southern Sanitation 
merged with Ace Partnership, Acme Disposal, and 
Atlas Refuse Service to form Waste Management. In 
succeeding years, Huizinga borrowed against Waste 
Management stock to buy over 100 small companies 
that provided such services as auto-parts cleaning, 
dry cleaning, lawn care, and portable-toilet rentals. 
He used their cash flows to purchase yet more firms. 
By the time Huizinga, the vice chairman, resigned in 
1984, Waste Management was a $6 billion Fortune 500 
company and Huizinga was a wealthy man. 

Although Huizinga had a low opinion of video 
retailers, he agreed to visit a Blockbuster store. Ex- 
pecting a dingy store renting X-rated films, he was 
pleasantly surprised to find a brightly lit family video 
supermarket. Detecting the opportunity to take 
Cook’s superstore concept national, Huizinga, Melk, 
and Donald Flynn (another Waste Management ex- 
ecutive) agreed to purchase 33% of Blockbuster from 
Cook for $18.6 million in 1986; they became direc- 
tors at this time. In 1987, CEO David Cook decided 
to take his money and leave Blockbuster to pursue 
another venture at Amtech Corp. With the departure 
of the founder, Huizinga took over as CEO in April 
1987 with the goal of making Blockbuster a national 
company and the industry leader in the video-rental 
market. 


Blockbuster’s Explosive Growth 


Huizinga and his new top management team mapped 
out Blockbuster’s growth strategy, the elements of 
which follow. 


Location 


Store location is a critical issue to a video-rental store, 
and Huizinga moved quickly with Luigi Salvaneschi, a 
marketing guru renowned for selecting retail loca- 
tions for maximum profits, to obtain the best store 
locations in each geographic area that Blockbuster 
expanded into. They developed a “cluster strategy” 
whereby they targeted a particular geographic market, 
such as Dallas, Boston, or Los Angeles, and then 
opened up new stores one at a time until they had satu- 
rated the market. Thus, within a few years, the local 
mom-and-pop stores found themselves surrounded, 
and many, unable to compete with Blockbuster, closed 
down. Video superstores were always located near busy, 
well-traveled routes to establish a broad customer 
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base. The cluster strategy eventually brought Block- 
buster into 133 television markets (the geographic 
area that television reaches), where it reached 75 to 
85% of the U.S. population. 


Marketing 


On the marketing side, Blockbuster’s chief marketing 
officer, Tom Gruber, applied his knowledge of Mc- 
Donald’s family-oriented advertising strategy to 
strengthen Cook’s original vision of the video retail 
business. In 1988, he introduced “Blockbuster Kids” 
to strengthen the company’s position as a family 
video store. This promotion, aimed at the six- to 
twelve-year-old age group, introduced four charac- 
ters and a dog to appeal to Blockbuster’s young cus- 
tomers. To further demonstrate commitment to fam- 
ilies, each store stocked forty titles recommended for 
children and a kids’ clubhouse with televisions and 
toys so that children could amuse themselves while 
their parents browsed for videos. In addition, 
Blockbuster allowed its members to specify what 
rating category of tapes (such as PG or R) could be 
rented through their account. A policy called “Youth- 
Restricted Viewing” forbade R-rated tape rentals to 
children under seventeen. Blockbuster also imple- 
mented the free “Kidprint Program,” through which 
a child’s name, address, and height were recorded on 
a videotape that was given to parents and local police 
for identification purposes. In addition, Blockbuster 
started a program called “America’s Most Important 
Videos Are Free,” which offered free rental of public- 
service tapes about topics such as fire safety and par- 
enting. Finally, to attract customers and to build 
brand recognition, Gruber initiated joint promotions 
between Blockbuster and companies like Domino’s 
Pizza, McDonald’s, and Pepsi-Cola, something it 
continues to do today. 


Operations 


Blockbuster also made great progress on the opera- 
tions side of the business. As discussed earlier, the 
operation of a Blockbuster superstore is designed to 
provide fast checkout and effective inventory man- 
agement. The company designed its point-of-sale 
computer system to make rental and return transac- 
tions easy; this system is available only to company- 
owned and franchised stores. 

Rapid expansion strains a company’s operating 
systems. To support its stores, Blockbuster opened a 
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25,000-square-foot distribution center in 1986 in 
Dallas. The distribution center had the capacity to 
store 200,000 cassettes tapes that were removed 
from the original containers and labeled with secu- 
rity devices affixed to the cassettes. Each videotape 
was then bar-coded and placed into a hard plastic 
rental case. The facility could process the initial in- 
ventory requirement of about 10,000 tapes for up to 
three superstores per day. In addition, Blockbuster 
supplied the equipment and fixtures needed to op- 
erate new stores, such as computer software and 
hardware, shelving, signs, and cash registers. In 
1987, the physical facilities of the distribution cen- 
ter were expanded to double capacity to 400,000 
videocassettes. 

Blockbuster’s growing buying power also gave it 
another operations advantage. As the then largest 
single purchaser of prerecorded videotapes in the 
U.S. market, it was able to negotiate discounts off re- 
tail price. Cassettes were bought at an average of $40 
per tape and rented three nights for $3. Thus, the 
cash investment on “hit” videotapes was recovered in 
forty-five to sixty days, and the investment on non- 
hit titles was regained in two-and-a-half to three 
months. In its early days, Blockbuster was also able to 
use its efficient distribution system to distribute extra 
copies of films declining in popularity to new stores 
where demand was increasing. This ability to transfer 
tapes to where they were most demanded was very 
important because customers wanted new tapes on 
the shelves when they came out. It also allowed the 
company to use its inventory to the best advantage 
and to receive the maximum benefit from each 
videotape. 


Management and Structure 


For Blockbuster, as for any company, rapid growth 
posed the risk of losing control over daily operations 
and allowing costs to escalate. Recognizing this, Block- 
buster established three operating divisions to manage 
the functional activities necessary to retain effective 
control over its operations as it grew. Blockbuster Dis- 
tribution Corp. was created to handle the area licens- 
ing and franchising of new stores, and to service their 
start-up and operation—offering assistance with the 
selection, acquisition, assembling, packaging, invento- 
rying, and distribution of videocassettes, supplies, and 
computer equipment. Blockbuster Management Corp. 
was established to assist with the training of new store 
management, facility location and acquisition, and 
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employee training. Finally, Blockbuster Computer 
Systems Inc. was formed to install, maintain, and sup- 
port the software programs for the inventory and 
point-of-sale equipment. Together these three divi- 
sions provided all the support services necessary to 
manage store expansion. 

Rapid growth also led Blockbuster to oversee 
store operations through a regional and district level 
organizational structure. In 1988, responsibility for 
store development and operations was decentralized 
to the regional level. However, corporate headquar- 
ters was kept fully informed of developments in each 
regional area, and even in each store, through its 
computerized inventory and sales system. For exam- 
ple, Blockbuster’s corporate inventory and point-of- 
sale computer systems tracked sales and inventory in 
each store and each region. The role of regional man- 
agement was to oversee the stores in their regions, 
providing advice and monitoring stores’ perform- 
ance to make sure that they kept up Blockbuster’s 
high standards of operation as its chain of super- 
stores grew. 


New-Store Expansion 


With Blockbuster’s functional-level competencies in 
place, the next step for Huizinga was to begin a rapid 
program of growth and expansion. Huizinga be- 
lieved that expanding rapidly to increase revenue and 
market share was crucial for success in the video- 
rental industry. Under his leadership, Blockbuster 
opened new stores quickly, developed a franchising 
program, and began to acquire competitors to in- 
crease the number of its stores. 

To facilitate rapid expansion, Blockbuster began 
to use its skills in store location, distribution, and 
sales. At first Blockbuster focused on large markets, 
preferring to enter a market with a potential capacity 
for 500 stores—normally a large city. Later, Block- 
buster decided to enter smaller market segments, like 
towns with a minimum of 20,000 people within driv- 
ing distance. All stores were built and operated using 
the superstore concept described earlier. Using the 
services of its three divisions, Blockbuster steadily in- 
creased its number of new-store openings until by 
1993 it owned over 2,500 video stores. 

Blockbuster’s rapid growth was also attributable 
to Huizinga’s skills in making acquisitions. Begin- 
ning in 1986, the company began to acquire many 
smaller regional video chains to gain a significant 
market presence in a city or region. In 1987, for 
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example, the twenty-nine video stores of Movies To 
Go were acquired to expand Blockbuster’s presence 
in the Midwest. Blockbuster then used this acquisi- 
tion as a jumping-off point for opening many more 
stores in the region. Similarly, in 1989, it acquired 
175 video stores from Major Video Corp. and Video 
Library to develop a presence in southern California. 
In 1991, it took over 209 Erol’s Inc. stores to obtain 
the stronghold that Erol’s previously held in the 
Mid-Atlantic states. All acquired stores were made to 
conform to Blockbuster’s standards, and any store 
that could not was closed down. Most acquisitions 
were financed by existing cash flow or by issuing 
new shares of stock rather than taking on new debt. 
These deals reflect Huizinga’s reluctance to borrow 
money. 


Licensing and Franchising 


Recognizing the need to build market share rapidly 
and develop a national brand name, Huizinga also 
recruited top management to put in place his ambi- 
tious franchise program. Franchising, in which the 
franchisee is solely responsible for all financial com- 
mitments connected with opening a new store, al- 
lowed Blockbuster to expand rapidly without incur- 
ring debt. The downside of franchising was that 
Blockbuster had to share profits with the franchise 
owners. When franchising, it is important to main- 
tain consistency in stores. Thus, the franchisees were 
required to operate their stores in the same way as 
company-owned stores and to follow the same store 
format for rental selection and the use of proprietary 
point-of-sale equipment. 

Franchising facilitated the rapid expansion of 
Blockbuster Video. By 1992, the company had over 
1,000 franchised stores as compared to 2,000 com- 
pany-owned stores. However, recognizing the long- 
term profit advantages of owning its own stores, 
Blockbuster began to repurchase attractive territories 
from franchisees. In 1993, the company spent $248 
million to buy the 400 stores of its two largest fran- 
chisees and, with a new store opening every day, by 
the end of 1993, it owned over 2,500 stores. However, 
by the end of 1992, despite its rapid growth, Block- 
buster still controlled only about 15% of the market— 
its 27,000 smaller rivals shared the rest. Conse- 
quently, in 1993, Blockbuster announced plans for a 
new round of store openings and acquisitions that 
would give it a 25 to 30% market share within two or 
three years. 
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The Home-Video Industry 


By 1990, revenues from video rentals exceeded the 
revenues obtained in movie theaters. For example, 
video-rental revenues rose to $11 billion in 1991 
compared to movie theaters’ $4.8 billion. The huge 
growth in industry revenues led to increased compe- 
tition for customers, and, as noted above, 28,000 
video stores operated in the United States in 1990. 

Blockbuster’s rapid growth had put it in a com- 
manding position. In 1990, it had no national com- 
petitor and was the only company operating beyond 
a regional level. The next largest competitor, West 
Coast Video, had only $120 million in 1991 revenues 
while Blockbuster had revenues of $868 million. 
However, Blockbuster faced many competitors at the 
local and regional levels. 


Mature Market 


As the video-rental market matured, the level of com- 
petition in the industry changed. During the 1980s, 
video rentals grew rapidly due to the proliferation of 
VCRs. By 1990, however, 70% of households had 
VCRs, compared to 2% in 1980, and industry growth 
dropped from the previous double digits to 7%. The 
slow growth in VCR ownership and rentals made com- 
petition more severe. To a large degree, competition in 
the video-rental industry was fierce because new com- 
petitors could enter the market with relative ease; the 
only purchase necessary was videotapes. However, un- 
like small video-rental companies, Blockbuster was 
able to negotiate discounts with tape suppliers because 
it bought new releases in such huge volumes. 


New Technology 


One growing problem facing Blockbuster by the early 
1990s was the variety of new ways in which cus- 
tomers could view movies and other kinds of enter- 
tainment. Blockbuster had always felt competition 
both from other sources of movies—such as cable 
TV and movie theaters—and from other forms of 
entertainment—such as bowling, baseball games, 
and outdoor activities. In the 1990s, technology 
began to give customers more ways to watch movies. 
New technological threats included pay-per-view 
(PPV) or video-on-demand (VOD) systems, digital 
compression, and direct broadcast satellites. 
Pay-per-view movies became a major competitive 
threat to video-rental stores. With PPV systems, cable 
customers can call their local cable company and pay 
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a fee to have a scheduled movie, concert, or sporting 
event aired on their television set. In the future, per- 
haps cable customers would be able to call up their 
local “video company” and choose any movie to be 
aired on their televisions for a fee; the cable company 
would make the movies available when customers 
wanted them. Increasingly, telephone companies were 
becoming interested in the potential for pay-for-view 
because the networks of fiber-optic cable they installed 
throughout the country in the 1990s can be used to 
transmit movies as well. Huizinga claimed Blockbuster 
was not overly concerned about PPV systems because 
only one-third of U.S. households have access to PPV, 
and fiber optics were expensive. Also, he claimed 
home-video rental was cheaper than PPV, and new re- 
leases are attained thirty to forty-five days before PPV. 

VOD takes the PPV concept further. Bellcore, the 
research branch of the regional Bell companies, in- 
vented VOD. With this system (still in the develop- 
ment stage for many companies), a customer will use 
an interactive box to select a movie from a list of 
thousands and the choice will be transmitted to an 
“information warehouse” that stores thousands of 
tapes in digital formats. The selected video is then 
routed back to the customer’s house through either 
fiber-optic cable or phone lines. This bypasses the 
local video-rental store because the movies are stored 
digitally on tape at the cable company’s headquarters. 

Movie companies or video stores like Blockbuster 
could function as the information warehouse from 
which the video selections are made; Blockbuster ac- 
tively tried to canvass movie studios to become the 
warehouse so that it could control the VOD market. 
However, it could not put any deal together. The link- 
ing of phone companies with other entertainment 
companies could also become a direct threat, but 
Huizinga believed the local Blockbuster store would 
eventually become the hub of the VOD network. He 
felt that phone companies would prefer to deal with 
Blockbuster than with companies like Time Warner 
or Paramount, which lacked both Blockbuster’s skills 
in video retailing and its established customer base— 
the 30 million customers who make 600 million trips 
per year to the local store. 


Blockbuster’s Emerging Strategies 


In the 1990s, 70% of the world’s VCRs were in coun- 
tries outside the United States, and foreign countries 
accounted for half of total world video-rental revenues. 
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In 1991, the United States was the largest video mar- 
ket with revenues of $11 billion, Japan was second 
with $2.6 billion, followed by the UK with $1.4 billion 
and Canada with $1.2 billion. Blockbuster began to 
expand into international markets in 1989 when it 
saw the opportunity to exploit its marketing expert- 
ise, superstore concept, operating knowledge, finan- 
cial strength, and ability to attract franchisees 
abroad. 

Just as in the United States, Blockbuster started a 
program both to build new video superstores and to 
acquire foreign competitors abroad. Planning to be a 
leader in home entertainment around the world, 
Blockbuster’s objective was to obtain a 25% share of 
international revenue by 1995 and to have 2,000 
stores in international markets by 1996. In 1989, 
stores were opened in Canada and the UK. In 1990, 
Blockbuster opened its first store in Puerto Rico. It 
continued its expansion into the UK, Canada, the 
Virgin Islands, Venezuela, and Spain. Franchise 
agreements were also signed in Japan, Australia, and 
Mexico. 

To expand in the UK in 1992, Blockbuster pur- 
chased Cityvision PLC, the UK’s largest video re- 
tailer, for $81 million cash and 3.9 million shares of 
stock. At this time, Cityvision ran 875 stores in 
Britain and Austria under the name Ritz. Blockbuster 
transformed the Ritz outlets into Blockbuster stores 
and used the chain as a start for further expansion 
into Europe, just as it had taken over large video 
chains in the United States on its way to becoming 
the national leader. Joint ventures were also negoti- 
ated in France, Germany, and Italy. Blockbuster in- 
creased the number of franchise stores in Mexico, 
Chile, Venezuela, and Spain. By 1995, the company 
had over 2,000 stores in nine foreign countries. 

Blockbuster created an international home-video 
division to oversee and manage its expansion into 
foreign markets. Besides having expertise in interna- 
tional operations, marketing, merchandising, prod- 
uct purchasing, distribution, franchising, real estate, 
and field support, this division is proficient at dealing 
with differences in entertainment, language, and 
business culture between different countries and is 
successfully implementing Blockbuster’s domestic 
strategy in its foreign operations. 

Blockbuster became a national video-rental chain 
because of the way it positioned itself in the market 
as a family-oriented store with a wide selection of 
videos, convenient hours and locations, and fast 
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checkout. Blockbuster began to expand its entertain- 
ment concept into several new markets or industries 
such as film entertainment programming and music 
retailing. Also, to increase its revenue, Blockbuster 
made deals to broaden its range of product offerings. 
To enter the entertainment programming, Block- 
buster invested in Spelling Entertainment Group and 
Republic Pictures. Both of these companies have 
large film libraries—a source of inexpensive movies 
for Blockbuster’s retail operations. Blockbuster also 
chose the music retail business as an area into which 
it could expand its entertainment concept. Block- 
buster saw a fit between selling records, cassettes, and 
compact disks and renting or selling videos, so it de- 
cided to employ the same strategy it had used in the 
video-rental market: opening new stores and acquir- 
ing chains of music stores using the revenues from its 
video superstores. Blockbuster agreed to buy Sound 
Warehouse and Music Plus, two record-store chains, 
for $185 million. At the time, Sound Warehouse was 
the seventh largest music retailer and Music Plus was 
the twelfth largest. These two retail chains had a 
total of 236 stores in thirty-five states, primarily in 
California and the South. This acquisition made 
Blockbuster the seventh largest music chain. 


Huizinga Sells Blockbuster to Viacom 


Although Blockbuster, with its rapid growth and 
large positive cash flow, seemed poised to become an 
entertainment powerhouse, Huizinga knew there 
were clouds ahead. The rapid advance in digital tech- 
nology including broadband Internet meant VOD 
was increasingly likely to become a reality. Some ana- 
lysts were suggesting even that Blockbuster was a 
“dinosaur.” At the same time, Huizinga soon found 
out the music retailing industry was highly competi- 
tive and had many more experienced competitors 
than the video-rental industry. Major competitors 
like Sam Goody’s and Tower Records also had plans 
to accelerate the development of their own music 
megastores, and profit margins in music retailing 
were low. Moreover, Wal-Mart began a major push to 
lower the prices of CDs and then VHS tapes, and 
price wars were developing. Moreover, even in the 
video-rental business, entrepreneurs who had 
watched Blockbuster’s rapid growth still believed 
there were opportunities for entry. Chains such as 
Hollywood Video began to expand rapidly, and in- 
creased competition seemed imminent here too. 


Huizinga decided that the time was ripe to sell 
the Blockbuster chain, just as he had sold other 
chains before. His opportunity came when Sumner 
Redstone, chairman of Viacom, become involved in 
an aggressive bidding war to buy Paramount Studios, 
the movie company. Redstone recognized the value 
of Blockbuster’s huge cash flow in helping to fund 
the debt needed to take over Paramount. Ignoring 
the risks involved in taking over Blockbuster, in 1994 
Viacom acquired the company for $8.4 billion in 
stock (further details about the logic behind the ac- 
quisition are found in Case 30 on Viacom), and 
Huizinga cashed in his huge stockholdings. 

Just the next year, in 1995, a tidal wave of prob- 
lems hit the Blockbuster chain. First, a brutal price 
war hit the video-rental industry as new video chain 
start-ups fought to find a niche in major markets to 
get some of the lucrative industry revenues. Second, 
movie studios started to lower the price of tapes, re- 
alizing they could make more money by selling them 
directly to customers rather than letting companies 
like Blockbuster make the money through tape 
rentals. Third, as both Blockbuster’s video and music 
operations expanded, it became obvious that the 
company did not have in hand the materials manage- 
ment and distribution systems needed to manage the 
complex flow of products to its stores. Overhead 
costs started to soar, so that together with declines in 
revenues, the company turned from making a profit 
to a loss. Blockbuster’s cash flow was much less useful 
to Redstone now, burdened as he was by the huge 
debt for Paramount. Blockbuster’s declining per- 
formance led to Viacom’s stock price dropping 
sharply, and Redstone reacted by firing its top man- 
agers and searching for an experienced executive to 
turn the Blockbuster division around. 


Blockbuster, 1996-1998 


To control Blockbuster’s soaring overhead costs, Red- 
stone looked for an executive with experience in low- 
cost merchandising, and in 1996, he pulled off a coup 
by hiring William Fields, the heir apparent to David 
Glass, Wal-Mart’s CEO, and an information systems 
and logistics expert. Fields began planning on a huge 
state-of-the-art distribution facility that would serve 
all Blockbuster’s U.S. stores to replace its outdated fa- 
cility. He also started the development of a new state- 
of-the-art point-of-sale merchandising information 
system that would give Blockbuster real-time feedback 


C202 


on which videos were generating the most money 
and when they should be transferred to stores in 
other regions to make the most use of Blockbuster’s 
stock of videos—its most important physical re- 
source. Third, Fields added more retail merchandise 
to Blockbuster’s product mix, such as candy, comics, 
and audio books. The results of these efforts would 
take a couple of years to bear fruit, however. 

Some analysts believed that by 1997, Redstone, 
recognizing the negative impact of Blockbuster’s op- 
erations on Viacom’s stock price, was trying to cut 
costs to boost short-term profits and “harvest” the 
company so that he could spin off Blockbuster— 
sensing that the troubled division was not going to be 
fixed quickly. Apparently, Fields and Redstone came 
into conflict over what was Blockbuster’s future in 
the Viacom empire. And, with its performance con- 
tinuing to decline in the first quarter of 1997 with a 
drop in profit of 20%, only thirteen months after tak- 
ing over at Blockbuster, Fields resigned in April 1997. 
Viacom’s stock fell to a three-year low. Redstone ar- 
gued that this was absurd because Blockbuster gener- 
ated $3 billion in revenue and $800 in cash flow for 
Viacom in 1996. However, the specter of video-on- 
demand and increased price competition in the 
music and video business made analysts wonder if 
Blockbuster was going to recover. Furthermore, 
Fields was the expert in distribution and logistics. 

Once again, Redstone looked around for an exec- 
utive who could help turn around Blockbuster, and 
in the news was John Antioco, the chief of PepsiCo’s 
Taco Bell restaurants. In just eight months, Antioco, 
by introducing a new menu, new pricing, and new 
store setup, had engineered a 180-degree turnaround 
in Taco Bell’s performance, turning a mounting loss 
into rising profit. Antioco seemed the perfect choice 
as Blockbuster’s CEO. 

After Antioco took the helm, he started to assess 
the situation. The video-rental market was still flat; 
sales of movie videos were soaring as their prices 
came down in outlets such as Wal-Mart. Fields’s 
strategy of enlarging the entertainment product 
lines carried in Blockbuster stores, while it seemed 
like a logical move, had failed as costs continued to 
rise and products had short shelf lives because 
changing fads and fashions made the value of Block- 
buster’s inventory unpredictable. What should be 
Blockbuster’s merchandising mix? And how should 
Antioco manage the purchase and distribution of 
Blockbuster’s biggest ongoing expense, videotapes, 
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to create a value chain that would lead to increased 
profitability? 

Antioco realized he needed to focus on how to re- 
organize Blockbuster’s value chain to simultaneously 
reduce costs and generate more revenues. Block- 
buster’s biggest expense and asset was its inventory of 
videos, so this was the logical place to start. Antioco 
and Redstone examined the way Blockbuster ob- 
tained its movies. It was presently purchasing tapes 
from the big studios—MGM, Disney, and so on—at 
the high price of $65. Because it had to pay this high 
price, it could not purchase enough copies of a par- 
ticular hit movie to satisfy customer demand when 
the movie was released. As a result, customers left un- 
satisfied and revenues were lost. Perhaps there was a 
better way of managing the process for both the 
movie studios and Blockbuster to raise revenues 
from movie tape rental. 

Antioco and Redstone proposed that Blockbuster 
and the movie studios enter into a revenue sharing 
agreement, whereby the movie studios would supply 
Blockbuster with tapes at cost, around $8, which 
would allow it to purchase 800% more copies of a 
single title; Blockbuster would then split rental rev- 
enues with the studios 50/50. The result, they hoped, 
would be that they could “grow the market” for rental 
tapes by 20 to 30% a year; thus both Blockbuster’s 
and the movie studios’ revenues would grow. This 
would also counter the threat from satellite pro- 
gramming, which was taking away all their revenues; 
6 million households were now subscribing to direct 
satellite services. While this deal was being negotiated 
in 1997, video rentals at Blockbuster dropped 4% 
more, and the studios that had been hesitating to 
enter into this radically different kind of sales agree- 
ment came on board. This came at a crucial point for 
Blockbuster, too, since its cash flow continued to 
drop as it faced higher write-off costs for outdated 
tapes. With the new revenue sharing agreement 
signed, however, the profitability of its new business 
model would increase dramatically. (Blockbuster’s 
market share increased from something less than 
30% to over 40% in the next five years, and after a 
few years, the division returned to profitability.) The 
move studios also benefited as their stream of in- 
come increased enormously. 

Antioco’s second major change in strategy was to 
abandon the attempt to transform Blockbuster’s 
stores into more general entertainment outlets to re- 
focus on its core movie-rental business. It abandoned 
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its idea to expand its music chain, and, in October 
1998, it sold its 378 Blockbuster music chains to 
Wherehouse Entertainment for $115 million. 

Nevertheless, all these changes hurt Blockbuster’s 
performance in the short term. In 1998, Viacom an- 
nounced it would record a $437 million charge in the 
second quarter to write down the value of its Block- 
buster tape inventory since it now had to revise the 
accounting method it adopted when it entered the 
new revenue sharing agreement for tapes from Hol- 
lywood studios. These charges wiped out Viacom’s 
profits, and Redstone once again announced that a 
spinoff or initial public offering of Blockbuster was 
likely because the unit was punishing Viacom’s stock 
price and threatening Viacom’s future profitability. 

On the plus side, however, significantly, the rev- 
enue sharing agreement resulted in a sharp increase 
in revenues; same-store video rentals increased by 
13% in 1998. Since rental tapes would now be amor- 
tized over only a three-month period—the time of 
greatest rental sales—not the old six to twenty-six 
months, the new business model seemed poised to fi- 
nally increase cash flows. One good year for Block- 
buster would allow Redstone, who had been increas- 
ingly criticized for his purchase of Blockbuster, to go 
forward with his desire to pursue an “IPO carve out” 
whereby Viacom would sell between 10 and 20% of 
the Blockbuster stock to the public in an IPO to cre- 
ate a public market for the stock and make an even- 
tual spinoff possible. 

By the end of 1998, there were continuing signs of 
recovery. The move to a revenue sharing agreement 
had allowed Blockbuster’s managers to develop 
strategies to increase responsiveness to customers 
that allowed them to pursue their business model in 
a profitable way. With the huge increase in the supply 
of new tapes made possible by the revenue sharing 
agreement, Blockbuster was now able to offer the 
Blockbuster Promise to its customers that their cho- 
sen title would be in stock or “next time, it’s free.” 
Also, lower prices could now be charged for older 
video titles to generate additional revenues without 
threatening profitability. It turned out that the real 
threat to Blockbuster in the 1990s was not from new 
technology like video-on-demand, but the lack of the 
right strategies to keep customers happy—like hav- 
ing the products in stock that they wanted—and a 
failure to understand the important dynamics be- 
hind the value chain, such as revenue sharing, that 
would grow the market. 
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Outside the United States, Blockbuster had been 
increasing the scope of its international operations. 
In 1994, it opened its first stores in Italy and New 
Zealand; in 1995, it entered Israel, Brazil, Peru, 
Colombia, and Thailand; in 1996, Ecuador, Portugal, 
El Salvador, Panama, and Scandinavia, where it pur- 
chased Christianshavn Video In Denmark. In 1996, 
in went into Taiwan and Uruguay; in 1998, it ac- 
quired Video Flick’s stores in Australia; in 1999, it en- 
tered Hong Kong as a gateway to China and opened 
its two-hundredth store in Mexico; and in 2000, it ex- 
panded its operations in Central America to Costa 
Rica and Guatemala. By 2002, it operated almost 
2,600 stores outside the United States. The main ad- 
vantage of its global operations is that it can con- 
stantly distribute copies of tapes that are less in de- 
mand overseas to other countries where they will 
appear as new releases and customers will be willing 
to pay the highest rental prices for them. In turn, the 
tapes will trickle down to other countries so that 
even though revenues might be less, since the cost of 
the tape has already been amortized, operations will 
still be profitable. On the other hand, it can also iden- 
tify foreign-made movies that might attract a large 
U.S. viewing audience as its customers search its 
shelves. 

In 1998, Blockbuster finally opened its 820,000- 
square-foot distribution center in Kinney, Texas; now 
it was in a real position to reduce costs and speed de- 
livery of tapes to locations where they were most in 
demand, and to move them when demand dropped. 
Also in 1998, Blockbuster began to offer “neighbor- 
hood favorites,” a program in which each store 
stocked tapes customized to local tastes. In keeping 
with this differentiation approach, Blockbuster Re- 
wards, its frequent renters program, was developed. 
It is a rewards program designed to keep its cus- 
tomers returning regularly to its stores and seeing the 
changes it has made, with a coupon for a free video 
every month. 


Antioco Transforms Blockbuster, 
1999-2002 


A major turning point for Blockbuster occurred in 
1999. After reestablishing Blockbuster’s business 
model, Antioco orchestrated a successful initial pub- 
lic stock offering in August 1999, It turned out that 
1999 was the first of four consecutive years of same- 
store sales increases as Antioco set about to change 
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the entertainment mix in stores to increase revenues. 
Having gotten rid of music, candy, and comics, a new 
opportunity arose in 1999 with the introduction of 
DVDs, whose high quality suggested that they would 
soon become the next entertainment media of 
choice. DVDs were a natural product-line extension 
for Blockbuster. In 1999, Blockbuster introduced 
DVDs into 3,000 of its stores to assess their promise; 
customer reaction was favorable as sales of DVD 
players and other digital media were soaring. 

It was here that Antioco apparently made a major 
error, for given the success of the video revenue shar- 
ing deal with movie studios, it seemed likely that the 
same kind of deal could be negotiated for DVDs. Re- 
portedly Warner Brothers started the ball rolling by 
offering Blockbuster a DVD revenue sharing deal. 
Antioco turned down the offer, however; one reason 
seems to have been Antioco’s belief that the high 
price of DVDs would deter rental customers from 
buying them. He believed that Blockbuster would 
reap more returns from buying the DVDs themselves 
and then renting them. Another reason was that 
Blockbuster was about to face a lawsuit from inde- 
pendent video retailers, who claimed that the com- 
pany had gained an unfair competitive advantage 
from the sharing agreement; signing a new DVD rev- 
enue sharing agreement might therefore generate 
more potential lawsuits. 

In any event, to test the popularity of DVD 
rentals, in 2000 Blockbuster increased the number of 
DVDs titles it carried because they had much higher 
profit margins than VHS tapes—DVDs rented for a 
couple of dollars more. The result was dramatic: rev- 
enues soared and the pace of change speeded up. In 
2001, Blockbuster abandoned attempts to customize 
tape offerings to local markets and eliminated 25% 
of the company’s less productive VHS tapes in order 
to focus on the booming market for DVD rentals. 
Once again, it took a charge to amortize these tapes, 
but then shipped them to its stores overseas to capi- 
talize on growing global demand for its products. 
The result was that by the end of 2001 the company 
achieved record revenues, strong cash flow, and in- 
creased profitability while it lowered its debt by 
more then $430 million. Since 1997, Antioco had 
grown Blockbuster’s revenues from $3.3 billion to 
over $5 billion and turned free cash flow from a neg- 
ative position to over $250 million for 2001. Its stock 
rose as investors realized that the company now had a 
business model that generated cash. 
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By 2002, it became clear the future was in DVDs. 
Blockbuster announced it was switching even more 
quickly to high-margin DVDs and phasing out even 
more of its VHS and that DVDs would account for 
40% of the chain’s rental inventory. This percentage 
has increased sharply ever since. DVDs swept away 
VHS tapes much as CDs swept away vinyl records. 
DVD rentals increased 115%, and in the spring of 
2002, Blockbuster made $66 million in net income. 


Growing Videogame Market 


Antioco searched for more ways to broaden Block- 
buster’s product line to keep revenues increasing and 
ward off possible future declines from rental rev- 
enues. One answer came at the end of 2001 when Mi- 
crosoft introduced its Xbox videogame console to 
compete with the Sony PlayStation 2 and Nintendo 
GameCube and the robust nature of sales in the 
videogame market became clear—it was a $15 billion 
a year revenue market. Blockbuster decided to carry a 
full lineup of GameCube, Xbox, and PlayStation soft- 
ware and hardware for rental as well as deciding to 
rent and sell videogames in its stores. It also began to 
try to work exclusive deals with game makers for old 
gaming systems and software since there is a huge in- 
stalled base of older-generation videogames. The at- 
traction of this kind of products to customers is that 
they can try any game they want before they are 
forced to pay the high price of buying a game that 
they may not like. Videogames seemed to be a natural 
complementary product line, and in May 2002, 
Blockbuster announced that it wanted to become 
“gamers most comprehensive rental and retail re- 
source.” 

Blockbuster’s new product line was a success, and 
it pushed to double its videogame rentals by 2003. To 
help achieve this goal, in the summer of 2002, Block- 
buster began to offer $19.95 monthly rental service 
for unlimited videogame rentals. This fit well with 
Blockbuster’s family profile since parents could come 
into a store to rent a DVD while their children picked 
up a videogame. 

The company tested a new concept of a 
videogame store-in-store called Game Rush in 2003, 
and its success at attracting new customers, who also 
paid a monthly fee for unlimited videogame rental, 
led to its fast decision to roll the game program out 
to half its stores by 2004. However, all its new initia- 
tives cost between $80 and $100 million marketing 
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dollars, and this, together with the high capital costs 
of maintaining its stores, caused its net income to fall 
despite growing revenues. 


A Blockbuster Performance? 


In June 2003, Blockbuster went to court to confront 
independent video retailers who claimed that Block- 
buster’s VHS revenue sharing agreement that had 
saved the company in 1999 violated antitrust laws by 
discriminating against them since they did not obtain 
preferential price treatment. Independents argued 
that before the revenue sharing deals were negotiated, 
Blockbuster had only 24% of the market while they 
had 55%, but by 2003, Blockbuster’s share had grown 
to 40%. The court ruled that the independents had 
had a similar opportunity to negotiate such revenue 
sharing agreements and dismissed the suit against 
Blockbuster, however. Now the case was over, and as 
DVD rentals soared, Antioco tried to establish a new 
revenue sharing agreement for DVDs with movie stu- 
dios. Antioco argued that raising wholesale prices and 
developing a rental sharing agreement would generate 
the highest long-term returns for both movie studios 
and Blockbuster—but it was too late. 

The main reason was that by 2002 the movie stu- 
dios had began to sell DVDs directly to the general 
public, and they decided to set the wholesale price of 
DVDs relatively low to generate sales. However, sales 
took off, there was an unexpectedly strong customer 
demand to own DVDs and develop a home-movie li- 
brary, and the movie studios were generating billions 
of dollars in DVD sales and they no longer saw the 
need for a middleman like Blockbuster to take a 
major share of DVD sales revenues. 

This came as a major blow to Blockbuster, but 
Antioco tried to make the best of it by becoming a 
major player in the DVD retail market, hoping it 
could generate high DVD sales revenues, in addition 
to its increasing DVD rental revenues. However, he 
was in for a shock because the movie studios were 
obtaining such high revenues from DVD sales they 
were willing to reduce their wholesale prices for 
major low-cost retailers like Wal-Mart and Best Buy 
that could sell millions of copies in their stores. Wal- 
Mart, in particular, began to aggressively discount 
DVDs and sell at prices well below Blockbuster’s; the 
result was that Blockbuster gained a much smaller 
share of the DVD retail market than expected. And, 
because customers were not going to its stores to buy 
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them, it also did not enjoy any spillover from in- 
creased DVD rentals. 

In fact, the boom in DVD sales starting in 2002 
caused a major shift as by 2003 customers spent sig- 
nificantly more on purchasing movies on DVDs and 
tapes than on movie rentals. Thus while Blockbuster’s 
retail sales of movies rose 19% to $12.3 billion, movie 
rentals slipped 3% to $9.9 billion; the result was that 
same-store sales at Blockbuster stores opened for one 
year fell by 6%—a very disappointing result. Al- 
though Blockbuster could claim record revenues and 
profits because of its decision in 2002 and 2003 to 
switch to DVD rentals, revenues also had increased 
because it had opened over 550 new stores in 2003— 
so this was growth without profitability. Moreover, 
things were not so rosy as they might appear because 
a large part of these extra profits had come from ag- 
gressive cost-cutting efforts in its stores throughout 
this period and by a substantial reduction in local and 
national advertising to reduce operating costs—once 
and for all, gains that could not be repeated. 

Blockbuster had to find new ways to increase 
rental revenues and do it quickly. To reduce cus- 
tomers’ incentive to buy DVDs and build up their 
own movie libraries, Blockbuster tested a new mar- 
keting strategy, a monthly fee of $24.99 for unlimited 
DVD rentals in some of its stores. The program was 
successful, and Blockbuster began to roll it out na- 
tionally in 2004 and experiment with variations in 
pricing and number of rentals per visit. As men- 
tioned earlier, it already had a similar program in 
videogame rentals that was performing well. 

In another major move, it announced the end to 
late fees in 2004 as it became clear this was a major 
motivation of customers to buy DVDs and not to rent 
them; also, other forms of movie delivery such as pay- 
per-view were becoming more common, and these 
had no late fees. This was a significant decision be- 
cause late fees were a significant contributor to Block- 
buster’s revenues and profits; indeed, it was estimated 
that late fees accounted for over 35% of Blockbuster’s 
profit! It hoped no late fees would translate into more 
rentals, but this did not happen and put a damper on 
revenue growth in 2004 and 2005. 


The Split from Viacom 


Recall that Viacom had decided to take Blockbuster 
public once again in August 1999 at $15 a share, but it 
maintained an 82% stake in the company. Blockbuster 
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stock traded as high as $30 a share in May 2000, and 
although Viacom originally planned to sell the rest of 
Blockbuster to the public soon after the 1999 stock 
offering, the company decided to retain its stake—in 
part because of the business’s steady cash flow and 
because Viacom became distracted by integrating 
CBS, which it acquired in 2001, into its operations. 
Through its aggressive cost cutting, particularly in 
marketing, Blockbuster continued to perform well fi- 
nancially into 2003 when Blockbuster generated 
22.5% of Viacom’s $19.1 billion in revenue and 12% of 
its $4.4 billion in cash flow. But Blockbuster’s 8% rev- 
enue growth was anemic, and with most of the cost 
cuts already made and the continuing high fixed costs 
of running its stores, it was clear that future revenue 
growth and stock appreciation was going to be chal- 
lenging. Also, the uncertainty concerning how quickly 
home-video and videogame rentals might fall in the 
future because of the growth in broadband technology 
once again began to worry Viacom. So throughout 
2003, Redstone tried, but failed, to find a buyer for Vi- 
acom’s Blockbuster shares while they were on the rise. 
In January 2004 (well before it announced the 
end to late fees), Blockbuster’s stock hit a high of $20. 
Believing that the two companies’ business models 
were now diverging too fast, Viacom announced that 
it would totally spin off its Blockbuster unit by allow- 
ing holders of Viacom shares to swap them for shares 
in Blockbuster. To sweeten the deal, shareholders 
would also receive a substantial once-and-for all divi- 
dend for swapping their Viacom stock for Block- 
buster stock. Enough shareholders took advantage of 
the offer for Viacom to unload its 82% stake, and 
Blockbuster was now spun off as a fully independent 
company. Antioco now had to find a way to increase 
Blockbuster’s revenues and free cash flow, but there 
were still many challenges confronting the company. 


The Growing Use of Broadband 


Since the 1990s, the new technology of PPV or VOD, 
the direct download or streaming of movies to cus- 
tomers over cable, satellite, phone lines, or other forms 
of broadband connection, had been seen as a growing 
threat to Blockbuster’s business model. Essentially, this 
technology would bypass the need for a bricks-and- 
mortar store, and the potential threat of this new tech- 
nology had depressed Blockbuster’s stock for years. 

In 2000, recognizing the growing importance of satel- 
lite programming in PPV delivery, Blockbuster formed 
an alliance with DIRECTTV to provide a co-branded 
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PPV service on DIRECTTV. Blockbuster also became 
a new distribution channel for DIRECTTV; under 
their deal, Blockbuster received a fee for each dish sold, 
a share of future monthly payments, and a share of 
revenues from DIRECTTV customers’ future orders of 
PPV movies that would provide a higher net profit 
than Blockbuster made from each in-store rental and 
so lessen its dependence on video rentals. Antioco 
hoped this alliance would boost Blockbuster’s ambi- 
tion to be the major player in PPV, and at the very 
least, add 5% to Blockbuster’s revenues, enough to 
make a substantial impact on its bottom line. 

In an attempt to maintain its dominant position 
in the movie-rental marketplace and gain more con- 
trol of the content or “entertainment software” end 
of the business, in 2000 Blockbuster announced an 
agreement with MGM to digitally stream and down- 
load recent theatrical releases, films, and television 
programming from the MGM library to Block- 
buster’s website for PPV consumption. It started to 
roll out its “Blockbuster on Demand” PPV, arguing 
that video rentals and PPV could exist side by side. 
Initial testing of the program started at the end of 
2000, and Blockbuster announced it would try to 
form similar agreements with other movie studios. It 
even signed a deal with TiVo, a maker of set-top digi- 
tal recorders, to offer a VOD service through broad- 
band using TiVo’s recorders. TiVo agreed to put 
demonstration kiosks in over 4,000 Blockbusters 
stores to its 65 million customers. However, all these 
moves failed to establish Blockbuster as a major 
player in the PPV delivery market. 

The push toward VOD steadily increased in the 
mid 2000s as new technologies to ensure its fast de- 
livery to customers over broadband connections im- 
proved. In August 2005, for example, five major 
movie studios—Sony, Time Warner, Universal, 
MGM, and Paramount—announced a plan to bypass 
powerful middlemen like Blockbuster and HBO and 
offer their own PPV service directly to customers, al- 
though this service was still not up and running by 
2006. In addition, Disney and Twentieth-Century 
Fox also were planning their own PPV services, and 
in 2006, Disney announced its intention of being the 
hub of the future PPV service and make Blockbuster 
redundant with its new PPV technology that it re- 
portedly is going to roll out in 2007. Also in 2006, 
Amazon.com launched a form of PPV service 
whereby its customers could download a wide range 
of movie content. Its PPV ran into technology 
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glitches including long download times, which it has 
since improved, but it is not clear it has made much 
of an impression in the industry. Also in 2006, Apple 
made a big push into the VOD market with its new 
video iPods; by 2007, Apple had formed two major 
agreements with large media companies Disney and 
Paramount to allow its customers to download both 
TV shows and movies. Analysts believe Apple clearly 
intends to try to establish itself as the primary PPV 
video wholesaler, just as it has become the main 
wholesaler in the music download business. 

PPV buy rates are still relatively low and below 
expectations, however, because cable TV companies 
and phone companies or satellite operators simply 
do not have the Internet bandwidth necessary for fast 
downloads, especially at peak periods such as in the 
evening or on weekends. Also, VOD was conceived as 
a more convenient way to watch movies at home; 
rather than fighting traffic and risking late fees, cus- 
tomers could watch new video releases without leav- 
ing their couches—and without waiting. But the 
process of selecting and downloading a movie is still 
not easy. Movie studios, too, have a policy of not re- 
leasing films for PPV/VOD for at least thirty days 
after they are first released to protect DVD rentals at 
video stores; this generates billions more in revenue 
than home PPV services. 

Nevertheless, by 2007, the threat of new easy-to- 
use digital technology had become an emerging real- 
ity as movie studios and distributors like Amazon 
and Apple fought to become the hub of choice, and it 
was clear by now that although Antioco’s goal, just as 
Huizinga before him, was that Blockbuster should 
provide this pivotal role, it obviously had no special 
technological competencies in the digital PPV media 
arena—no more than movie studios, cable operators, 
satellite providers, and so on. Moreover, in the future, 
all movies could be licensed to any VOD on a nonex- 
clusive basis so each studio would control the pricing 
and availability of its films. Now, as PCs, TVs, and 
even MP3 players like iPod began to converge, the 
potentially huge VOD market would annihilate 
Blockbuster’s niche. By 2006, Blockbuster’s stock had 
dropped to a low of $5. 


The Netflix Battle 


Although the way future broadband PPV service will 
unfold will have major consequences for Blockbuster’s 
business model, in the last few years, Blockbuster has 
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also had to deal with the growing threat from online 
DVD rental services, such as that offered by Netflix, 
which has also cut into its rental business. The emer- 
gence of Netflix in 2003, with its business model of 
using the combination of the Internet and regular 
mail service to rent and deliver DVDs to customers, 
was revolutionary in the movie-rental industry. The 
big appeal of Netflix’s new plan was the promise of 
multiple movie rentals for a single monthly price. 
With Netflix’s most popular plan, subscribers can 
rent an unlimited number of movies for $17.99 a 
month, keeping as many as three DVDs at a time. 
Once they send the movies back, by popping them 
into a postage-paid envelope and dropping them in a 
mailbox, they can immediately get more. The serv- 
ices don’t limit the number of DVDs that can be or- 
dered in any one month. 

Obviously, using the Internet to deliver DVDs to 
customers is a far less expensive way of renting 
DVDs than owning a chain of bricks-and-mortar 
video stores. Apparently Blockbuster was offered 
the chance to buy Netflix in the early 2000s for $100 
million, but Antioco refused; he did not consider 
that this market segment was big enough to be prof- 
itable, given that most movie rentals tend to be spur 
of the moment decisions. He believed few cus- 
tomers would sit down and work out in advance 
which movies to watch. Netflix, however, went to 
work to attract customers, and through massive on- 
line advertising and mailing campaigns, it began to 
attract increasing numbers of customers and be- 
came a real threat. By 2004, Netflix claimed to have 
over 1.4 million customers, and the proven success 
of its business model showed Antioco he had made 
a mistake. 

In 2004, Blockbuster announced it would also 
launch an online DVD rental service, although Anti- 
oco still commented that he thought this segment 
would only ever reach about 3 million customers. 
Blockbuster claimed its new program would be bet- 
ter than Netflix’s because customers who ordered 
DVDs online could then return them to Blockbusters 
stores if they chose. Antioco argued Blockbuster’s 
business model was the best because it was the only 
company able to provide a simultaneous online and 
bricks-and-mortar service that would give customers 
more options and better service. For example, if 
Blockbuster customers returned DVDs to their local 
store, as part of Blockbuster’s “Total Service” plan, they 
would then receive a coupon for a free in-store rental. 
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The point, of course, is that by getting customers into 
its stores, Blockbuster could potentially generate 
more rental, sales, and other kinds of revenues. Also, 
Blockbuster’s hybrid service overcame one of the big 
disadvantages of Netflix for rental customers—the 
inability to get a movie instantly if you suddenly de- 
cide Saturday night you want to rent something. 
Blockbuster’s program allowed for advance planning 
and spontaneous rental. 

Given that Blockbuster has 48 million members, 
an online DVD service may prove a useful way of in- 
creasing future revenues, but in the short run, the 
problem for Blockbuster was that the new service re- 
quired a major financial investment to set up the on- 
line infrastructure and national marketing cam- 
paign. This helped drain Blockbuster’s profits, and its 
stock price fell from $20 a share at the beginning of 
2004 to just $10 share at the beginning of 2005 as in- 
vestors became concerned it could not provide the 
online service in a cost-effective way. Analysts also 
wondered if Netflix had gained the first-mover ad- 
vantage and so would be hard to compete with. To 
make things worse, Wal-Mart, which already sold 
low-priced DVDs to attract customers, started a sim- 
ilar online rental program. 

However, in 2006, Antioco announced that the 
company, after a shaky start, had achieved its year-end 
goal of 2 million subscribers to Total Access. Moreover, 
significant subscriber growth was achieved without 
any broadcast media advertising, except in a handful 
of test markets; in-store and online marketing had 
been the key to Blockbuster’s success. Nevertheless, 
Netflix and Blockbuster were now locked in a vicious 
battle for subscribers, and both companies were 
paying heavily for online ads on major websites such 
as eBay and Yahoo. 

Once again, Antioco argued, because customers 
no longer have to choose between renting online or 
renting in-store, they never need to be without a 
movie, and this would make Blockbuster.com the 
fastest growing online DVD rental service in 2007. 

And, of course, cable TV operators, and then 
movie studios, started PPV services that allowed con- 
sumers to order a movie over the TV or computer to 
watch immediately for $3 or $4. These offerings have 
all the convenience of a video because movies can be 
paused, rewound, or fast-forwarded for as long as 
twenty-four hours after the initial rental and they 
have no late fees. 
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Global Problems 


Blockbuster has over 3,000 stores globally, but it has 
faced challenging problems in recent years in manag- 
ing problems that have arisen in different countries. 
For example, in the UK it has maintained steady ex- 
pansion both into DVDs and videogame rentals, and 
its video store chain is profitable. But in Germany it 
shut down its operations in 2006 because in the 
German rental market, there is no profit without sex 
and violence, which is not part of Blockbuster’s pol- 
icy of stocking only family entertainment and movie 
classics. Similarly, it closed all twenty-four of its 
Hong Kong stores in 2005 because of intense compe- 
tition from pirated DVDs available for sale through- 
out China for a dollar each! Blockbuster had planned 
to use Hong Kong as a gateway to the huge market in 
mainland China, but the availability of pirated low- 
cost movies for sale in China made this impossible. 
Nevertheless, Blockbuster continues to operate in a 
number of markets where video piracy is a big prob- 
lem, including Taiwan, Thailand, and Mexico. 


The Future 


Year 2007 may be a pivotal year in Blockbuster’s his- 
tory as the company tries to position itself for success 
in the quickly changing movie DVD sales and rental 
business. In January 2007, Blockbuster’s stock rose 
when it announced that it would sell its Rhino 
videogame chain, which has ninety-four stores, and 
use the capital to pay down debt and fund its expan- 
sion into online movie rental. Its stock then rose 
sharply a few days later when Antioco announced 
that Blockbuster was contemplating reducing the size 
of its DVD inventory in its stores to focus more of its 
resources on its online business to attract more cus- 
tomers there. 

However, a few days later, Netflix, responding to 
criticism that it was allowing Blockbuster to catch up 
and take its customers, announced a major new in- 
stant movie streaming service to its users’ PCs over 
the Internet that is being offered at no additional 
charge. Netflix expects to introduce the instant view- 
ing system to about 250,000 more subscribers each 
week through June 2007 to ensure its computers can 
cope with the increased demand. The allotted view- 
ing time will be tied to how much customers already 
pay for their DVD rentals. Under Netflix’s most pop- 
ular $17.99 monthly package, subscribers will receive 
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eighteen hours of Internet viewing time. A major 
drawback of the instant viewing system is that it 
works only on PCs and laptops equipped with a high- 
speed Internet connection and Windows; movies 
can’t be watched on cell phones, TVs, or video iPods 
or on Apple Inc.’s operating system. 

Also, new technology has emerged that allows for 
DVDs obtained through the mail or downloaded on- 
line to “self-destruct” within some defined time pe- 
riod, preventing the threat of video piracy. This tech- 
nology is also available for physical DVDs, which also 
self-destruct when the rental time period has ex- 
pired. This is likely to be important because of the 
growth in the number of DVD rental kiosks that have 
appeared in supermarkets and fast-food restaurants 
that allow users to quickly rent a just-released movie. 
Currently, these kiosks charge expensive late fees, but 
with self-destruct technology, they could be seen as a 
convenient way to rent new movies in the future. 

So what future strategies Blockbuster will take 
was unclear in early 2007. Will Blockbuster contem- 
plate closing more and more of its stores if its online 
business model proves more profitable? And if so, 
what will be its mix of mail versus Internet movie de- 
livery, and what kind of PPV technology will it 
adopt? Certainly a virtual business would be a more 
appropriate hub for a complete VOD operation with 
a recognized brand name, but what then would hap- 
pen to its physical stores? Is the combination of 
bricks-and-mortar and online retailing still the ideal 
mix in this market for movie and videogame rentals 
and sales? How quickly movie and video storefronts 
like Apple’s, Amazon.com’s, and Disney’s become 
popular is likely to determine this. Is there a potential 
buyer for the company on the horizon? Could Block- 
buster stores become Apple stores? 

Finally, a new dilemma emerged for the company 
in 2007 when on January 25 Netflix announced it 
ended the fourth quarter with about 6.31 million 
subscribers, compared with a total of 4.18 million at 
the end of 2005. The total also represents 12% 
growth over the third-quarter total of 5.66 million, 
and its revenue climbed to $277.2 million from $193 
million a year earlier. Now, its stock shot up and 
Blockbuster’s plunged. Clearly, Netflix remains a 
major competitor, the fight to dominate the movie- 
rental market and movie and TV program instant 
streaming video service in the future is open, and 
who will win remains to be seen. 
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The Evolution of the Small 


Package Express Delivery 


Industry, 1973-2006 


This case was prepared by Charles W. L. Hill, the University of Washington. 


he small package express delivery industry is that 

segment of the broader postal and cargo indus- 
tries that specializes in rapid (normally one to three 
days) delivery of small packages. It is generally agreed 
that the modern express delivery industry in the 
United States began with Fred Smith’s vision for Federal 
Express Company, which started operations in 1973. 
Federal Express transformed the structure of the exist- 
ing air cargo industry and paved the way for rapid 
growth in the overnight package segment of that in- 
dustry. A further impetus to the industry’s develop- 
ment was the 1977 deregulation of the U.S. air cargo 
industry. This deregulation allowed Federal Express 
(and its emerging competitors) to buy large jets for the 
first time. The story of the industry during the 1980s 
was one of rapid growth and new entry. Between 1982 
and 1989, small package express cargo shipments by 
air in the United States grew at an annual average rate 
of 31%. In contrast, shipments of air freight and air 
mail grew at an annual rate of only 2.7%.! This rapid 
growth attracted new entrants such as United Parcel 
Service (UPS) and Airborne Freight (which operated 
under the name Airborne Express). The entry of UPS 
triggered severe price cutting, which ultimately drove 
some of the weaker competitors out of the market and 
touched off a wave of consolidation in the industry. 

By the mid-1990s, the industry structure had sta- 
bilized with four organizations—Federal Express, 
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UPS, Airborne Express, and the U.S. Postal Service— 
accounting for the vast majority of U.S. express ship- 
ments. During the first half of the 1990s, the small 
package express industry continued to grow at a 
healthy rate, with shipments expanding by slightly 
more than 16% per annum.’ Despite this growth, the 
industry was hit by repeated rounds of price cutting 
as the three big private firms battled to capture major 
accounts. In addition to price cutting, the big three 
also competed vigorously on the basis of technology, 
service offerings, and the global reach of their opera- 
tions. By the late 1990s and early 2000s, however, the 
intensity of price competition in the industry had 
moderated, with a degree of pricing discipline being 
maintained, despite the fact that the growth rate for the 
industry slowed down. Between 1995 and 2000, the in- 
dustry grew at 9.8% per year. In 2001, however, the vol- 
ume of express parcels shipped by air fell by 5.9%, 
partly due to an economic slowdown and partly due 
to the aftereffects of the September 11 terrorist attack 
on the United States. Growth picked up again in 
2002, and estimates suggest that the global market 
for small package express delivery should continue to 
grow by a little over 6% per annum between 2005 and 
2025. Most of that growth, however, is forecasted to 
take place outside of the now mature North American 
market, where the annual growth rate is predicted to 
be 3.8%.' 

In North America, the biggest change to take 
place in the early 2000s was the 2003 entry of DHL 
into the North American market with the acquisition 
of Airborne Express for $1 billion. DHL is itself 
owned by Deutsche Post World Net, formally the 
German post office, which since privatization has 
been rapidly transforming itself into a global express 
mail and logistics operation. Prior to 2003 DHL 
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lacked a strong presence in the all-important U.S. 
market. The acquisition of Airborne has given DHL a 
foothold in the United States. Still, DHL has a very 
long way to go before it can match the dominance of 
UPS and FedEx, particularly in the important air ex- 
press market (see Exhibit 1), although the scale of its 
parent, which in 2005 had revenues of $60 billion, 
suggests that it could use its deep pockets to support 
aggressive expansion in North America. 


The Industry Before FedEx 


In 1973, roughly 1.5 billion tons of freight were 
shipped in the United States. Most of this freight was 
carried by surface transport, with air freight account- 
ing for less than 2% of the total.> While shipment by 
air freight was often quicker than shipment by surface 
freight, the high cost of air freight had kept down de- 
mand. The typical users of air freight at this time were 
suppliers of time-sensitive, high-priced goods, such as 
computer parts and medical instruments, which were 
needed at dispersed locations but which were too ex- 
pensive for their customers to hold as inventory. 

The main cargo carriers in 1973 were major pas- 
senger airlines, which operated several all-cargo 
planes and carried additional cargo in their passenger 
planes, along with a handful of all-cargo airlines such 
as Flying Tiger. From 1973 onward, the passenger air- 
lines moved steadily away from all-cargo planes and 
began to concentrate cargo freight in passenger 
planes. This change was a response to increases in fuel 
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costs, which made the operation of many older cargo 
jets uneconomical. 

With regard to distribution of cargo to and from 
airports, in 1973 about 20% of all air freight was de- 
livered to airports by the shipper and/or picked up by 
the consignee. The bulk of the remaining 80% was ac- 
counted for by three major intermediaries: (1) Air 
Cargo Incorporated, (2) freight forwarders, and (3) the 
US. Postal Service. Air Cargo Incorporated was a 
trucking service, wholly owned by twenty-six air- 
lines, which performed pickup and delivery service 
for the airlines’ direct customers. Freight forwarders 
were trucking carriers who consolidated cargo going 
to the airlines. They purchased cargo space from the 
airlines and retailed this space in small amounts. 
They dealt primarily with small customers, providing 
pickup and delivery services in most cities, either in 
their own trucks or through contract agents. The 
U.S. Postal Service used air service for transportation 
of long-distance letter mail and air parcel post.® 


The Federal Express Concept 


Founded by Fred Smith Jr., Federal Express was incor- 
porated in 1971 and began operations in 1973. At that 
time, a significant proportion of small package air 
freight flew on commercial passenger flights. Smith be- 
lieved that there were major differences between pack- 
ages and passengers, and he was convinced that the two 
had to be treated differently. Most passengers moved 
between major cities and wanted the convenience of 
daytime flights. Cargo shippers preferred nighttime 
service to coincide with late-afternoon pickups and 
next-day delivery. Because small package air freight was 
subservient to the requirements of passengers’ flight 
schedules, it was often difficult for the major airlines to 
achieve next-day delivery of air freight. 

Smith’s aim was to build a system that could 
achieve next-day delivery of small package air freight 
(less than seventy pounds). He set up Federal Express 
with his $8 million family inheritance and $90 million 
in venture capital (the company’s name was changed 
to FedEx in 1998). Federal Express established a hub- 
and-spoke route system, the first airline to do so. The 
hub of the system was Memphis, chosen for its good 
weather conditions, central location, and the fact that 
it was Smith’s hometown. The spokes were regular 
routes between Memphis and shipping facilities at 
public airports in the cities serviced by Federal Express. 
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Every weeknight, aircraft would leave their home 
cities with a load of packages and fly down the spokes 
to Memphis (often with one or two stops on the way). 
At Memphis, all packages were unloaded, sorted by 
destination, and reloaded. The aircraft then returned 
back to their home cities in the early hours of the 
morning. Packages were ferried to and from airports 
by Federal Express couriers driving the company’s 
vans and working to a tight schedule. Thus, from 
door to door, the package was in Federal Express’s 
hands. This system guaranteed that a package picked 
up from a customer in New York at 5 p.m. would reach 
its final destination in Los Angeles (or any other major 
city) by noon the following day. It enabled Federal Ex- 
press to realize economies in sorting and to utilize its 
air cargo capacity efficiently. Federal Express also pio- 
neered the use of standard packaging with an upper 
weight limit of seventy pounds and a maximum 
length plus girth of 108 inches. This standard helped 
Federal Express to gain further efficiencies from 
mechanized sorting at its Memphis hub. Later entrants 
into the industry copied Federal Express’s package 
standards and hub-and-spoke operating system. 

To accomplish overnight delivery, Federal Express 
had to operate its own planes. Restrictive regulations 
enforced by the Civil Aeronautics Board (CAB), how- 
ever, prohibited the company from buying large jet 
aircraft. To get around this restriction, Federal Express 
bought a fleet of twin-engine executive jets, which it 
converted to minifreighters. These planes had a cargo 
capacity of 6,200 pounds, which enabled Federal 
Express to get a license as an air taxi operator. 

After 1973, Federal Express quickly built up volume. 
By 1976, it had an average daily volume of 19,000 pack- 
ages, a fleet of 32 aircraft, 500 delivery vans, and 2,000 
employees, and it had initiated service in 75 cities. After 
three years of posting losses, the company turned in a 
profit of $3.7 million on revenues of $75 million.” How- 
ever, volume had grown so much that Federal Express 
desperately needed to use larger planes to maintain op- 
erating efficiencies. As a result, Smith’s voice was added 
to those calling for Congress to deregulate the airline in- 
dustry and allow greater competition. 


Deregulation and Its Aftermath 

In November 1977, Congress relaxed regulations 
controlling competition in the air cargo industry, one 
year before passenger services were deregulated. This 
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involved a drastic loosening of standards for entry 
into the industry. The old CAB authority of naming 
the carriers that could operate on the various routes 
was changed to the relatively simple authority of de- 
ciding which among candidate carriers was fit, will- 
ing, and able to operate an all-cargo route. In addi- 
tion, CAB controls over pricing were significantly 
reduced. The immediate effect was an increase in 
rates for shipments, particularly minimum- and 
high-weight categories, suggesting that prices had 
been held artificially low by regulation. As a result, 
the average yield (revenue per ton mile) on domestic 
air freight increased 10.6% in 1978 and 11.3% in 
1979." 

Freed from the constraints of regulation, Federal 
Express immediately began to purchase larger jets 
and quickly established itself as a major carrier of 
small package air freight. Despite the increase in 
yields, however, new entry into the air cargo industry 
was limited, at least initially. This was mainly due to 
the high capital requirements involved in establish- 
ing an all-cargo carrier. Indeed, by the end of 1978, 
there were only four major all-cargo carriers serving 
the domestic market: Airlift International, Federal 
Express, Flying Tiger, and Seaboard World Airlines. 
While all of these all-cargo carriers had increased 
their route structure following deregulation, only 
Federal Express specialized in next-day delivery for 
small packages. Demand for a next-day delivery serv- 
ice continued to boom. Industry estimates suggest 
that the small package priority market had grown to 
about 82 million pieces in 1979, up from 43 million 
in 1974. 

At the same time, in response to increasing com- 
petition from the all-cargo carriers, the passenger 
airlines continued their retreat from the all-cargo 
business (originally begun in 1973 as a response to 
high fuel prices). Between 1973 and 1978, there was a 
45% decline in the mileage of all-cargo flights by the 
airlines. This decrease was followed by a 14% decline 
between 1978 and 1979. Instead of all-cargo flights, 
the airlines concentrated their attentions on carrying 
cargo in passenger flights. This practice hurt the 
freight forwarders badly. The freight forwarders had 
long relied on the all-cargo flights of major airlines to 
achieve next-day delivery. Now the freight forwarders 
were being squeezed out of this segment by a lack of 
available lift capacity at the time needed to ensure 
next-day delivery. 
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This problem led to one of the major post- 
deregulation developments in the industry: the ac- 
quisition and operation by freight forwarders of their 
own fleets of aircraft. Between 1979 and 1981, five of 
the six largest freight forwarders became involved in 
this activity. The two largest were Emery Air Freight 
and Airborne Express. Emery operated a fleet of 
sixty-six aircraft at the end of 1979, the majority of 
which were leased from other carriers. In mid-1980, 
this fleet was providing service to approximately 129 
cities, carrying both large-volume shipments and 
small package express. 

Airborne Express acquired its own fleet of aircraft 
in April 1980 with the purchase of Midwest Charter 
Express, an Ohio-based all-cargo airline. In 1981, 
Airborne opened a new hub in Ohio, which became 
the center of its small package express operation. 
This enabled Airborne to provide next-day delivery 
for small packages to 125 cities in the United States.!° 
Other freight forwarders that moved into the 
overnight mail market included Purolator Courier 
and Gelco, both of which offered overnight delivery 
by air on a limited geographic scale. 


Industry Evolution, 1980-1986 
New Products and Industry Growth 


In 1981, Federal Express expanded its role in the 
overnight market with the introduction of an 
overnight letter service, with a limit of two ounces. 
This guaranteed overnight delivery service was set up 
in direct competition with the U.S. Postal Service’s 
Priority Mail. The demand for such a service was il- 
lustrated by its expansion to about 17,000 letters per 
day within its first three months of operation. 

More generally, the focus of the air express indus- 
try was changing from being predominantly a conduit 
for goods to being a distributor of information— 
particularly company documents, letters, contracts, 
drawings, and the like. As a result of the growth in 
demand for information distribution, new product 
offerings such as the overnight letter, and Federal 
Express’s own marketing efforts, the air express in- 
dustry enjoyed high growth during the early 1980s, 
averaging more than 30% per year.!! Indeed, many 
observers attribute most of the growth in the 
overnight delivery business at this time to Federal 
Express’s marketing efforts. According to one indus- 
try participant, “Federal Express pulled off one of the 
greatest marketing scams in the industry by making 
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people believe they absolutely, positively, had to have 


something right away.”!? 


Increasing Price Competition 


Despite rapid growth in demand, competitive inten- 
sity in the industry increased sharply in 1982 follow- 
ing the entry of UPS into the overnight-delivery mar- 
ket. UPS was already by far the largest private package 
transporter in the United States, with an enormous 
ground-oriented distribution network and revenues 
in excess of $4 billion per year. In addition, for a long 
time, UPS had offered a second-day air service for 
priority packages, primarily by using the planes of all- 
cargo and passenger airlines. In 1982, UPS acquired a 
fleet of twenty-four used Boeing 727-100s and added 
four DC-8 freighters from Flying Tiger. These pur- 
chases allowed UPS to introduce next-day air service 
in September 1982—at roughly half the price Federal 
Express was charging at the time.!? 

Federal Express countered almost immediately by 
announcing that it would institute 10:30 A.M. priority 
overnight delivery (at a cost to the company of $18 
million). None of the other carriers followed suit, 
however, reasoning that most of their customers are 
usually busy or in meetings during the morning 
hours, so delivery before noon was not really that im- 
portant. Instead, by March 1983, most of the major 
carriers in the market (including Federal Express) 
were offering their high-volume customers contract 
rates that matched the UPS price structure. Then 
three new services introduced by Purolator, Emery, 
and Gelco Courier pushed prices even lower. A com- 
petitive free-for-all followed, with constant price 
changes and volume discounts being offered by all 
industry participants. These developments hit the 
profit margins of the express carriers. Between 1983 
and 1984, Federal Express saw its average revenue per 
package fall nearly 14%, while Emery saw a 15% de- 
cline in its yield on small shipments.'* 

Beginning around this time, customers began to 
group together and negotiate for lower prices. For ex- 
ample, Xerox set up accounts with Purolator and 
Emery that covered not only Xerox’s express pack- 
ages but also those of fifty other companies, includ- 
ing Mayflower Corp., the moving company, and the 
Chicago Board of Trade. By negotiating as a group, 
these companies could achieve prices as much as 
60% lower than those they could get on their own.!> 

The main beneficiary of the price war was UPS, 
which by 1985 had gained the number 2 spot in the 
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industry, with 15% of the market. Federal Express, 
meanwhile, had seen its market share slip to 37% 
from about 45% two years earlier. The other four 
major players in the industry at this time were Emery 
Air Freight (14% of market share), Purolator (10% of 
market share), Airborne Express (8% of market 
share), and the U.S. Postal Service (8% of market 
share).!© The survival of all four of these carriers in 
the air express business was in question by 1986. 
Emery, Purolator, and the U.S. Postal Service were all 
reporting losses on their air express business, while 
Airborne had seen its profits slump 66% in the first 
quarter of 1986 and now had razor-thin margins. 


Industry Evolution, 1987-1996 
Industry Consolidation 


A slowdown in the growth rate of the air express 
business due to increasing geographic saturation and 
inroads made by electronic transmission (primarily 
fax machines) stimulated further price discounting 
in 1987 and early 1988. Predictably, this discounting 
created problems for the weakest companies in the 
industry. The first to go was Purolator Courier, which 
had lost $65 million during 1985 and 1986. Purolator’s 
problems stemmed from a failure to install an ade- 
quate computer system. The company was unable to 
track shipments, a crucial asset in this industry, and 
some of Purolator’s best corporate customers were 
billed 120 days late.!” In 1987, Purolator agreed to be 
acquired by Emery. Emery was unable to effect a sat- 
isfactory integration of Purolator, and it sustained 
large losses in 1988 and early 1989. 

Consolidated Freightways was a major trucking 
company and parent of CF Air Freight, the third largest 
heavy shipment specialist in the United States. In April 
1989, Consolidated Freightways acquired Emery for 
$478 million. However, its shipment specialist, CF Air 
Freight, soon found itself struggling to cope with 
Emery’s problems. In its first eleven months with CF, 
Emery lost $100 million. One of the main problems 
was Emery’s billing and tracking system, described as a 
“rat’s nest” of conflicting tariff schedules, which caused 
overbilling of customers and made tracking packages 
en route a major chore. In addition, CF enraged corpo- 
rate customers by trying to add a “fuel surcharge” of 4 
to 7% to prices in early 1989. Competitors held the line 
on prices and picked up business from CF/Emery.!® 

As a result of the decline of the CF/Emery/Purolator 
combination, the other firms in the industry were 
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able to pick up market share. By 1994, industry esti- 
mates suggested that Federal Express accounted for 
35% of domestic air freight and air express industry 
revenues; UPS had 26%; Airborne Express was third 
with 9%; and Emery and the U.S. Postal Service each 
held onto 4% of the market. The remainder of the 
market was split among numerous small cargo carriers 
and several combination carriers, such as Evergreen 
International and Atlas Air. (Combination carriers 
specialize mostly in heavy freight but do carry some 
express mail.)!° 

The other major acquisition in the industry dur- 
ing this time was the purchase of Flying Tiger by Fed- 
eral Express for $880 million in December 1988. Al- 
though Flying Tiger had some air express operations 
in the United States, its primary strength was as a 
heavy cargo carrier with a global route structure. The 
acquisition was part of Federal Express’s goal of be- 
coming a major player in the international air ex- 
press market. However, the acquisition had its prob- 
lems. Many of Flying Tiger’s biggest customers, 
including UPS and Airborne Express, were Federal 
Express’s competitors in the domestic market. These 
companies had long paid Tiger to carry packages to 
those countries where they had no landing rights. It 
seemed unlikely that these companies would con- 
tinue to give international business to their biggest 
domestic competitor. Additional problems arose in 
the process of trying to integrate the two operations. 
These problems included the scheduling of aircraft 
and pilots, the servicing of Tiger’s fleet, and the 
merging of Federal’s nonunionized pilots with 
Tiger’s unionized pilots.”° 

During the late 1980s and early 1990s, there were 
also hints of further consolidations. TNT Ltd., a large 
Australian-based air cargo operation with a global 
network, made an unsuccessful attempt to acquire 
Airborne Express in 1986. TNT’s bid was frustrated by 
opposition from Airborne and by the difficulties in- 
herent in getting around U.S. law, which currently limits 
foreign firms from having more than a 25-percent 
stake in US. airlines. In addition, DHL Airways, the 
U.S. subsidiary of DHL International, was reportedly 
attempting to enlarge its presence in the United 
States and was on the lookout for an acquisition.”! 


Pricing Trends 


In October 1988, UPS offered new discounts to high- 
volume customers in domestic markets. For the first 
time since 1983, competitors declined to match the cuts. 
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Then in January 1989, UPS announced a price increase 
of 5% for next-day air service, its first price increase in 
nearly six years. Federal Express, Airborne, and Con- 
solidated Freightways all followed suit with moderate 
increases. Additional rate increases of 5.9% on next- 
day air letters were announced by UPS in February 
1990. Federal Express followed suit in April, and 
Airborne also implemented selective price hikes on 
noncontract business of 5%, or 50 cents, per package 
on packages up to twenty pounds. 

Just as prices were stabilizing, however, the 
1990-1991 recession came along. For the first time in 
the history of the U.S. air express industry, there was 
a decline in year-on-year shipments, with express 
freight falling from 4,455 million ton miles in 1989 to 
4,403 million ton miles in 1990. This decline trig- 
gered off another round of competitive price cuts, 
and yields plummeted. Although demand rebounded 
strongly, repeated attempts to raise prices in 1992, 
1993, and 1994 simply did not stick.?? 

Much of the price cutting was focused on large 
corporate accounts, which by this time accounted for 
75% by volume of express mail shipments. For exam- 
ple, as a result of deep price discounting in 1994, UPS 
was able to lure home shopping programmer QVC 
and computer mail-order company Gateway 2000 
away from Federal Express. At about the same time, 
however, Federal Express used discounting to capture 
retailer Williams-Sonoma away from UPS.?> This 
prolonged period of price discounting depressed 
profit margins and contributed to losses at all three 
major carriers during the early 1990s. Bolstered by a 
strong economy, prices finally began to stabilize dur- 
ing late 1995, when price increases announced by 
UPS were followed by similar announcements at 
Federal Express and Airborne.*4 


Product Trends 


Second-Day Delivery Having seen a slowdown in the 
growth rate of the next-day document delivery busi- 
ness during the early 1990s, the major operators in the 
air express business began to look for new product op- 
portunities to sustain their growth and margins. One 
trend was a move into the second-day delivery market, 
or deferred services, as it is called in the industry. The 
move toward second-day delivery was started by 
Airborne Express in 1991, and it was soon imitated 
by its major competitors. Second-day delivery com- 
mands a substantially lower price point than next- 


SECTION A _ Business Level Cases: Domestic and Global 


day delivery. In 1994, Federal Express made an aver- 
age of $9.23 on second-day deliveries, compared to 
$16.37 on priority overnight service. The express mail 
operators see deferred services as a way to utilize ex- 
cess capacity at the margin, thereby boosting revenues 
and profits. Since many second-day packages can be 
shipped on the ground, the cost of second-day delivery 
can more than compensate for the lower price. 

In some ways, however, the service has been almost 
too successful. During the mid-1990s, the growth rate 
for deferred services was significantly higher than for 
priority overnight mail because many corporations 
came to the realization that they could live with a sec- 
ond-day service. At Airborne Express, for example, 
second-day delivery accounted for 42% of total vol- 
ume in 1996, up from 37% in 1995,?° 


Premium Services Another development was a move 
toward a premium service. In 1994, UPS introduced 
its Early AM service, which guaranteed delivery of 
packages and letters by 8:30 a.m. in select cities. UPS 
tailored Early AM toward a range of businesses that 
needed documents or materials before the start of 
the business day, including hospitals, who were ex- 
pected to use the service to ship critical drugs and 
medical devices; architects, who needed to have their 
blueprints sent to a construction site; and salespeo- 
ple. Although demand for the service was predicted 
to be light, the premium price made for high profit 
margins. In 1994, UPS’s price for a letter delivered at 
10:30 a.m. was $10.75, while it charged $40 for an 
equivalent Early AM delivery. UPS believed that it 
could provide the service at little extra cost because 
most of its planes arrived in their destination cities 
by 7:30 a.m. Federal Express and Airborne initially 
declined to follow UPS’s lead.”° 


Logistics Services Another development of some note 
was the move by all major operators into third-party 
logistics services. Since the latter half of the 1980s, 
more and more companies have been relying on air 
express operations as part of their just-in-time in- 
ventory control systems. As a result, the content of 
packages carried by air express operators has been 
moving away from letters and documents and toward 
high-value, low-weight products. By 1994, less than 
20% of Federal Express’s revenues came from docu- 
ments.?’ To take advantage of this trend, all of the 
major operators have been moving into logistics serv- 
ices that are designed to assist business customers in 
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their warehousing, distribution, and assembly opera- 
tions. The emphasis of this business is on helping 
their customers reduce the time involved in their pro- 
duction cycles and gain distribution efficiencies. 

In the late 1980s, Federal Express set up a Busi- 
ness Logistics Services (BLS) division. The new divi- 
sion evolved from Federal Express’s Parts Bank. The 
Parts Bank stores critical inventory for clients, most 
of whom are based in the high-tech electronics and 
medical industries. On request, Federal Express ships 
this inventory to its client’s customers. The service 
saves clients from having to invest in their own distri- 
bution systems. It also allows their clients to achieve 
economies of scale by making large production runs 
and then storing the inventory at the Parts Bank. 

The BLS division has expanded this service to in- 
clude some assembly operations and customs bro- 
kerage and to assist in achieving just-in-time manu- 
facturing. Thus, for example, one U.S. computer 
company relies on BLS to deliver electronic sub- 
assemblies from the Far East as a key part of its just- 
in-time system. Federal Express brings the products 
to the United States on its aircraft, clears them 
through customs with the help of a broker, and man- 
ages truck transportation to the customer’s dock. 

UPS moved into the logistics business in 1993 
when it established UPS Worldwide Logistics, which 
it positioned as a third-party provider of global supply- 
chain management solutions, including transporta- 
tion management, warehouse operations, inventory 
management, documentation for import and export, 
network optimization, and reverse logistics. UPS’s lo- 
gistics business is based at its Louisville, Kentucky, 
hub. In 1995, the company announced that it would 
invest $75 million to expand the scope of this facility, 
bringing total employment in the facility to 2,200 by 
the end of 1998.78 

Airborne Express also made a significant push 
into this business. Several of Airborne’s corporate ac- 
counts utilize a warehousing service called Stock Ex- 
change. As with Federal Express’s Parts Bank, clients 
warehouse critical inventory at Airborne’s hub in 
Wilmington, Ohio, and then ship those items on re- 
quest to their customers. In addition, Airborne set up a 
commerce park on 1,000 acres around its Wilmington 
hub. The park was geared toward companies that 
wanted to outsource logistics to Airborne and could 
gain special advantages by locating at the company’s 
hub. Not the least of these advantages is the ability to 
make shipping decisions as late as 2 a.m. Eastern time. 
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Information Systems 


Since the late 1980s, the major U.S. air express carri- 
ers have devoted more and more attention to com- 
peting on the basis of information technology. The 
ability to track a package as it moves through an op- 
erator’s delivery network has always been an impor- 
tant aspect of competition in an industry where reli- 
ability is so highly valued. Thus, all the major players 
in the industry have invested heavily in bar-code 
technology, scanners, and computerized tracking sys- 
tems. UPS, Federal Express, and Airborne have also 
all invested in Internet-based technology that allows 
customers to schedule pickups, print shipping labels, 
and track deliveries online. 


Globalization 


Perhaps the most important development for the 
long-run future of the industry has been the increas- 
ing globalization of the airfreight industry. The com- 
bination of a healthy U.S. economy, strong and ex- 
panding East Asian economies, and the move toward 
closer economic integration in western Europe all 
offer opportunities for growth in the international air 
cargo business. The increasing globalization of com- 
panies in a whole range of industries from electronics 
to autos, and from fast food to clothing, is beginning 
to dictate that the air express operators follow suit. 

Global manufacturers want to keep inventories at 
a minimum and deliver just in time as a way of keep- 
ing down costs and fine-tuning production, which 
requires speedy supply routes. Thus, some electronics 
companies will manufacture key components in one 
location, ship them by air to another for final assem- 
bly, and then deliver them by air to a third location 
for sale. This setup is particularly convenient for in- 
dustries producing small high-value items (for exam- 
ple, electronics, medical equipment, and computer 
software) that can be economically transported by air 
and for whom just-in-time inventory systems are 
crucial for keeping down costs. It is also true in the 
fashion industry, where timing is crucial. For exam- 
ple, the clothing chain The Limited manufactures 
clothes in Hong Kong and then ships them by air to 
the United States to keep from missing out on fashion 
trends.?? In addition, an increasing number of 
wholesalers are beginning to turn to international air 
express as a way of meeting delivery deadlines. 

The emergence of integrated global corporations 
is also increasing the demand for the global shipment 
of contracts, confidential papers, computer printouts, 
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and other documents that are too confidential for In- 
ternet transmission or that require real signatures. 
Major U.S. corporations are increasingly demanding 
the same kind of service that they receive from air ex- 
press operators within the United States for their far- 
flung global operations. 

As a consequence of these trends, rapid growth is 
predicted in the global arena. According to forecasts, 
the market for international air express is expected to 
grow at approximately 18% annually from 1996 to 
2016.*° Faced with an increasingly mature market at 
home, the race is on among the major air cargo oper- 
ators to build global air and ground transportation 
networks that will enable them to deliver goods and 
documents between any two points on the globe 
within forty-eight hours. 

The company with the most extensive interna- 
tional operations by the mid-1990s was DHL. In 
1995, DHL enjoyed a 44% share of the worldwide 
market for international air express services (see 
Exhibit 2).°! Started in California in 1969 and now 
based in Brussels, DHL is smaller than many of its 
rivals, but it has managed to capture as much as an 
80% share in some markets, such as documents leav- 
ing Japan, by concentrating solely on international 
air express. The strength of DHL was enhanced in 
mid-1992 when Lufthansa, Japan Airlines, and the 
Japanese trading company Nisho Iwai announced 
that they intended to invest as much as $500 million 
for a 57.5% stake in DHL. Although Lufthansa and 
Japan Airlines are primarily known for their passen- 
ger flights, they are also among the top five airfreight 
haulers in the world, both because they carry cargo 
in the holds of their passenger flights and because 
they each have a fleet of all-cargo aircraft.*# 


EXHIBIT 2 
International Air Express Market Shares, 1995 


Market Share 


Company 


DHL International 
Federal Express 
UPS 

TNT 

Others 


Source: Standard & Poor's, “Aerospace and Air Transport,” 
Industry Surveys, February 1996. 


SECTION A _ Business Level Cases: Domestic and Global 


TNT Ltd., a $6 billion Australian conglomerate, 
is another big player in the international air express 
market, with courier services from 184 countries 
as well as package express and mail services. In 1995, 
its share of the international air express market was 
12%, down from 18% in 1990.°9 

Among U.S. carriers, Federal Express was first in 
the race to build a global air express network. Be- 
tween 1984 and 1989, Federal Express purchased sev- 
enteen other companies worldwide in an attempt to 
build its global distribution capabilities, culminating 
in the $880 million purchase of Flying Tiger. The 
main asset of Flying Tiger was not so much its air- 
craft but its landing rights overseas. The Flying Tiger 
acquisition gave Federal Express service to 103 coun- 
tries, a combined fleet of 328 aircraft, and revenues 
of $5.2 billion in fiscal year 1989.54 

However, Federal Express has had to suffer 
through years of losses in its international operations. 
Start-up costs were heavy, due in part to the enormous 
capital investments required to build an integrated air 
and ground network worldwide. Between 1985 and 
1992, Federal Express spent $2.5 billion to build an 
international presence. Faced also with heavy compe- 
tition, Federal Express found it difficult to generate 
the international volume required to fly its planes 
above the breakeven point on many international 
routes. Because the demand for outbound service 
from the United States is greater than the demand for 
inbound service, planes that left New York full often 
returned half empty. 

Trade barriers have also proved very damaging to 
the bottom line. Customs regulations require a great 
deal of expensive and time-consuming labor, such as 
checking paperwork and rating package contents for 
duties. These regulations obviously inhibit the ability 
of international air cargo carriers to effect express 
delivery. Federal Express has been particularly irri- 
tated by Japanese requirements that each inbound 
envelope be opened and searched for pornography, a 
practice that seems designed to slow down the com- 
pany’s growth rate in the Japanese market. 

Federal Express has also found it extremely difficult 
to get landing rights in many markets. For example, 
it took three years to get permission from Japan to 
make four flights per week from Memphis to Tokyo, 
a key link in the overseas system. Then, in 1988, just 
three days before the service was due to begin, the 
Japanese notified Federal Express that no packages 
weighing more than seventy pounds could pass 
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through Tokyo. To make matters worse, until 1995 
Japan limited Federal Express’s ability to fly on from 
Tokyo and Osaka to other locations in Asia. The 
Japanese claimed, with some justification, that due to 
government regulations, the U.S. air traffic market is 
difficult for foreign carriers to enter, so they see no 
urgency to help Federal Express build a market pres- 
ence in Japan and elsewhere in Asia.*° 

After heavy financial losses, Federal Express 
abruptly shifted its international strategy in 1992, 
selling off its expensive European ground network to 
local carriers to concentrate on intercontinental de- 
liveries. Under the strategy, Federal Express relies on 
a network of local partners to deliver its packages. 
Also, Federal Express entered into an alliance with 
TNT to share space on Federal Express’s daily trans- 
Atlantic flights. Under the agreement, TNT flies 
packages from its hub in Cologne, Germany, to 
Britain, where they are loaded onto Federal Express’s 
daily New York flight.*° 

UPS has also built up an international presence. In 
1988, UPS bought eight smaller European airfreight 
companies and Hong Kong’s Asian Courier Service, 
and it announced air service and ground delivery in 
175 countries and territories. However, it has not been 
all smooth sailing for UPS either. UPS had been using 
Flying Tiger for its Pacific shipments. The acquisition 
of Flying Tiger by Federal Express left UPS in the diffi- 
cult situation of shipping its parcels on a competitor’s 
plane. UPS was concerned that its shipments would be 
pushed to the back of the aircraft. Since there were few 
alternative carriers, UPS pushed for authority to run 
an all-cargo route to Tokyo, but approval was slow in 
coming. “Beyond rights” to carry cargo from Tokyo to 
further destinations (such as Singapore and Hong 
Kong) were also difficult to gain. 

In March 1996, UPS sidestepped years of frustra- 
tions associated with building an Asian hub in Tokyo 
by announcing that it would invest $400 million in a 
Taiwan hub, which would henceforth be the central 
node in its Asian network. The decision to invest in an 
Asian hub followed closely on the heels of a 1995 de- 
cision by UPS to invest $1.1 billion to build a ground 
network in Europe. In September 1996, UPS went one 
step further toward building an international air 
express service when it announced that it would start 
a pan-European next-day delivery service for small 
packages. UPS hoped that these moves would push 
the international operations of the carrier into the 
black after eight years of losses.°” 
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Industry Evolution, 1997-2006 
Pricing Trends 


The industry continued to grow at a solid rate 
through 2000, which helped to establish a stable 
pricing environment. In 2001, things took a turn for 
the worse, with recessionary conditions in the 
United States triggering a 7.6% decline in the num- 
ber of domestic packages shipped by air. Even 
though the economy started to rebound in 2002, 
growth remained sluggish by historic comparison, 
averaging only 4% per annum.°® Despite this, pric- 
ing discipline remained solid. Unlike the recession in 
1990-1991, there was no price war in 2001-2002. In- 
deed, in early 2002, UPS pushed through a 3.5% in- 
crease in prices, which was quickly followed by the 
other carriers. The carriers were able to continue to 
raise prices, at least in line with inflation, through to 
2006. They were also successful in tacking on a fuel 
surcharge to the cost of packages to make up for 
sharply higher fuel costs in 2001, and again during 
2005 and 2006.*? During 2002-2006, the average 
revenue per package at both UPS and FedEx in- 
creased as more customers opted for expedited ship- 
ments and as both carriers shipped high proportions 
of heavier packages.*° 


Continuing Growth of Logistics 


During 1997-2006, all players continued to build 
their logistics services. During the 2000s, UPS was 
much more aggressive in this area than FedEx. By 
2006, UPS’s logistics business had revenues of over 
$6 billion. UPS was reportedly stealing share from 
FedEx in this area. FedEx reportedly decided to stay 
more focused on the small package delivery business 
(although it continues to have a logistics business). 
Most analysts expected logistics services to continue 
to be a growth area. Outside of the North American 
market, DHL emerged as the world’s largest provider 
of logistics services, particularly following its 2006 
acquisition of Britain’s Exel, a large global logistics 
business. 

Despite the push of DHL and UPS into the global 
logistics business, the market remains very fragmented. 
According to one estimate, DHL, now the world’s 
largest logistics company, has a 5.5% share of the 
global market in contract logistics, UPS has a 3% 
share, and TNT has a 2.2% share.*! The total global 
market for contract logistics was estimated to be 
worth over $200 billion in 2005. In 2006, TNT sold 
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its logistics business to Apollo Management LP for 
$1.88 billion so that it could focus more on its small 
package delivery business. 


Expanding Ground Network 


In the late 1990s and early 2000s, all the main carriers 
began supplementing their air networks with extensive 
ground networks and ground hubs to ship packages 
overnight. With more customers moving from 
overnight mail to deferred services, such as second-day 
delivery, this shift in emphasis became a necessity. 
Demand for deferred services held up reasonably 
well during 2001, even as demand for overnight 
packages slumped. Prices for deferred and ground 
services were considerably lower than were prices for 
air services, but so were the costs. 

UPS has been the most aggressive in building 
ground delivery capabilities (of course, it already 
had extensive ground capabilities before its move 
into the air). In 1999, UPS decided to integrate 
overnight delivery into its huge ground transporta- 
tion network. The company spent about $700 mil- 
lion to strengthen its ground delivery network by 
setting up regional ground hubs. By doing so, it 
found it could ship packages overnight on the 
ground within a 500-mile radius. Because ground 
shipments are cheaper than air shipments, the result 
was a significant cost savings for UPS. The company 
also deferred delivery of about 123 aircraft that were 
on order, reasoning that they would not be needed 
as quickly because more of UPS’s overnight business 
was moved to the ground.*” 

FedEx entered the ground transportation market 
in 1998 with its acquisition of Caliber Systems for 
$500 million. This was followed by further acquisi- 
tions in 2001 and 2006 of significant U.S. trucking 
companies, including the 2006 acquisition of 
Watkins Motor Lines, a provider of long-haul truck- 
ing services in the United States with sales of around 
$1 billion. Watkins was rebranded as FedEx National 
LTL. By 2002, FedEx was able to provide ground 
service to all U.S. homes, giving it a similar capability 
to UPS. 

In addition, FedEx struck a deal in 2001 with the 
U.S. Postal Service (USPS), under which FedEx would 
provide airport-to-airport transportation for 250,000 
pounds of USPS Express Mail packages nightly and 
about 3 million pounds of USPS Priority Mail packages. 
The Priority Mail would be moved on FedEx planes 


SECTION A _ Business Level Cases: Domestic and Global 


that normally sit idle during the day. The deal was re- 
portedly worth $7 billion in additional revenues to 
FedEx over the seven-year term of the agreement. In 
addition, FedEx was expected to reap cost savings 
from the better utilization of its lift capacity. 


Bundling 


Another industrywide trend has been a move toward 
selling various product offerings—including air deliv- 
ery, ground package offerings, and logistics services— 
to business customers as a bundle. The basic idea be- 
hind bundling is to offer complementary products at 
a bundled price that is less than would have been the 
case if each item had been purchased separately. Yet 
again, UPS has been the most aggressive in offering 
bundled services to corporate clients. UPS is clearly 
aiming to set itself up as a one-stop shop offering a 
broad array of transportation solutions to cus- 
tomers. FedEx has also made moves in this area. Air- 
borne Express started to bundle its product offerings 
in mid-2001.4 


Retail Presence 


In 2001, UPS purchased Mail Boxes Etc. for $185 mil- 
lion. Mail Boxes Etc. had 4,300 franchisees, most in the 
United States, who operated small retail packaging, 
printing, and copying stores. At the time, Mail Boxes 
Etc. was shipping some 40 million packages a year, 
around 12 million of which were via UPS. UPS stated 
that it would continue to allow the Mail Boxes stores to 
ship packages for other carriers. In 2003, the stores were 
rebranded as the UPS Store. While some franchisees ob- 
jected to this move, the vast majority ultimately 
switched to the new brand.*° In addition to the fran- 
chise stores, UPS has also begun to open wholly owned 
UPS stores, not just in the United States, but also inter- 
nationally, and by 2006 had _ 5,600 outlets. In addition to 
the UPS Store, UPS put UPS Centers in office supplies 
stores, such as Office Depot, and by 2006 it had some 
2,200 of these. 

In 2004, FedEx followed UPS by purchasing 
Kinko’s for $2.4 billion. Kinko’s, which had 1,200 retail 
locations, 90% in the United States, focused on provid- 
ing photocopying, printing, and other office services 
to individuals and small businesses. FedEx has plans 
to increase the network of Kinko’s stores to 4,000. In 
addition to providing printing, photocopying, and 
package services, FedEx is also experimenting with 
using Kinko’s stores as mini-warehouses to store 
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high-value goods, such as medical equipment, for its (see Exhibit 3 for a comparison). By the fall of 2003, 
supply-chain management division.*° DHL had launched an ad campaign aimed at UPS 

and FedEx customers promoting the service and cost 
Deutsche Post and the Entry of DHL advantages that they would benefit from because of 
In the late 1990s, DHL was acquired by Deutsche its merger with Airborne. DHL targeted specific zip 
Post. Deutsche Post also spent approximately $5 bil- code areas in its advertising promoting its claim to be 
lion to acquire several companies in the logistics the number | in international markets, something 
business between 1997 and 1999. In November 2000, important to many companies given the increasing 
Deutsche Post went private with an initial public of- importance of global commerce. In its ads, DHL re- 
fering that raised $5.5 billion and announced its in- ported that “current Airborne customers will be 
tention to build an integrated global delivery and lo- connected to DHL’s extensive international delivery 
gistics network. Many believed it was only a matter of system in more than 200 countries.” 
time before the company entered the United States. DHL’ stated goal is to become a powerhouse in 
Thus, few were surprised when in 2003 DHL ac- the U.S. delivery market. While its share of the U.S. 
quired Airborne. Under the terms of their agree- small package express market remains small at 
ment, Airborne Express sold its truck delivery system around 10%, DHL clearly stands to benefit from 
to DHL for $1.05 billion. Airborne’s fleet of planes ownership by Deutsche Post and from its own ex- 
were spun off into an independent company called tensive ex-U.S. operations. When it first acquired 


ABX Air, owned by Airborne’s shareholders, and Airborne, Deutsche Post stated that the U.S. opera- 
which continues to serve DHL Worldwide Express tion would be profitable by the end of 2006. How- 


under a long-term contract. This arrangement over- ever, the company ran into “integration problems” 
came the U.S. law that prohibits foreign control of and suffered from reports of poor customer services 
more than 25% of a domestic airline. In the mean- and missed delivery deadlines. Now management 
time, DHL spun its own fleet of U.S.-based planes does not see the unit turning profitable until 2009— 
into a U.S.-owned company called Astar, also to es- although the express delivery service is profitable in 
cape the charge that its U.S. airline was foreign the rest of the world. DHL lost some $500 million in 
owned. Between 2003 and 2005, DHL reportedly in- the United States in 2006 and is forecasted to do the 
vested some $1.2 billion to upgrade the capabilities same in 2007.*” 
47 


of assets acquired from Airborne. In 2005, Deutsche underlined its commitment to 
The DHL acquisition created three major com- building a global logistics business when it purchased 
petitors in both the U.S. and global delivery markets Exel of Britain for $7.2 billion. Exel was one of the 


EXHIBIT 3 
The Major Express Package Operators in 2005 


DHL (Deutsche Post) 


Revenues $32,294 million $42,581 million $32,646 million’ $12,500 million? 
Net Income $1,806 million $3,870 million $405 million? $951 million 
Employees 221,000 407,000 280,000 (DHL only) 128,000 


Countries Served 220 200+ 220 200+ 
Aircraft 671 579 420 NA 


Average Daily 14.8 million 6 million NA NA 
Shipment Volume 


Sources: Company documents. 

' Revenues and profits are for DHL only. DHL accounts for 57% of Deutsche Post revenues. 
2 Loss in United States reduced DHL's operating profits by $500 million in 2005. 

3 Figures for TNT include logistics business, which was sold off in 2006. 
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largest independent third-party logistics companies in 
the world with extensive operations in Europe, Asia, 
and North America. Combining Exel with Deutsche 
Post’s existing businesses created a global logistics 
business with projected revenues of $25 billion, four 
times as large as the logistics business of UPS. 
Quickly on the heels of this acquisition, DHL won a 
contract worth $3 billion over ten years to manage 
the supply chain and deliver some 500,000 products 
to the 600 hospitals in Britain’s National Health 
Service.°° 


Continued Globalization 


Between 1997 and 2006, UPS and FedEx continued 
to build out their global infrastructure. By 2006, UPS 
delivered to more than 200 countries. Much of the 
within-country delivery is handled by local enter- 
prises. The company has five main hubs. In addition to 
its main U.S. hub in Louisville, Kentucky, it has hubs 
in Cologne, Taipei, Miami (serving Latin American 
traffic), and the Philippines. In 2002, UPS launched 
an intra-Asian express delivery network from its 
Philippines hub. In 2004, it acquired Menio World 
Wide Forwarding, a global freight forwarder, to boost 
its global logistics business. In the same year, it also 
acquired complete ownership of its Japanese delivery 
operation (which was formally a joint venture with 
Yamato Transport Company). In 2005, UPS acquired 
operators of local ground networks in the UK and 


EXHIBIT 4 


Market Share (%) for Small Package Express, 2005 
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Poland, and it is pushing into mainland China, which 
it sees as a major growth opportunity. 

Like UPS, FedEx serves more than 200 countries 
around the world, although also like UPS, most of the 
local ground delivery is in the hands of local part- 
ners. FedEx has recently been focusing on building a 
presence in both China and India. The company has 
announced the development of a new Asian Pacific 
hub in Guangzhou, China. This will be FedEx’s fourth 
international hub. The others are in Paris (handling 
intra-European express), the Philippines (handling 
intra-Asian express), and Alaska (handling packages 
flowing between Asia, North America, and Europe). In 
2006, FedEx signaled its commitment to the Chinese 
market by buying out its joint venture partner, Tianjin 
Datian W. Group, for $400 million. The acquisition 
will give FedEx control of 90 parcel handling facilities 
and a 3,000 strong work force in China.°! 

While UPS and FedEx dominate the U.S. market 
for small package express delivery services, in Europe 
DHL and TNT lead with 23% and 11% respectively 
(TNT, formally an Australian enterprise, was acquired 
by the Royal Netherlands Post Office in 1996). In the 
intercontinental market, DHL leads with a 36% share, 
while in intra-Asian traffic Asia Yamato of Japan is the 
leader with a 20% share, followed by Sagawa with 16% 
(see Exhibit 4). The fragmented nature of the Euro- 
pean and intra-Asia Pacific markets suggest that much 
is still at stake in this increasingly global business. 


Intra-Asia 
Pacific 


8 DHL MM TNT 


Source: Estimates from TNT posted on company website at www.tnt.com. 
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Airborne Express: 
The Underdog 


This case was prepared by Charles W. L. Hill, the University of Washington. ! 


irborne Inc., which operated under the name 
irborne Express, was an air express transporta- 
tion company providing express and second-day de- 
livery of small packages (less than seventy pounds) 
and documents throughout the United States and to 
and from many foreign countries. The company 
owned and operated an airline and a fleet of ground- 
transportation vehicles to provide complete door-to- 
door service. It was also an airfreight forwarder, 
moving shipments of any size on a worldwide basis. 
In 2003, Airborne Express held third place in the U.S. 
air express industry, with 9% of the market for small 
package deliveries. Its main domestic competitors 
were Federal Express, which had 26% of the market, 
and United Parcel Service (UPS), which had 53% of 
the market. There were several smaller players in the 
market at the time, including DHL Airways, Consoli- 
dated Freightways (CF), and the U.S. Postal Service, 
each of which held under 5% of the market share.” In 
2003, after years of struggling to survive in the fiercely 
competitive small package express delivery industry, 
Airborne was acquired by DHL, which was itself 
owned by Deutsche Post, the large German postal, 
express package, and logistics company. 

The evolution of the air express industry and the 
current state of competition in the industry were dis- 
cussed in a companion case to this one, “The Evolution 
of the Small Package Express Delivery Industry, 
1973-2006.” The current case focuses on the operating 


Copyright © 2007 by Charles W. L. Hill. This case was prepared by 
Charles W. L. Hill as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Charles W. L. Hill. All rights 
reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the 
company’s stock symbol, and download the latest company report 
from its homepage. 
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structure, competitive strategy, organizational struc- 
ture, and cultures of Airborne Express from its incep- 
tion until it was acquired by DHL in 2003. 


History of Airborne Express 


Airborne Express was originally known as Pacific Air 
Freight when it was founded in Seattle at the close of 
World War II by Holt W. Webster, a former Army Air 
Corps officer. (See Exhibit 1 for a listing of major 
milestones in the history of Airborne Express.) The 
company was merged with Airborne Freight Corp. of 
California in 1968, taking the name of the California 
company but retaining management direction by the 
former officers of Pacific Air Freight. Airborne was 
initially an exclusive airfreight forwarder. Freight for- 
warders such as Airborne arrange for the transporta- 
tion of air cargo between any two destinations. They 
purchase cargo space from the airlines and retail this 
in small amounts. They deal primarily with small 
customers, providing pickup and delivery services in 
most cities, either in their own trucks or through 
contract agents. 

Following the 1977 deregulation of the airline in- 
dustry, Airborne entered the air express industry by 
leasing the airplanes and pilots of Midwest Charter, a 
small airline operating out of its own airport in 
Wilmington, Ohio. However, Airborne quickly be- 
came dissatisfied with the limited amount of control 
they were able to exercise over Midwest, which made it 
very difficult to achieve the kind of tight coordination 
and control of logistics that was necessary to become a 
successful air express operator. Instead of continuing 
to lease Midwest’s planes and facility, in 1980 Air- 
borne decided to buy “the entire bucket of slop; com- 
pany, planes, pilots, airport and all.” 
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Set 
EXHIBIT 1 
Major Milestones at Airborne Express? 


1946: Airborne Flower Traffic Association of California is founded to fly fresh flowers from Hawaii to the mainland. 


1968: Airborne of California and Pacific Air Freight of Seattle merge to form Airborne Freight Corp. Headquarters are in 
Seattle, Washington. 


1979-1981: Airborne Express is born. After purchasing Midwest Air Charter, Airborne buys Clinton County Air Force 
Base in Wilmington, Ohio, becoming the only carrier to own and operate an airport. The package sort center opens, 
creating the “hub” for the hub-and-spoke system. 


1984-1986: Airborne is first carrier to establish a privately operated Foreign Trade Zone in an air industrial park. 


1987: Airborne opens the Airborne Stock Exchange, a third-party inventory management and distribution service. In 
the same year, service begins to and from more than 8,000 Canadian locations. 


1988: Airborne becomes the first air express carrier to provide same-day delivery, through its purchase of Sky Courier. 


1990: The International Cargo Forum and Exposition names Airborne the carrier with the most outstanding integrated 
cargo system over the previous two years. 


1991: A trio of accolades: Airborne is the first transportation company to receive Volvo-Flyg Motors’ Excellent Perfor- 
mance Award. Computerworld ranks us the “most effective user of information systems in the U.S. transportation 
industry.” In addition, we receive the “Spread the Word!” Electronic Data Interchange (EDI) award for having the 
largest number of EDI users worldwide in the air express and freight forwarding industry. 


1992: Airborne introduces Flight-ReadySM, the first prepaid Express Letters and Packs. 


1993: Airborne introduces Airborne Logistics Services (ALS), a new subsidiary providing outsourced warehousing and 
distribution services. IBM consolidates its international shipping operation with Airborne. 


1994: Airborne opens its Ocean Service Division, becoming the first express carrier to introduce ocean shipping 
services. Airborne Logistics Services (ALS) establishes the first new film distribution program for the movie industry 
in 50 years. We also become the first company to provide online communication to Vietnam. 


1995: Airborne Alliance Group, a consortium of transportation, logistics, third-party customer service operations 
and high-tech companies providing value-added services, is formed. Airborne opens a second runway at its hub, 
which is now the United States’ largest privately owned airport. We also expand our fleet, acquiring Boeing 767-200 
aircraft. 


1996: Airborne Express celebrates 50 years of providing value-added distribution solutions to business. 


1997: Airborne Express has its best year ever, with net earnings increasing three-and-a-half-fold over the previous 
year. Airborne’s stock triples, leading to a two-for-one stock split in February, 1998. 


1998: Airborne posts record profits and enters the Fortune 500. The first of 30 Boeing 767s is introduced to our fleet. 
The Business Consumer Guide rates Airborne as the Best Air Express Carrier for the 4th consecutive year. 


1999: Airborne@home, a unique alliance with the United States Postal Service, is introduced. It enables e-tailers, catalog 
companies and similar businesses to ship quickly and economically to the residential marketplace. Optical Village is cre- 
ated. Part of Airborne Logistics Services, this new division brings together some of the biggest competitors in the optical 
industry to share many costs and a single location in their assembly, logistics, and delivery options. 


2000: Airborne announces several changes in senior management, including a new President and Chief Operating 
Officer, Carl Donaway. Several new business initiatives are announced, most notably a ground service scheduled to 
begin April 1, 2001. Airborne also wins the Brand Keys Customer Loyalty Award, edging out our competition for the 
second consecutive year. 


2001: Airborne launches Ground Delivery Service and 10:30 A.m. Service, giving Airborne a comprehensive, full-service 
industry competitive capability. Airborne.com launches its Small Business Center, as well as a variety of enhancements 
to help all business customers speed and simplify the shipping process. We also release the Corporate Exchange 
shipping application, simplifying desktop shipping for customers while giving them greater control. Advanced tracking 
features are added to airborne.com and Airborne eCourier is released, enabling customers to send confidential, signed 
documents electronically. 


2003: Airborne’s ground operations acquired by DHL for $1.1 billion. 
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Among other things, the Midwest acquisition put 
Airborne in the position of being the only industry 
participant to own an airport. Airborne immediately 
began the job of developing a hub-and-spoke system 
capable of supporting a nationwide distribution sys- 
tem. An efficient sorting facility was established at 
the Wilmington hub. Airborne upgraded Midwest’s 
fleet of prop and propjet aircraft, building a modern 
fleet of DC-8s, DC-9s, and YS-11 aircraft. These 
planes left major cities every evening, flying down the 
spokes carrying letters and packages to the central 
sort facility in Wilmington, Ohio. There the letters 
and packages were unloaded, sorted according to 
their final destinations, and then reloaded and flown 
to their final destinations for delivery before noon 
the next day. 

During the late 1970s and early 1980s, dramatic 
growth in the industry attracted many competitors. 
As a consequence, despite a high growth rate, price 
competition became intense, forcing a number of 
companies to the sidelines by the late 1980s. Between 
1984 and 1990, average revenues per domestic ship- 
ment at Airborne fell from around $30 to under $15 
(in 2003, they were just under $9). Airborne was able 
to survive this period by pursuing a number of strate- 
gies that increased productivity and drove costs down 
to the lowest levels in the industry. Airborne’s operat- 
ing costs per shipment fell from $28 in 1984 to 
around $14 by 1990, and to $9.79 by 2001. As a conse- 
quence, by the late 1980s Airborne had pulled away 
from a pack of struggling competitors to become one 
of the top three companies in the industry, a position 
it still held when acquired by DHL in 2003. 


Air Express Operations 
The Domestic Delivery Network 


As of 2002, its last full year as an independent enter- 
prise, Airborne Express had 305 ground stations 
within the United States. The stations were the ends 
of the spokes in Airborne’s hub-and-spoke system, 
and the distribution of stations allowed Airborne to 
reach all major population centers in the country. In 
each station, there were about fifty to fifty-five or so 
drivers plus staff. About 80% of Airborne’s 115,300 
full-time and 7,200 part-time employees were 
found at this level. The stations were the basic units 
in Airborne’s delivery organization. Their primary 
task was to ferry packages between clients and the 
local air terminal. Airborne utilized approximately 
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14,900 radio-dispatch delivery vans and trucks to 
transport packages, of which 6,000 were owned by 
the company. Independent drivers under contract 
with the company provided the balance of the com- 
pany’s pickup and delivery services. 

Airborne’s drivers made their last round of major 
clients at 5 p.M. The drivers either collected packages 
directly from clients or from one of the company’s 
15,300 plus drop boxes. The drop boxes were placed 
at strategic locations, such as in the lobbies of major 
commercial buildings. To give clients a little more 
time, in most major cities there were also a few cen- 
tral drop boxes that are not emptied until 6 p.m. Ifa 
client needed still more time, so long as the package 
could be delivered to the airport by 7 P.M., it would 
make the evening flight. 

When a driver picked up a package, he or she read 
a bar code that is attached to the package with a 
hand-held scanner. This information was fed directly 
into Airborne’s proprietary FOCUS (Freight, On- 
Line Control and Update System) computer system. 
The FOCUS system, which had global coverage, 
recorded shipment status at key points in the life 
cycle of a shipment. Thus, a customer could call Air- 
borne on a twenty-four-hour basis to find out where 
in Airborne’s system their package was. FOCUS also 
allowed a customer direct access to shipment infor- 
mation through the Internet. All a customer needed 
to do was access Airborne’s website and key the code 
number assigned to a package, and the FOCUS sys- 
tem would tell the customer where in Airborne’s sys- 
tem the package was. 

When a driver completed a pickup route, she or 
he took the load to Airborne’s loading docks at the 
local airport. (Airborne served all ninety-nine major 
metropolitan airports in the United States.) There 
the packages were loaded into C-containers (dis- 
cussed later in this case study). C-containers were 
then towed by hand or by tractor to a waiting air- 
craft, where they were loaded onto a conveyor belt 
and in turn passed through the passenger door of the 
aircraft. Before long the aircraft was loaded and took 
off. It would either fly directly to the company’s hub 
at Wilmington, or make one or two stops along the 
way to pick up more packages. 

Sometime between midnight and 2 a.M., most of 
the aircraft would have landed at Wilmington. An 
old strategic air command base, Wilmington’s loca- 
tion places it within a 600-mile radius (an overnight 
drive or one-hour flying time) of 60% of the U.S. 


population. Wilmington has the advantage of a 
good-weather record. In all the years that Airborne 
operated at Wilmington, air operations were “fogged 
out” on only a handful of days. In 1995, Airborne 
opened a second runway at Wilmington. Developed 
at a cost of $60 million, the second runway made 
Wilmington the largest privately owned airport in 
the country. The runway expansion was part of a 
$120 million upgrade of the Wilmington sort facility. 

After arrival at Wilmington, the plane taxied 
down the runway and parked alongside a group of 
aircraft that were already disgorging their load of 
C-containers. Within minutes the C-containers were 
unloaded from the plane down a conveyor belt and 
towed to the sort facility by a tractor. The sort facility 
had the capacity to handle 1.2 million packages per 
night. At the end of 2001, the facility handled an av- 
erage of | million packages a night. The bar codes on 
the packages were read, and then the packages were 
directed through a labyrinth of conveyor belts and 
sorted according to final destination. The sorting was 
partly done by hand and partly automated. At the 
end of this process, packages were grouped together 
by final destination and loaded into a C-container. 
An aircraft bound for the final destination was then 
loaded with C-containers, and by 5 A.M. most aircraft 
had taken off. 

Upon arrival at the final destination, the plane 
was unloaded and the packages sorted according to 
their delivery points within the surrounding area. 
Airborne couriers then took the packages on the final 
leg of their journey. Packages had a 75% probability 
of being delivered to clients by 10:30 a.M., and a 98% 
probability of being delivered by noon. 


Regional Trucking Hubs 


Although about 71% of packages were transported 
by air and passed through Wilmington, Airborne also 
established ten regional trucking hubs that dealt with 
the remaining 29% of the company’s domestic vol- 
ume. These hubs sorted shipments that originated 
and had destinations within approximately a 300- 
mile radius. The first one opened in Allentown, Penn- 
sylvania, centrally located on the East Coast. This hub 
handled packages transported between points within 
the Washington, D.C., to Boston area. Instead of 
transporting packages by air, packages to be trans- 
ported within this area were sorted by the drivers at 
pickup and delivered from the driver’s home station 
by scheduled truck runs to the Allentown hub. There 
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they were sorted according to destination and taken 
to the appropriate station on another scheduled 
truck run for final delivery. 

One advantage of ground-based transportation 
through trucking hubs was that operating costs were 
much lower than for air transportation. The average 
cost of a package transported by air was more than 
five times greater than the cost of a package trans- 
ported on the ground. However, this cost differential 
was transparent to the customer, who assumed that 
all packages were flown. Thus, Airborne could charge 
the same price for ground-transported packages as 
for air-transported packages, but the former yielded 
a much higher return. The trucking hubs also had 
the advantage of taking some of the load of the 
Wilmington sorting facility, which was operating at 
about 90% capacity by 2003. 


International Operations 


In addition to its domestic express operations, Air- 
borne was also an international company providing 
service to more than 200 countries worldwide. Inter- 
national operations accounted for about 11% of total 
revenues in 2002. Airborne offered two international 
products: freight products and express products. 
Freight products were commercial-sized, larger-unit 
shipments. This service provides door-to-airport 
service. Goods were picked up domestically from the 
customer and then shipped to the destination airport. 
A consignee or an agent of the consignee got the pa- 
perwork and cleared the shipment through customs. 
Express packages are small packages, documents, and 
letters. This was a door-to-door service, and all ship- 
ments were cleared through customs by Airborne. 
Most of Airborne’s international revenues come from 
freight products. 

Airborne did not fly any of its own aircraft 
overseas. Rather, it contracted for space on all-cargo 
airlines or in the cargo holds of passenger airlines. 
Airborne owned facilities overseas in Japan, Taiwan, 
Hong Kong, Singapore, Australia, New Zealand, and 
London. These functioned in a manner similar to 
Airborne’s domestic stations. (That is, they had their 
own trucks and drivers and were hooked into the 
FOCUS tracking system.) The majority of foreign dis- 
tribution, however, was carried out by foreign agents. 
Foreign agents were large, local, well-established 
surface delivery companies. Airborne entered into a 
number of exclusive strategic alliances with large 
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foreign agents. It had alliances in Japan, Thailand, 
Malaysia, and South Africa. The rationale for entering 
strategic alliances, along with Airborne’s approach to 
global expansion, is discussed in greater detail later in 
this case. 

Another aspect of Airborne’s international opera- 
tions was the creation at its Wilmington hub of the 
only privately certified Foreign Trade Zone (FTZ) in 
the United States. While in an FTZ, merchandise is tax 
free and no customs duty is paid on it until it leaves. 
Thus, a foreign-based company could store critical in- 
ventory in the FTZ and have Airborne deliver it just 
in time to U.S. customers. This allowed the foreign 
company to hold inventory in the United States with- 
out having to pay customs duty on it until the need 
arose. 


Aircraft Purchase and Maintenance 


As of 2002, Airborne Express owned a fleet of 118 
aircraft, including 24 DC-8s, 74 DC-9s, and 20 Boe- 
ing 767s. In addition, approximately 70 smaller air- 
craft were chartered nightly to connect smaller cities 
with company aircraft that then operated to and 
from the Wilmington hub. To keep down capital ex- 
penditures, Airborne preferred to purchase used 
planes. Airborne converted the planes to suit its spec- 
ifications at a maintenance facility based at its Wilm- 
ington hub. Once it got a plane, Airborne typically 
gutted the interior and installed state-of-the-art elec- 
tronics and avionics equipment. The company’s phi- 
losophy was to get all of the upgrades that it could 
into an aircraft. Although this could cost a lot up 
front, there was a payback in terms of increased air- 
craft reliability and a reduction in service downtime. 
Airborne also standardized cockpits as much as pos- 
sible. This made it easier for crews to switch from one 
aircraft to another if the need arose. According to the 
company, in the early 1990s, the total purchase and 
modification of a secondhand DC-9 cost about $10 
million, compared with an equivalent new-plane cost 
of $40 million. An additional factor reducing operat- 
ing costs was that Airborne’s DC-9 aircraft required 
only two-person cockpit crews, as opposed to the 
three-person crews required in most Federal Express 
and UPS aircraft at the time. 

After conversion, Airborne strove to keep aircraft 
maintenance costs down by carrying out virtually all of 
its own fleet repairs. (It was the only all-cargo carrier to 
do so.) The Wilmington maintenance facility could 
handle everything except major engine repairs and 
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had the capability to machine critical aircraft parts if 
needed. The company saw this in-house facility as a 
major source of cost savings. It estimated that main- 
tenance labor costs were 50 to 60% below the costs of 
having the same work performed outside. 

In December 1995, Airborne announced a deal to 
purchase twelve used Boeing 767-200 aircraft be- 
tween the years 1997 and 2000, and it announced 
plans to purchase an additional ten to fifteen used 
767-200s between the years 2000 and 2004. These 
were the first wide-bodied aircraft in Airborne’s fleet. 
The cost of introducing the first twelve aircraft was 
about $290 million, and the additional aircraft would 
cost $360 million. The shift to wide-bodied aircraft 
was promoted by an internal study, which concluded 
that with growing volume, wide-bodied aircraft 
would lead to greater operating efficiencies. 

During 2001, Airborne was using about 66.6% of 
its lift capacity on a typical business day. This com- 
pared with 76.7% capacity utilization in 1997, and 
70% utilization in 2000. In late 2001, Airborne re- 
duced its total lift capacity by some 100,000 pounds 
to about 4 million pounds a day. It did this to try to 
reduce excess capacity of certain routes and better 
match supply with demand conditions. 


C-Containers 


C-containers are uniquely shaped 60-cubic-foot con- 
tainers developed by Airborne Express in 1985 at a 
cost of $3.5 million. They are designed to fit through 
the passenger doors of DC-8 and DC-9 aircraft. They 
replaced the much larger A-containers widely used 
in the air cargo business. At six times the size of a 
C-container, A-containers can be loaded only through 
specially built cargo doors and require specialized 
loading equipment. The loading equipment required 
for C-containers is a modified belt loader, similar to 
that used for loading baggage onto a plane, and 
about 80% less expensive than the equipment needed 
to load A-containers. The use of C-containers meant 
that Airborne did not have to bear the $1 million per 
plane cost required to install cargo doors that would 
take A-containers. The C-containers are shaped to 
allow maximum utilization of the planes’ interior load- 
ing space. Fifty of the containers fit into a converted 
DC-9, and about 83 fit into a DC-8-62. Moreover, a 
C-container filled with packages can be moved by a 
single person, making it easy to load and unload. 
Airborne Express took out a patent on the design of 
the C-containers. 


Information Systems 


Airborne utilized three information systems to help 
it boost productivity and improve customer service. 
The first of these systems was the LIBRA II system. 
LIBRA II equipment, which included a metering de- 
vice and PC computer software, was installed in the 
mailroom of clients. With minimum data entry, the 
metering device weighed the package, calculated the 
shipping charges, generated the shipping labels, and 
provided a daily shipping report. By 2002, the system 
was in use at approximately 9,900 domestic customer 
locations. The use of LIBRA II not only benefited 
customers but also lowered Airborne’s operating 
costs since LIBRA II shipment data were transferred 
into Airborne’s FOCUS shipment tracking system 
automatically, thereby avoiding duplicate data entry. 

FOCUS was the second of Airborne’s three main 
information systems. As discussed earlier, the FOCUS 
system was a worldwide tracking system. The bar 
codes on each package were read at various points 
(for example, at pickup, at sorting in Wilmington, at 
arrival, and so forth) using hand-held scanners, and 
this information was fed into Airborne’s computer 
system. Using FOCUS, Airborne could track the 
progress of a shipment through its national and in- 
ternational logistics system. The major benefit was in 
terms of customer service. Through an Internet link, 
Airborne’s customers could track their own shipment 
through Airborne’s system on a twenty-four-hour 
basis. 

For its highest-volume corporate customers, Air- 
borne developed Customer Linkage, an electronic 
data interchange (EDI) program and the third infor- 
mation system. The EDI system was designed to 
eliminate the flow of paperwork between Airborne 
and its major clients. The EDI system allowed cus- 
tomers to create shipping documentation at the same 
time they were entering orders for their goods. At the 
end of each day, shipping activities were transmitted 
electronically to Airborne’s FOCUS system, where 
they were captured for shipment tracking and billing. 
Customer Linkage benefited the customer by elimi- 
nating repetitive data entry and paperwork. It also 
lowered the company’s operating costs by eliminating 
manual data entry. (In essence, both LIBRA II and Cus- 
tomer Linkage pushed off a lot of the data-entry work 
into the hands of customers.) The EDI system also in- 
cluded electronic invoicing and payment remittance 
processing. Airborne also offered its customers a pro- 
gram known as Quicklink, which significantly reduced 
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the programming time required by customers to take 
advantage of linkage benefits. 


Strategy 
Market Positioning 


In the early 1980s, Airborne Express tried hard to 
compete head to head with Federal Express. This in- 
cluded an attempt to establish broad market cover- 
age, including both frequent and infrequent users. 
Frequent users are those that generate more than 
$20,000 of business per month, or more than 1,000 
shipments per month. Infrequent users generate less 
than $20,000 per month, or less than 1,000 ship- 
ments per month. 

To build broad market coverage, Airborne fol- 
lowed Federal Express’s lead of funding a television 
advertising campaign designed to build consumer 
awareness. However, by the mid-1980s, Airborne 
decided that this was an expensive way of building 
market share. The advertising campaign bought 
recognition but little penetration. One of the princi- 
pal problems was that it was expensive to serve infre- 
quent users. Infrequent users demanded the same 
level of service as frequent users, but Airborne 
would typically get only one shipment per pickup 
with an infrequent user, compared with ten or more 
shipments per pickup with a frequent user, so far 
more pickups were required to generate the same 
volume of business. Given the extremely competitive 
nature of the industry at this time, such an ineffi- 
cient utilization of capacity was of great concern to 
Airborne. 

Consequently, in the mid-1980s, Airborne de- 
cided to become a niche player in the industry and 
focused on serving the needs of high-volume corpo- 
rate accounts. The company slashed its advertising 
expenditure, pulling the plug on its TV ad campaign, 
and invested more resources in building a direct sales 
force, which grew to be 460 strong. By focusing on 
high-volume corporate accounts, Airborne was able 
to establish scheduled pickup routes and use its 
ground capacity more efficiently. This enabled the 
company to achieve significant reductions in its unit 
cost structure. Partly due to this factor, Airborne ex- 
ecutives reckoned that their cost structure was as 
much as $3 per shipment less than that of FedEx. An- 
other estimate suggested that Airborne’s strategy re- 
duced labor costs by 20% per unit for pickup, and 
10% for delivery. 
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Of course, there was a downside to this strategy. 
High-volume corporate customers have a great deal 
more bargaining power than infrequent users, so 
they can and do demand substantial discounts. For 
example, in March 1987, Airborne achieved a major 
coup when it won an exclusive three-year contract to 
handle all of IBM’s express packages weighing less 
than 150 pounds. However, to win the IBM account, 
Airborne had to offer rates up to 84% below Federal 
Express’s list prices! Nevertheless, the strategy does 
seem to have worked. As of 1995 approximately 80% 
of Airborne’s revenues came from corporate ac- 
counts, most of them secured through competitive 
bidding. The concentrated volume that this business 
represents helped Airborne to drive down costs. 


Delivery Time, Reliability, and Flexibility 


Another feature of Airborne’s strategy was the deci- 
sion not to try to compete with Federal Express on 
delivery time. Federal Express and UPS have long 
guaranteed delivery by 10:30 a.m. Airborne guaran- 
teed delivery by midday, although it offered a 10:30 
guarantee to some very large corporate customers. 
Guaranteeing delivery by 10:30 A.M. would mean 
stretching Airborne’s already tight scheduling system 
to the limit. To meet its 10:30 A.M. deadline, FedEx 
has to operate with a deadline for previous days’ 
pickups of 6:30 p.m. Airborne could afford to be a little 
more flexible and can arrange pickups at 6:00 P.M. if 
that suited a corporate client’s particular needs. Later 
pickups clearly benefit the shipper, who is, after all, 
the paying party. 

In addition, Airborne executives felt that a guar- 
anteed 10:30 a.m. delivery was unnecessary. They ar- 
gued that the extra hour and a half does not make a 
great deal of difference to most clients, and they are 
willing to accept the extra time in exchange for lower 
prices. In addition, Airborne stressed the reliability of 
its delivery schedules. As one executive put it, “A 
package delivered consistently at 11:15 A.M. is as good 
as delivery at 10:30 A.M.” This reliability was enhanced 
by Airborne’s ability to provide shipment tracking 
through its FOCUS system. 


Deferred Services 


With a slowdown in the growth rate of the express 
mail market toward the end of the 1980s, in 1990 Air- 
borne decided to enter the deferred-delivery business 
with its Select Delivery Service (SDS) product. The 
SDS service provides for next-afternoon or second-day 
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delivery. Packages weighing five pounds or less are 
generally delivered on a next-afternoon basis, with 
packages of more than five pounds being delivered on 
a second-day basis. SDS shipment comprised approx- 
imately 42% of total domestic shipments in 1995. 
They were priced lower than overnight express prod- 
ucts, reflecting the less time-sensitive nature of these 
deliveries. The company utilized any spare capacity 
on its express flights to carry SDS shipments. In addi- 
tion, Airborne used other carriers, such as passenger 
carriers with spare cargo capacity in the bellies of 
their planes, to carry less urgent SDS shipments. 
Early in 1996, Airborne began to phase in two new 
services to replace its SDS service. Next Afternoon Ser- 
vice was available for shipments weighing five pounds 
or less, and Second Day Service was offered for ship- 
ments of all weights. By 2001, deferred shipments ac- 
counted for 46% of total domestic shipments. 


Ground Delivery Service 


In April 2001, Airborne launched a Ground Delivery 
Service (GDS) in response to similar offerings from 
FedEx and UPS. Airborne came to the conclusion 
that it was very important to offer this service in 
order to retain parity with its principal competitors, 
and to be able to offer bundled services to its princi- 
pal customers (that is, to offer them air, ground, and 
logistics services for a single bundled price). Air- 
borne also believed that it could add the service with 
a relatively minor initial investment, $30 million, 
since it leveraged existing assets, including trucks, 
tracking systems, and regional ground hubs and sort- 
ing facilities. 

The new service was initially introduced on a 
limited basis and targeted at large corporate cus- 
tomers. GDS was priced less than deferred services, 
reflecting the less time-sensitive nature of the GDS 
offering. GDS accounted for 1.5% of domestic ship- 
ments in 2001, and 4% in the fourth quarter of 2001. 


Logistics Services 


Although small package express mail remained Air- 
borne’s main business, through its Advanced Logistics 
Services Corp. (ALS) subsidiary the company increas- 
ingly promoted a range of third-party logistics services. 
These services provided customers with the ability to 
maintain inventories in a 1-million-square-foot “stock 
exchange” facility located at Airborne’s Wilmington 
hub or at sixty smaller “stock exchange” facilities lo- 
cated around the country. The inventory could be 


managed either by the company or by the customer’s 
personnel. Inventory stored at Wilmington could be 
delivered utilizing either Airborne’s airline system or, 
if required, commercial airlines on a next-flight-out 
basis. ALS’s central print computer program allowed 
information on inventories to be sent electronically 
to customers’ computers located at Wilmington, 
where Airborne’s personnel monitored printed out- 
put and shipped inventories according to customers’ 
instructions. 

For example, consider the case of Data Products 
Corp., a producer of computer printers. Data Products 
takes advantage of low labor costs to carry out signifi- 
cant assembly operations in Hong Kong. Many of the 
primary component parts for its printers, however, 
such as microprocessors, are manufactured in the 
United States and have to be shipped to Hong Kong. 
The finished product is then shipped back to the 
United States for sale. In setting up a global manufac- 
turing system, Data Products had a decision to make: 
either consolidate the parts from its hundreds of sup- 
pliers in-house and then arrange for shipment to Hong 
Kong, or contract out to someone who could handle 
the whole logistics process. Data Products decided to 
contract out, picking Airborne Express to consolidate 
the component parts and arrange for shipments. 

Airborne controlled the consolidation and move- 
ment of component parts from the component part 
suppliers through to the Hong Kong assembly opera- 
tion in such a way as to minimize inventory-holding 
costs. The key feature of Airborne’s service was that all 
of Data Products’ materials were collected at Airborne’s 
facility at Los Angeles International Airport. Data 
Products’ Hong Kong assembly plants could then tell 
Airborne what parts to ship by air as they are needed. 
Airborne was thus able to provide inventory control 
for Data Products. In addition, by scheduling deliver- 
ies so that year-round traffic between Los Angeles and 
Hong Kong could be guaranteed, Airborne was able 
to negotiate a better air rate from Japan Air Lines for 
the transportation of component parts. 


International Strategy 


One of the major strategic challenges that Airborne 
faced (along with the other express mail carriers) was 
how best to establish an international service that is 
comparable to their domestic service. Many of Air- 
borne’s major corporate clients were becoming ever 
more global in their own strategic orientations. As 
this occurred, they were increasingly demanding a 
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compatible express mail service. In addition, the rise of 
companies with globally dispersed manufacturing op- 
erations that relied on just-in-time delivery systems to 
keep inventory holding costs down created a demand 
for global air express services that could transport crit- 
ical inventory between operations located in different 
areas of the globe (consider the example of Data Prod- 
ucts discussed earlier in this case study). 

The initial response of FedEx and UPS to this chal- 
lenge was to undertake massive capital investments to 
establish international airlift capability and interna- 
tional ground operations based on the U.S. model. 
Their rationale was that a wholly owned global delivery 
network was necessary to establish the tight control, 
coordination, and scheduling required for a successful 
air express operation. In the 1990s, however, FedEx 
pulled out of its European ground operations, while 
continuing to fly its own aircraft overseas. 

Airborne decided on a quite different strategy. In 
part born of financial necessity (Airborne lacks the 
capital necessary to imitate FedEx and UPS), Air- 
borne decided to pursue what it referred to as a vari- 
able cost strategy. This involved two main elements: 
(1) the utilization of international airlift on existing 
air cargo operators and passenger aircraft to get pack- 
ages overseas, and (2) entry into strategic alliances 
with foreign companies that already had established 
ground delivery networks. In these two ways, Air- 
borne hoped to be able to establish global coverage 
without having to undertake the kind of capital in- 
vestments that Federal Express and UPS have borne. 

Airborne executives defend their decision to con- 
tinue to purchase space on international flights 
rather than fly their own aircraft overseas by making 
a number of points. First, they pointed out that Air- 
borne’s international business was 70% outbound 
and 30% inbound. If Airborne were to fly its own air- 
craft overseas, this would mean flying them back 
half-empty. Second, on many routes Airborne simply 
didn’t have the volume necessary to justify flying its 
own planes. Third, national air carriers were giving 
Airborne good prices. If Airborne began to fly di- 
rectly overseas, the company would be seen as a com- 
petitor and might no longer be given price breaks. 
Fourth, getting international airlift space was not a 
problem. While space can be limited in the third and 
fourth quarters of the year, Airborne was such a big 
customer that it usually had few problems getting lift. 

On the other hand, the long-term viability of this 
strategy was questionable given the rapid evolution 
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in the international air express business. Flying Tiger 
was once one of Airborne’s major providers of interna- 
tional lift. However, following the purchase of Flying 
Tiger by FedEx, Airborne has reduced its business 
with Flying Tiger. Airborne worried that its packages 
will be “pushed to the back of the plane” whenever 
Flying Tiger had problems of capacity overload. 

With regard to strategic alliances, Airborne had 
joint venture operations is Japan, Thailand, Malaysia, 
and South Africa. The alliance with Mitsui was an- 
nounced in December 1989. Mitsui is one of the 
world’s leading trading companies. Together with 
Tonami Transportation Co., Mitsui owns Panther 
Express, one of the top five express carriers in Japan 
and a company with a substantial ground network. 
The deal called for the establishment of a joint ven- 
ture between Airborne, Mitsui, and Tonami. To be 
known as Airborne Express Japan, the joint venture 
combined Airborne’s existing Japanese operations 
with Panther Express. Airborne handled all of the 
shipments to and from Japan. The joint venture was 
40% owned by Airborne, 40% by Mitsui, and 20% by 
Tonami. The agreement specified that board deci- 
sions had to be made by consensus among the three 
partners. A majority of two could not outvote the 
third. In addition, the deal called for Mitsui to invest 
$40 million in Airborne Express through the purchase 
of a new issue of nonvoting 6.9% cumulative convert- 
ible preferred stock and a commitment to Airborne 
from Mitsui of up to $100 million for aircraft financ- 
ing. There is no doubt that Airborne executives saw 
the Mitsui deal as a major coup, both financially and 
in terms of market penetration into the Japanese 
market. The primary advantage claimed by Airborne 
executives for expanding via strategic alliances is that 
the company got an established ground-based deliv- 
ery network overseas without having to make capital 
investments. 


Organization 


In 2001, Carl Donaway became CEO, replacing the 
long-time top management team of Robert Cline, the 
CEO, and Robert Brazier, the president and COO, 
both of whom had been with the company since the 
early 1960s. Prior to becoming CEO, Donaway was 
responsible for the airline operations, included man- 
aging the Wilmington hub, the package sorting facility, 
and all aircraft and flight maintenance operations. 
The philosophy at Airborne was to keep the organi- 
zational structure as flat as possible, to shorten lines 
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of communication and allow for a free flow of ideas 
within the managerial hierarchy. The top managers 
generally felt that they were open to ideas suggested 
by lower-level managers. At the same time, the deci- 
sion-making process was fairly centralized. The view 
was that interdependence between functions made 
centralized decision making necessary. To quote one 
executive, “Coordination is the essence of this busi- 
ness. We need centralized decision making in order 
to achieve this.” 

Control at Airborne Express was geared toward 
boosting productivity, lowering costs, and maintain- 
ing a reliable high-quality service. This was achieved 
through a combination of budgetary controls, pay- 
for-performance incentive systems, and a corporate 
culture that continually stressed key values. 

For example, consider the procedure used to con- 
trol stations (which contained about 80% of all em- 
ployees). Station operations were reviewed on a 
quarterly basis using a budgetary process. Control 
and evaluation of station effectiveness stressed four 
categories. The first was service, measured by the time 
between pickup and delivery. The goal was to achieve 
95 to 97% of all deliveries before noon. The second 
category was productivity, measured by total ship- 
ments per employee hour. The third category was 
controllable cost, and the fourth station profitability. 
Goals for each of these categories were determined 
each quarter in a bottom-up procedure that involved 
station managers in the goal-setting process. These 
goals were then linked to an incentive pay system 
whereby station managers could earn up to 10% of 
their quarterly salary just by meeting their goals with 
no maximum on the upside if they go over the goals. 

The direct sales force also had an incentive pay 
system. The target pay structure for the sales organi- 
zation was 70% base pay and a 30% commission. 
There was, however, no cap on the commissions for 
salespeople. So in theory, there was no limit to what a 
salesperson could earn. There were also contests that 
were designed to boost performance. For example, 
there was a so-called Top Gun competition for the 
sales force, in which the top salesperson for each 
quarter won a $20,000 prize. 

Incentive pay systems apart, however, Airborne is not 
known as a high payer. The company’s approach is not 
to be the compensation leader. Rather, the company tries 
to set its salary structure to position it in the middle of 
the labor market. Thus, according to a senior human re- 
source executive, “We target our pay philosophy (total 


package—compensation plus benefits) to be right at 
the 50th percentile plus or minus 5 percent.” 

A degree of self-control was also achieved by try- 
ing to establish a corporate culture that focused em- 
ployees’ attention on the key values required to 
maintain a competitive edge in the air express indus- 
try. The values continually stressed by top managers at 
Airborne, and communicated throughout the organi- 
zation by the company’s newspaper and a quarterly 
video, emphasized serving customers’ needs, main- 
taining quality, doing it right the first time around, 
and excellent service. There was also a companywide 
emphasis on productivity and cost control. One exec- 
utive, when describing the company’s attitude to ex- 
penditures, said, “We challenge everything. . . . We’re 
the toughest sons of bitches on the block.” Another 
noted that “among managers I feel that there is a uni- 
versal agreement on the need to control costs. This is 
a very tough business, and our people are aware of 
that. Airborne has an underdog mentality—a desire 
to be a survivor.” 


Airborne in 2002 


By 2002 Airborne Express faced a number of key 
strategic opportunities and threats. These included 
(1) the rapid globalization of the air express industry, 
(2) the development of logistics services based on 
rapid air transportation, (3) the growth potential for 
deferred services and ground-based delivery serv- 
ices, (4) lower margins associated with the new GDS 
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offering, (5) the superior scale and scope of its two 
main competitors, FedEx and UPS, (6) an economic 
slowdown in the United States, and (7) persistently 
high fuel costs (oil prices rose from $18 a barrel in 
mid-1995 to $25 a barrel in 2002). The company’s fi- 
nancial performance, which had always been volatile, 
was poor during 2001, when the company lost $12 
million on revenues of $3.2 billion. In 2002, Airborne 
earned $58 million on revenues of $3.3 billion, even 
though average revenue per shipment declined to 
$8.46 from $8.79 a year earlier. Management attrib- 
uted the improved performance to strong employee 
productivity, which improved 9.4% over the prior 
year. In their guidance for 2003, management stated 
that they would be able to further improve operating 
performance—then, in March 2003, DHL made its 
takeover bid for the company. Under the terms of the 
deal, which was finalized in 2003, DHL acquired the 
ground assets of Airborne Express, while the airline 
continued as an independent entity. 
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American Airlines Since 


Deregulation: A Thirty-Year 


Experience, 1978-2007 


This case was prepared by Dr. Isaac Cohen, San Jose State University. 


Se the passage of the Airline Deregulation Act 
in 1978, eight major U.S. air carriers filed for 
bankruptcy. All were old, established carriers flying 
domestic as well as international routes. Three of the 
major carriers—Pan American Airways, Eastern Air- 
lines, and Trans World Airways (TWA)—were even- 
tually liquidated and their assets were sold to rival 
carriers. Two others—Continental Airlines and U.S. 
Air—filed for bankruptcy protection at least twice. 
And the remaining three—United, Delta, and North- 
west Airlines—were operating in 2005-2006 under 
Chapter 11 of the Bankruptcy Code. Alone among all 
U.S. international majors, American Airlines (AA) 
had never filed for bankruptcy protection. 

American’s financial position was stronger than 
that of its competitors all through the era of deregula- 
tion. During the first two decades of the new era, 
Robert Crandall ran AA, first as President (1980-1985), 
and then as CEO (1985-1998). An executive widely re- 
garded as the industry’s most innovative strategist, 
Crandall introduced the frequent-flier program and 
the two-tier wage system, expanded American globally, 
formed alliances with other carriers, and established a 
successful regional airline affiliated with AA. 

As Crandall retired in 1998, Donald Carty was 
selected CEO. An insider whose tenure was over- 
shadowed by the terrorist attack of September 11, 
2001, Carty was a lackluster leader, and his career 
ended in a public scandal that led to his replacement 
by Gerald Arpey in April 2003. Arpey needed to act 
quickly. Following the unprecedented losses incurred 
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by American as a result of the September 11 attack— 
a loss of over $5 billion dollars during 2001 and 2002, 
and an additional loss of over $1 billion in the first 
quarter of 2003—American Airlines was on the 
brink of bankruptcy. 

What should Arpey do? 

Should Arpey follow the strategies undertaken by 
Crandall to cut operating costs, improve AA’s finan- 
cial position, and turn the carrier profitable? Should 
Arpey, rather, reject some of the policies introduced 
by his predecessor? Or should he, instead, introduce 
brand new innovative strategies applicable to the air- 
line industry in the 21st century? 

To assess Arpey’s strategic choices, this case looks 
back at the experience of his legendary predecessor. 
How precisely did Robert Crandall manage to turn 
American around? 


The Airline Industry 


The airline industry dates back to the Air Mail Ser- 
vice of 1918-1925. Using its own planes and pilots, 
the Post Office Department directly operated sched- 
uled flights to ship mail. With the passage of the Air 
Mail Act (Kelly Act) of 1925, the Post Office subcon- 
tracted air mail transport to private companies and 
thereby laid the foundation of a national air trans- 
port system. The Post Office paid contractors sub- 
stantial sums and encouraged them to extend their 
routes, buy larger planes, and expand their services. 
The formative period of the private airline indus- 
try was the Great Depression. The five or six years 
following Charles Lindbergh’s 1927 flight across the 
Atlantic were years of mergers and acquisitions in 
which every major carrier came into existence, mostly 
through the acquisition of smaller lines. American, 
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United, Delta, Northwest, Continental and Eastern 
Airlines were all formed during this period. The in- 
crease in passenger transport during the 1930s led, in 
turn, to growing competition, price cutting, bank- 
ruptcies, and serious safety problems. It convinced 
the architects of the New Deal that the entire trans- 
port system—not just the air mail—required federal 
regulation. The outcome was the passage of the Civil 
Aeronautics Act (CAA) of 1938.1 

The CAA had two major provisions. First, it pro- 
hibited price competition among carriers, and second, 
it effectively closed the industry to newcomers. The 
Civil Aeronautics Board (CAB) required that all air 
carriers flying certain routes charge the same fares for 
the same class of passengers. Similarly, the CAB re- 
quired all applicants wishing to enter the industry to 
show that they were “fit, willing and able” to do so 
and that their service was “required by the public 
convenience and necessity.” Typically, between 1950 
and 1975 the board denied all 79 applications it had 
received from carriers asking to enter the domestic, 
scheduled airline industry.2 The number of sched- 
uled air carriers was reduced from 16 in 1938 to just 
10 in the 1970s, following mergers, consolidations, 
and route transfers among carriers.° 

By the mid-1970s, the airline industry had expe- 
rienced serious financial troubles. Rising fuel prices, 
an economic recession, and the introduction of ex- 
pensive wide-body aircraft (Boeing 747s, Lockheed 
L-1011s, and McDonnell Douglas DC-10s) led to 
climbing costs, higher fares, reduced traffic, falling 
revenues, and a growing public demand for opening 
up the airline industry to competition. As a result, in 
1975, a Senate subcommittee chaired by Edward 
Kennedy held hearings on the airlines. Working 
closely with Kennedy was a Harvard law professor 
named Stephen Breyer, who later became a U.S. 
Supreme Court Justice. A specialist in regulation, the 
author of Regulation and Reform, and the Staff Direc- 
tor of the Kennedy hearings, Breyer helped Kennedy 
build up a strong case against airline regulation. 

Together, Breyer and Kennedy contrasted in- 
trastate air service—which had never been regulated 
by the CAB—with interstate service—which had been 
regulated since 1938. The figures were astounding. Air 
fares charged by an interstate carrier flying the New 
York-Boston route (191 miles) were almost double 
the fares charged by an intrastate carrier (Southwest 
Airlines) flying the Houston-San Antonio route (also 
191 miles), and air fares charged by an interstate airline 
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servicing the Chicago-Minneapolis city pair market 
(339 miles) were more than double those charged by 
an intrastate airline (Pacific Southwest Airlines) serv- 
ing the Los Angeles-San Francisco market (338 miles). 
The experience of Southwest Airlines in Texas—like 
that of Pacific Southwest Airlines in California—Breyer 
and Kennedy concluded, demonstrated the efficiency 
of the free market and the urgent need for deregula- 
tion.* Three years later, in 1978, Congress deregu- 
lated the airline industry. 


Company Background 


The early history of American Airlines dates back to 
1929 when dozens of small airline companies merged 
together to form American Airways, a subsidiary of 
an aircraft manufacturing/airline service conglomer- 
ate called the Aviation Corporation (AVCO). From 
the outset, American Airlines shipped mail along the 
southern sub-continental route from Los Angeles to 
Atlanta via Dallas. With the passage of the Air Mail 
Act of 1934, Congress prohibited aircraft manufac- 
turing firms from owning airline companies, and 
redistributed existing airmail contracts on a new, 
competitive bidding basis. To bid successfully on the 
new contracts, American Airways changed its name to 
American Airlines, and reorganized itself as a stand 
alone company, independent of AVCO. Winning back 
its original government contracts, AA resumed its air 
mail operations, and moved aggressively to expand its 
nascent passenger service.> 

For the next 35 years, 1934-1968, a single CEO— 
Cyrus Rowlett Smith—ran American Airlines. A 
Texan, C. R. Smith managed to improve AA perform- 
ance in the 1930s, and led the company to sustained 
growth during the following three decades. He paid 
particular attention to two critical aspects of airline 
management, namely, aircraft technology, and labor 
relations. 

Smith played a key role in the introduction of the 
DC-3 aircraft in 1936, a well-designed, and efficient 
plane with two piston engines. The first commercially 
viable passenger aircraft ever produced, the DC-3 
dominated the world’s airways until after WWII. 
Because AA operated the largest fleet of DC-3s in the 
industry, it soon became the industry leader, carrying 
about 30% of the domestic passenger traffic in the 
late 1930s.° 

Working together with Donald Douglas on the 
design and development of the DC-3, C. R. Smith laid 


C236 


the foundations for long lasting relations between AA 
and the Douglas (since 1967, McDonnell Douglas) 
Corporation. Not until 1955 did Smith select a 
Boeing model over a Douglas one (AA ordered its 
first je-—the B-707—from Boeing),’ but soon there- 
after American Airlines resumed its customer rela- 
tions with Douglas. The two companies continued 
cooperating for decades. In 2005, long after C.R. 
Smith had retired, and nearly a decade after the 
Boeing Company bought the McDonnell Douglas 
Corporation, American Airlines’ fleet was made up of 
327 MD-80 McDonnell Douglas planes, and 320 
Boeing planes (the B-737, 757, 767, and 777 models), 
a 46/45% mix which reflected AA’s traditional ties 
with the McDonnell Douglas Corporation.® 

C. R. Smith, in addition, played a central role in 
shaping AA’s labor relations. AA employees, like the 
employees of virtually all other major airlines, had 
become highly unionized by the late 1940s, and 
subsequently, the company experienced growing 
labor troubles. Responding to two large-scale pilot 
strikes that shut down American airlines in 1954 
and 1958, C. R. Smith proposed the establishment 
of a cooperative arrangement among air carriers 
known as the Mutual Aid Pact (MAP). Thinking in 
terms of the entire industry, Smith saw the pact as a 
self-protecting measure designed to check the rising 
power of unions. Originally established in 1958 by 
American and five other carriers (United, TWA, Pan 
American, Eastern, and Capital), the pact authorized 
airlines benefiting from a strike that shut down one 
or more carriers to transfer their strike-generated 
revenues to the struck carrier(s), an arrangement 
which reduced the financial losses of the struck car- 
rier(s) and thereby increased management bargain- 
ing power across the industry. In its several different 
forms, the MAP survived for twenty years, providing 
AA and its rival carriers with a measure of protection 
against lengthy strikes.? 

Smith’s last four years at American Airlines, 
1964-1967, were AA’s most profitable. In 1968, he re- 
tired, and was succeeded by George Spater, a corpo- 
rate lawyer whose tenure at American was marred by 
recession and scandal. Spater not only failed to im- 
prove AA’s performance during the recession of the 
early 1970s, but he also admitted making illegal cor- 
porate contributions to President Nixon’s reelection 
campaign. As a result, the AA board forced Spater to 
resign in 1973, and invited C.R. Smith to rejoin 
American as a caretaker for a short transitional 
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period. Smith served just seven months until the 
board recruited Albert Casey, a media executive, to 
head the company.!° 

Casey’s early years at American coincided with the 
political debate over airline deregulation. On the one 
side, AA financial results during these years were im- 
pressive: Casey turned a loss of $34 million in 1975 to 
a record profit of $122 million in 1978, and raised 
AA’ cash position from $115 million in 1974 to $537 
million in 1978. But on the other, Casey opposed 
deregulation. Casey’s management team believed that 
airline deregulation would promote competition with 
low-cost carriers and shift passenger traffic away from 
transcontinental and semi-transcontinental routes— 
AA’s most profitable ones—to short and medium 
haul routes. “We opposed [deregulation] all the way,” 
Casey recalled years later. “We had the wrong route 
structure. We had the wrong aircraft... . We weren't 
equipped right. [And w]e had very unfavorable union 
contracts.”!! 

Notwithstanding his opposition to deregulation, 
Casey expected Congress to pass the deregulation act. 
To prepare for the passage of the act, Casey undertook 
two early initiatives which later contributed to AA’s 
eventual success under deregulation. First, he estab- 
lished a major hub airport at Dallas/Fort Worth 
(D/FW) and moved the company’s headquarters from 
New York to Dallas. Second, he promoted Robert 
Crandall to the presidency of American Airlines. 


The Crandall Era, 1980-1998 


Crandall’s management style was distinctly different 
from that of Casey. Casey had a personable, relaxed, 
and jolly manner. Crandall was famous for his 
charismatic, intense, and combative style. Casey was 
diplomatic. Crandall was forthright, temperamental, 
and impatient. “The [airline] business is intensely, 
vigorously, bitterly, savagely competitive,”!* Crandall 
once said, adding, “I want to crush all my competi- 
tion. That is what competition is about.”!3 

Crandall served as AA President for five years, 
and as CEO for 13 years. During the early period of 
1980-1985, Casey turned over to Crandall the day- 
to-day operation of the company, and focused his 
attention on American’s financial performance.!4 
During the later period, Crandall assumed full re- 
sponsibility for AA’s financial performance, be- 
coming one of the industry’s longest serving chief 
executives. As both President and CEO, Crandall 
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developed a large body of corporate level strategies 
which helped American gain a competitive advantage 
over its rivals. 


Developing the Hub-and-Spoke System 


The hub-and-spoke system was the product of airline 
deregulation. During the regulatory era, government 
rules restricted the entry of carriers into new travel 
markets. With the coming of deregulation, such re- 
strictions were removed, and airlines were free to es- 
tablish their own connecting hubs for the purpose of 
transferring passengers from incoming to outgoing 
flights. Utilizing the hub-and-spoke system, carriers 
were able to cut costs in at least two ways. First, cen- 
tralizing aircraft maintenance in hubs reduced the 
fleet’s maintenance costs, and second, increasing the 
carriers’ load factor and bringing it close to capacity 
resulted in a more efficient operation. In addition, 
the hub-and-spoke system resulted in greater flight 
frequency for passengers—a service benefit valued 
especially by business travelers.!° 

Throughout the first two years of his presidency, 
1981-1982, Crandall added 17 new domestic cities to 
AA’s D/FW hub, and seven new international desti- 
nations (in Mexico as well as the Caribbean). The 
sheer number of daily flights AA operated in D/FW 
climbed from 100 to 300 in 1981 alone. Building its 
central hub in D/FW, American shifted passenger 
traffic away from other carriers serving Dallas’s out- 
laying cities, subjecting these carriers to relentless 
competitive pressure. Braniff International Airways 
is a case in point. The leading carrier serving the 
D/FW airport in the 1970s, Braniff filed bankruptcy 
and suspended operation in 1982 largely as a result of 
the cutthroat competition it was subject to by Ameri- 
can Airlines in the Dallas area.!° 

Under Crandall’s direction, AA expanded its hub- 
and-spoke operations in the 1980s, establishing 
major hubs in Chicago, Miami, and San Juan, Puerto 
Rico, and focusing on long-haul fights, the most 
profitable segment of the industry. By the mid-1990s, 
these new hubs—together with the D/FW one—had 
all become major international airports serving pas- 
sengers flying to destinations in Europe, South 
America, Central America, and the Caribbean.'” 


Introducing the Two-Tier Wage System 


Dubbed “the father of the two-tier pay scale,” Cran- 
dall had little to do with the origins of the two-tier 
plan. The idea grew out of management’s endless 
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discussions of the need to achieve low cost growth. 
Rejecting employee concessions as an insufficient 
means to attain a low cost operation, Crandall nur- 
tured the two-tier idea and transformed it from an 
abstract notion into a concrete policy—practical, 
consistent, and effective.!® 

The two-tier wage system distinguished between 
two types of employees: current employees paid by an 
A-scale and newly-hired employees paid by a B-scale. 
Initially, under the system established by Crandall at 
American, the two scales were not intended to merge 
at all; in other words, the top pay received by B-scale 
employees was expected to be significantly lower 
than the top pay received by A-scale employees. To 
persuade AA’s labor unions to accept the two-tier 
plan, Crandall offered employees job security, job ex- 
panding opportunities, higher wages and benefits, 
and profit sharing. He also threatened to shrink the 
carrier unless the unions accepted the two-tier deal. 
Believing that lay-offs were eminent, American 
unionized employees agreed to the new wage struc- 
ture, and in 1983, AA signed the industry’s first two- 
tier contracts with its principal unions, the Allied 
Pilots Association (APA, representing the pilots), 
the Transport Workers Union (TWU, representing 
the machinists and other ground workers), and the 
Association of Professional Flight Attendants (APFA, 
representing the flight attendants). AA’s major 
competitors—United, Delta, U.S. Air, and others— 
negotiated similar labor agreements. Consequently, 
the number of two-tier union contracts signed in the 
airline industry jumped from 8 in 1983, to 35 in 
1984, and 62 in 1985.1” 

AA's two-tier wage plan resulted in a significant 
pay gap between old and new employees. A newly- 
hired B-727 captain with a five year experience 
earned $68 an hour or less than half the $140 paid to 
his/her veteran counterpart. Such a wage gap led to 
substantial cost savings: between 1984 and 1989 
American Airlines’ labor cost fell from 37% to 34% 
of the carrier’s total expenses.”° 


Creating a Holding Company 


In 1982, Crandall oversaw the formation of the AMR 
Corporation—a holding company created “to pro- 
vide [American] with access to sources of financing 
that otherwise might be unavailable.”*! AMR owned 
American Airlines together with several other non- 
airline subsidiaries, an arrangement which gave 
management greater flexibility in shifting assets 
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among airline and non-airline subsidiaries, and in 
identifying new profit sources. Equally important 
was the protection AMR gave the airline from the 
swings of the business cycle: profits generated by 
AMR’s non-airline units were expected to mitigate 
the impact of the industry’s periodic downturns. 

Consider the following example. During the 
downturn of 1990-1993, Crandall devised a “transi- 
tion plan” that called for shifting assets from AMR’s 
unprofitable airline operation to its profitable non- 
airline businesses. He even suggested leaving the 
airline business altogether. As AA’s losses were 
mounting—and profits generated from AMR’s non- 
airline units were increasing—Crandall threatened to 
sell AA and keep instead AMR’s non-airline sub- 
sidiaries only.*? 

AMR’s principal subsidiary—apart from AA— 
was the Sabre computer reservation system. Owned 
by AMR, Sabre (Semi Automatic Business Research 
Environment) had become AMR’s most profitable 
unit during the 1990s, generating far higher returns 
on sales than the airline itself. In 1995, for instance, 
Sabre recorded total sales of $1.5 billion, or 9% of 
AMR revenues, and an operating profit of 19%.7° 


Building a Regional Airline 


Another subsidiary of AMR was American Eagle. 
American Eagle was established in 1984 as AA’s re- 
gional affiliate. Operating under the affiliate name, 
several small regional airlines were franchised by AA 
to supply connecting flights to American air serv- 
ices. From the start, American Eagle offered cus- 
tomers “seamless service,’ that is, assigned seats, 
boarding passes, and frequent flyer mileage. In 1987, 
AMR began acquiring American Eagle’s franchised 
carriers, and in 1990, it consolidated these carriers 
into six airline systems that served the D/FW, 
Nashville, New York City, Chicago, Raleigh/Durham 
and San Juan regional markets. To better coordinate 
planning, operation, schedules, training, and mar- 
keting of commuter services, AMR sought further 
consolidation. Accordingly, in 1998, it merged the 
six regional airlines into a single entity carrier, the 
America Eagle Airlines, creating the world’s largest 
regional airline system. Operating 1,450 daily 
flights to 125 destinations in the U.S., Canada, and 
the Caribbean; employing 10,000; and generating 
$1 billion in revenue; American Eagle was named 
“Airline of the Year” by Commuter World magazine 
in 1998.4 
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American Eagle’s growth helped improve AMR’s 
financial results. Originally, American Eagle operated 
as a regional carrier feeding passengers to American 
Airlines flights. But by the mid-1990s, Crandall had 
replaced a growing number of routes flown by AA pi- 
lots with routes flown by American Eagle pilots, a 
move which resulted in substantial labor cost sav- 
ings, given the higher pay received by American than 
Eagle pilots (in 1997 AA pilots earned an average 
yearly pay of $120,000 and Eagle pilots $35,000).?° 


Upgrading the Computer Reservation System (CRS) 


The Sabre computer reservation system was born in 
1962, following a decade-long research effort carried 
out jointly by American Airlines engineers and IBM 
technicians. Initially, Sabre lagged behind compara- 
ble CRS systems used by its competitors, namely, 
United’s Apollo, TWA’s PARS, and Eastern Airlines’ 
System One. But by the mid-1970s, with the ap- 
pointment of Crandall to the position of AA’s Vice 
President for Marketing, Sabre received a new lease 
of life. As marketing chief, Crandall controlled the 
company’s budget for technology research and devel- 
opment. He recruited a strong team of Sabre com- 
puter engineers, and supplied the team with ample 
funding. At the same time, he launched a campaign 
to build an industry-wide CRS owned jointly by the 
major airlines, and used by travel agents. Confident 
that its own CRS was ahead of its competitors, 
United declined to join the industry-wide project, 
and instead, decided to sell its Apollo system’s serv- 
ices directly to travel agents. Crandall reacted quickly. 
Implementing a carefully crafted back-up plan, he 
sent hundreds of sales people and technicians to 
travel agents all across the country, offering them a 
variety of Sabre services. Caught unprepared, United 
was unable to deliver its own computer reservation 
system’s services until months later. The result was a 
swift victory of American over United in the race to 
wire travel agents.”° 

Sabre provided American Airlines with several in- 
formation technology services. First, it calculated the 
yield of each American flight, setting and resetting 
the price of every seat sold. Second, it managed an 
inventory of close to one billion spare parts used by 
American’s fleet in its maintenance facilities. Third, it 
directed the routing and tracking of all baggage and 
freight. And fourth, it supplied American with ongo- 
ing data on aircraft fuel requirements, take off 
weight, and flight plan.?” 
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More important were Sabre’s travel services. Sabre 
provided travel agents around the world with fares 
and schedules for flights offered by hundreds of car- 
riers, not only American and American Eagle. In 
1997, Sabre signed a comprehensive 25-year agree- 
ment to manage the information technology infra- 
structure of U.S. Air, and in addition, it renewed a 
five-year contract with Southwest Airlines to operate 
the carrier’s reservation and inventory systems. Sabre 
and Canadian Airlines International signed a similar 
agreement in 1994, 

Sabre’s clients, it should be noted, were not lim- 
ited to the airline industry. Both the London Under- 
ground and the French National Railway were 
Sabre’s customers in the 1990s; the first contracted 
Sabre to manage its train and crew scheduling, the 
second, to design its computer reservation system. 
Under Crandall’s leadership, furthermore, Sabre 
signed agreements with both Dollar Rent-a-Car and 
Thrifty Rent-a-Car to manage each company’s reser- 
vation system.?® 

Under Crandall’s leadership, Sabre had become 
the largest U.S. computer reservation system with a 
40% share of all travel agent bookings in 1996. 
Nearly 30,000 travel agent offices in 70 countries 
subscribed to Sabre, and more than 2.5 million indi- 
vidual passengers subscribed to Travelocity, Sabre’s 
Internet service. In 1995, the total value of travel- 
related products and services reserved through Sabre 
was estimated at $40 billion.”? 


Promoting Yield Management 


Developing a revenue maximizing process called 
yield management was impossible without en- 
hanced computer capabilities. To fill all empty seats 
on a given flight, American Airlines needed to ob- 
tain information pertaining to the desirable num- 
ber of seats that could be sold at full versus discount 
fares, and the optimal mix of fares that could maxi- 
mize the yield of a given flight. Obtaining such in- 
formation required complex computer calculations 
based on the carrier’s past performance. Hence the 
key role played by Sabre. Sabre could track any pas- 
senger on any seat traveling any distance at any 
time. It could find out how early business travelers 
booked their flights, how far in advance coach pas- 
sengers did so, and how sensitive each of these two 
groups was to fare price changes. With Sabre’s 
growing computer capabilities, American began of- 
fering a large variety of discounted fares, as Don 
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Reed, author of Bob Crandall and American Airlines, 
explained: 


Instead of offering first-class, coach, and one level 
of discount fares, American began offering sev- 
eral layers of discounts. The bigger the savings off 
full-fare prices, the more restrictions the tickets 
had. The more modest the savings, the fewer 
restrictions. So fourteen-day and seven-day 
advance purchase discount fares cost more than 
twenty-one-day fares, but they were less re- 
stricted. Because of this sliding scale of discounts, 
American could juggle the percentage of seats on 
any airplane allocated to one fare type or an- 
other. ... By the late 1980s American would be 
able to, and often did, juggle the mix of fares 
right up until the moment of departure.*° 


Sabre’s yield management system gave American a 
clear competitive advantage over its rivals. On any 
given flight, AA was able to offer a variety of dis- 
counted fares using projections based on past expe- 
rience. Sabre’s technology permitted Crandall to 
match or undercut the cheaper fares offered by com- 
petitors by simply lowering American’s own discount 
prices for some seats and/or increase the number of 
seats available at the lowest price category. There was 
no need to reduce fares on all seats. While competi- 
tors lacking American’s technology were unable to 
match AA’s price flexibility, they soon introduced 
their own yield management systems; nevertheless, 
American Airlines managed to retain its leadership 
position in the field for decades. 


Pioneering the Frequent-Flyer Program 


Just as Sabre promoted the development of AA’s yield 
management system, so did it facilitate the introduc- 
tion of American’s AAdvantage frequent flyer pro- 
gram, an innovation that allowed regular passengers 
to earn free tickets on miles traveled with American. 
And just as the hub-and spoke system was the out- 
growth of deregulation, so was the frequent flyer pro- 
gram. While deregulation promoted competition, the 
frequent flyer program protected carriers from the 
competitive market forces by creating brand loyalty 
among travelers. 

Crandall introduced the AAdvantage program— 
the first in the industry—in 1981, a year after he be- 
came president. Managed by Sabre, the frequent flyer 
innovation was an effective marketing program which 
lowered the advertising costs by targeting individual 
AAdvantage card-holders reachable through mailing 
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and/or email distribution lists. Sabre had been gather- 
ing information on passengers early on. As Mike Gunn, 
AAs Vice President for Marketing under Crandall, 
noted: “One reason we were able to seize the competi- 
tive edge was that we already knew who many of our 
best customers were and how to reach them quickly. 
As other airlines struggled to match our initiative and 
identify their base of frequent-flyers, we were already 
placing AAdvantage cards and welcome letters in the 
hands of our best customers.”>! 

More than one million passengers joined AAd- 
vantage before the end of 1981, and another million 
joined the frequent flyer programs introduced by 
other airlines in 1981 in response to AAdvantage. Ten 
years later, 28 million travelers were card-carrying 
members of at least one frequent flyer program, and 
they held, on average, membership in 3.5 programs. 
American Airlines’ program was the industry’s largest. 
In 1991, American’s frequent flier program had one 
million members more than that of its closest com- 
petitor, United, and four million more than Delta, 
the nation’s third largest carrier.°* 

At the time Crandall left office in 1998, the fre- 
quent flyer program had become an airline industry 
standard feature. It impacted other industries as well, 
and generated both revenues and profits for the air- 
lines. American sold miles to a variety of companies 
which awarded, in turn, AA miles to loyal customers 
as an incentive. In 1998, over 2,500 companies 
awarded miles to customers using the AAdvantage 
Incentive Miles program, most of which were retail 
stores and food serving establishments.*? 


Expanding Internationally 


Before the passage of the airline regulation act in 
1978, American Airlines had virtually no interna- 
tional presence. The dominant U.S. international 
carriers at the time were TWA and Pan America 
World Airways, and neither United nor Delta Airlines 
served any foreign destinations.** The Deregulation 
Act removed government restrictions on entry into 
new travel markets, promoted the development of 
hub-and-spoke systems, and as such, prompted the 
leading domestic airlines—United, American, and 
Delta—to begin serving a growing number of inter- 
national destinations. 

From the outset, AA’s domestic hub system sup- 
ported international expansion, helping the carrier 
fill empty seats on overseas flights. In the early 1980s, 
Crandall extended AA’s route network to Mexico and 
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the Caribbean, but not until 1990 did he launch a 
massive drive at global expansion, adding many more 
overseas destinations in Europe and Latin America. 

Crandall’s decision to extend AA’s international 
route network was informed by air-traffic projec- 
tions. Over the ten-year period 1990-2000, U.S. air 
traffic was expected to grow at a modest rate of 
3%-4% a year while transatlantic air traffic, as well as 
traffic between the U.S. and Latin America’s destina- 
tions, was projected to increase at an annual rate of 
6%-7%. To take advantage of these projections, 
Crandall committed $11 billion, or half of AA’s in- 
vestment budget, to global expansion over the five- 
year period, 1990-1995. He also made two important 
acquisitions, both in 1989-1991. He first bought 
TWAs Chicago-London route in 1989, and six more 
TWA-London routes in 1991. He next acquired East- 
ern Airline’s Latin America route system in 1990. In 
the Latin American market, AA used its strong Miami 
hub to handle traffic from 20 cities in 15 South and 
Central American countries. In the European market, 
Crandall embarked on what he called a “fragmenta- 
tion strategy,’ namely, the break-up of the traditional 
route system linking one international city to another, 
for example, New York-London (and flying large com- 
mercial aircraft such as the 400-seat Boeing B-747), 
and replacing it with a route system that linked less 
congested cites like Chicago and Brussels or Chicago 
and Glasgow (and flying smaller 200-seat aircraft such 
as the Boeing B-767).*° 

Five years later, Crandall’s plan achieved its main 
goals. By the mid-1990s, AA had become the domi- 
nant U.S. carrier serving Latin America, and the num- 
ber two U.S. carrier serving Europe, closely behind 
Delta. In Latin America, AA carried 58% of all U.S. 
airline traffic to and from the region, served 27 na- 
tions, and opened two new U.S. gateway hubs, one in 
New York, the other in Dallas/Fort Worth, in addition 
to its principal one in Miami. In the transatlantic 
travel market, AA’s share accounted for 23% of all air- 
line traffic. In 1995, American derived 14%-15% of 
its airline revenues from the Latin America market, 
and 13% from the European market. As expected, 
both international markets were quite profitable: in 
1996, AA generated an operating profit margin of 
10% in Latin America, and 8% in Europe.*© 


Forming Alliances 


Signing code-sharing agreements with foreign carriers 
was another growth strategy undertaken by Crandall. 
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Code-sharing allowed American to assign its two let- 
ter code—AA—to flights operated by another carrier, 
thereby offering passengers flights to destinations not 
served by American. Enhanced by shared computer 
reservation systems and joint frequent-flyer pro- 
grams, such agreements enabled American to increase 
its passenger traffic without extending its own route 
network, hence saving the carrier the expensive and 
risky cost of starting new international services. 

American signed its first code-sharing agree- 
ment with Canadian Airlines International (CAI) in 
1995. The agreement extended AA’s route network 
to dozens of Canadian cities served by CAI and 
linked CAI route system to dozens of U.S. destina- 
tions served by AA. Seeking to extend AA’s route 
structure to Asia, Crandall signed another code- 
sharing agreement with CAI in 1997. The 1997 
agreement offered AA passengers trans-Pacific serv- 
ice on flights operated by CAI between Vancouver 
and Taipei. To further increase its Asia-bound traf- 
fic, American formed an alliance with China Eastern 
Airlines in 1998—the first code-sharing agreement 
between a U.S. carrier and an airline based in the 
People Republic of China. Under the agreement’s 
provisions, American placed its code on flights oper- 
ated by China Eastern from Los Angeles and San 
Francisco to both Shanghai and Beijing, thereby of- 
fering passengers from destinations as distant as 
Latin America full service to Mainland China. Fi- 
nally, in September 1998, a few months after Cran- 
dall stepped down, American Airlines announced the 
formation of OneWorld Alliance, a code-sharing 
agreement signed by five international carriers: 
American Airlines, British Airways, Canadian Air- 
lines International, Qantas Airway (Australia), and 
Cathy Pacific Airlines (Hong Kong).°” 


Escalating the War with the Unions, 1990-1998 


AA’s labor relations under Crandall may be divided 
into two distinctly different periods: 1980-1989, and 
1990-1998. In the 1980s, relations between labor and 
management at American were, for the most part, 
cooperative and peaceful. Crandall, as discussed, 
managed to convince the leadership of the pilots’ 
flight attendants’, and machinists’ unions to negotiate 
and sign two-tier labor agreements which allowed 
management to place newly hired employees on a 
lower, B-type wage scale. 

In the 1990s, by contrast, labor relations at 
American were stormy and contentious. Contract 
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negotiations were long and difficult to conclude, and 
labor disputes triggered strikes, strike threats, and re- 
peated instances of federal intervention to avert 
strikes. As a consequence, labor disputes were costly, 
resulting in revenue and income losses. 

One major cause of the 1990s labor troubles 
was the lingering dissatisfaction—expressed by AA 
employees—with the two-tier wage system. For any 
unionized job, B-scale employees were paid much 
lower wages than their veteran counterparts, and over 
the years, these lower paid employees had turned ex- 
tremely resentful towards management. As Crandall 
hired a growing number of B-scale recruits in the 
1980s and 1990s, the “B-scalers” had eventually be- 
come the majority of all AA’s unionized employees. 

Two labor disputes at American during the 1990s 
stand out. The first involved a strike staged by the 
Professional Association of Flight Attendants. In 
1993, 21,000 flight attendants struck American air- 
lines during Thanksgiving Day weekend, crippling 
the carrier and ruining whatever prospects manage- 
ment had of posting profits that year (AA ended the 
year with a small loss of $110 million on $15.8 billion 
in revenues). Union leaders pointed out that Cran- 
dall’s unwillingness to bend during negotiations pre- 
cipitated the strike. Industry analysts agreed, noting 
Crandall’s compulsion to keep labor cost low. As the 
strike entered its fifth day, President Clinton inter- 
vened and pressured both sides to accept binding ar- 
bitration. The dispute was later settled, but the flight 
attendants remained disgruntled.*® 

A pilots’ strike-threat underlay the second labor 
dispute. In November 1996, the Allied Pilots Associa- 
tion’s board of directors approved a tentative pilots’ 
contract, and presented it to the union membership 
for ratification. Persuaded by a dissident group of 
grassroots union activists made largely of B-scale pi- 
lots, the membership rejected the contract by a mar- 
gin of almost two to one. The union leadership, in 
turn, hardened its position, and threatened to strike the 
carrier. As the strike deadline approached, President 
Clinton intervened, invoking a rarely used provision 
of the 1926 Railway Act which empowered him to 
appoint a three-member emergency board to help 
settle the dispute. In the meantime American’s losses 
were mounting. By April 1997, AA lost at least $100 
million in advanced bookings, as passengers avoided 
flying an airline facing impending walkout days. 
The contract was eventually ratified, but here 
again, the pilots remained embittered, and they 
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Robert Crandall’s American Airlines Highlights of Financial Data, 1985-1998 
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Sources: “AMR Corporation,” Hoover's Handbook of American Business, 1992, p. 110; 2002, p. 165. 


continued resenting Crandall’s heavy-handed man- 
agement methods.°? 


Improving Financial Results, 1985-1997 


AA’s financial performance under Crandall needs to 
be analyzed in conjunction with Crandall’s evolving 
strategy. Serving as CEO for 13 years, Crandall 
shaped and reshaped his strategy, paying close atten- 
tion to changes in the business cycle. In the 1980s, 
Crandall undertook a growth strategy that resulted 
in a rapid expansion of American Airlines’ fleet, as 
well as workforce. The larger AA grew, the lower were 
its costs, the higher its revenues, and the larger its 
profits. In the early 1990s, as the air travel market slid 
into a protracted recession, and AA experienced four 
years of losses, Crandall embarked on a retrenchment 
strategy, laying off employees, grounding old planes, 
exiting unprofitable markets, and outsourcing se- 
lected services. Following the recession of 1990-1993, 
the industry expanded once again, and Crandall intro- 
duced a second growth plan. His renewed efforts at in- 
creasing revenues and improving profits were sustained 
by AA’s industry-leading yield management system, its 
formidable AAdvantage frequent flyer program, and its 
extensive global route network. Notwithstanding the 


labor troubles of 1996-1997, the carrier had become 
profitable again, posting a net income of over $1 billion 
in 1996, close to $1 billion in 1997, and $1.3 billion in 
1998, as Exhibit 1 shows, and reducing its debt as a per- 
centage of capitalization from 83% in 1994 to 66% at 
the end of 1996.*° 


Donald Carty and the September 11, 2001 
Terrorist Attack 


Donald Carty served as American Airlines CEO for 
five years. An AA career executive, he was hand 
picked by Crandall to lead the carrier, first as Presi- 
dent, and then, following Crandall’s retirement in 
1998, as CEO. Carty’s five-year tenure was marred by 
labor troubles, recession, and terrorism, and ended 
in a public scandal: as a result of the September 11, 
2001 attack, American Airlines was losing several 
million dollars a day, yet in Spring 2003, at the time 
the carrier was inching towards bankruptcy, AA’s 
senior executives—including Carty—received undis- 
closed bonuses and pension guarantees worth millions 
of dollars. 

Carty’s labor problems began early on. In 1999, he 
convinced the AMR board to acquire a small low-cost 
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commuter airline called Reno Air. The proposed ac- 
quisition evoked a staunch opposition on the part of 
American pilots. Believing that Carty planned to re- 
place them with low-paid Reno pilots, members of 
the Allied Pilots Association staged an 11-day sickout 
which forced American to cancel 6,700 fights, left 
600,000 passengers stranded, and cost the carrier 
$225 million in lost earnings. Also in 1999, AA flight 
attendants rejected a tentative contract offer and 
threatened to strike the carrier. In 2001, AA’s flight 
attendants agreed to accept a contract agreement 
only after exhaustive negotiations that ended hours 
before a strike deadline.*! 

Notwithstanding these labor differences, Carty 
moved to expand the airline by merger, purchasing 
TWA—a trunk-line carrier experiencing serious fi- 
nancial problems. Approved in April 2001, AA’s 
merger with TWA created the nation’s largest airline, 
adding 188 commercial airplanes to American’s fleet 
(TWA’s 104 McDonnell Douglas MD-80 jets fit 
nicely into AA’s fleet), and providing American with 
a central hub at St. Louis. The cost of the transaction 
was just $742 million—a modest sum by any indus- 
try standards—and more importantly, the merger 
was supported by all major unions. Backed by the 
unionized employees of both carriers, Carty managed 
to integrate the two companies smoothly, earning the 
praise of industry analysts.’ 

Yet the TWA acquisition was untimely. The 
merger was approved at the time the entire airline in- 
dustry was moving rapidly into a recession. Follow- 
ing the merger’s approval in Spring 2001, business 
travel dropped precipitously, leisure travel fell too, 
and fuel prices were rising. As a result, AA lost $550 
million during the first half of 2001.*° Less than three 
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months later, the 9/11 terrorist attack erupted, de- 
stroying two AA passenger jets at midair, and shut- 
ting down all airline travel in the U.S. for two days. 

The impact of the 9/11 attack on American’s fi- 
nancial performance was long lasting. As shown in 
Exhibit 2, AA lost $1.8 billion in 2001, and a record 
$3.5 billion in 2002. In April 2003, following another 
loss of a billion dollars during the first quarter of the 
year, American Airlines was nearly bankrupt. 

To avoid filing bankruptcy under Chapter 11, 
Carty asked the three unions representing the majority 
of AA employees to agree to major wage and benefit 
concessions. The leadership of each union accepted 
management’s demand for a concessional contract 
and put the issue before the membership for a vote. 
Within two weeks, AA employees ratified a collective 
bargaining agreement that gave the carrier back a total 
of $1.8 billion, or 20% of the carrier’s annual payroll. 

A day later the deal began to unravel. Following 
the contract ratification, union leaders, as well as 
members, learned from news reports that the AMR 
corporation awarded Carty and five other executives 
bonuses that equaled twice their annual salaries, and 
set aside a $41 million trust that was intended to pro- 
tect the pensions of 45 executives in the event of 
bankruptcy. As it turned out, the carrier delayed fil- 
ing a report detailing these executive compensation 
plans with the Security and Exchange Commission 
until after the contract vote was completed.* 

The belated disclosure angered the employees 
and prompted two of the three unions to call for an- 
other contract vote. Carty, in turn, sent a letter to AA 
employees apologizing for his conduct, and an- 
nouncing the cancellation of the proposed bonuses: 
“My mistake was failing to explicitly describe these 
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retention benefits... . Please know that it was never 
my intention to mislead you.”© The disclosure, in 
addition, surprised several members of the AMR 
board who felt misled by top management, believing 
that Carty had discussed the executive compensation 
package with the union leaderships prior to the con- 
tract vote. In response to the mounting public outcry 
over the disclosure, AMR board of directors sought 
Carty’s resignation. Pressured by the board, Carty 
promptly stepped down, and the directors moved at 
once to elect a new CEO.” 


The Future: Gerard Arpey’s American 
Airlines, 2003- 
A few board members suggested rehiring Robert 
Crandall. Others rejected Crandall’s choice and 
sought instead a candidate who was likely to create a 
sense of management continuity in AA and act 
quickly to save the company from filing bankruptcy. 
Such a candidate, the majority of directors agreed, 
was American Airlines President Gerard Arpey. 
Elected by the board to replace Carty, Arpey had 
24 hours to save the carrier. Crafting a revised labor 
management agreement that included the essential 
$1.8 billion cuts in wages and benefits, and offered 
the employees a number of additional non-monetary 
gains, Arpey managed to convince the union leader- 
ships to approve the new labor agreement and 
thereby save the carrier from filing for bankruptcy 
protection. Passing his first test as a chief executive, 
Arpey outlined a key management objective he 
would strive to accomplish throughout his tenure as 
AA CEO: “There is a definite need to rebuild trust 
[between management and labor] within the com- 
pany. I hear that loud and clear ... and I commit my- 
self to earning everybody’s trust.”48 

Gerard Arpey spent his entire career at American 
Airlines, joining the company as a financial analyst in 
1982. Before accepting the top job, the 46-year-old 
Arpey sought, and received, the approval of AA’s 
union leaders: “He said he wouldn't take the position 
unless ... he had our support,” John Darrah, Presi- 
dent of the Allied Pilots Association recalled, adding, 
“T have a great deal of respect for Mr. Arpey.... I can 
honestly [say] there’s not a person I have more respect 
for or trust in.”4? 

Arpey’s turnaround plan was based on several 
elements. First, Arpey believed that in order to com- 
pete successfully in the post 9/11 world, American 
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Airlines needed to shift its strategic focus from rev- 
enue growth to cost reduction. To achieve this goal, he 
introduced a cooperative labor management scheme, 
a continuous improvement program, and other labor 
cost cutting measures. Second, Arpey realized that 
American could take advantage of its global posi- 
tioning to expand profitable international opera- 
tion and curtail unprofitable domestic services. To 
achieve this goal, he sought to form closer alliances 
with foreign carriers. Altogether, Arpey embarked on 
four distinct strategies in his efforts to turn American 
around. 


International Expansion 


Referring to his plan to expand AA’s international 

operation, Arpey explained: 
One of the things that we can capitalize on is the 
depth and breadth of our network. It’s one of the 
ways that we can compete more effectively with 
low-cost carriers that operate primarily in the 
domestic market. ... We have very aggressive 
plans internationally. ... Our strengths include a 
very broad network that spans the globe . .. the 
[industry’s] largest frequent-flyer program, 
Admiral airport clubs, and a great first-class 
product. ... [W]e get more revenue per passenger 
than the low cost carrier[s and] ... we can sus- 
tain a revenue premium.°? 


Arpey expected AA’s international service to grow 
from over 30% of capacity in 2005 to 40% by the end 
of the decade. He planned to expand, above all, 
trans-Pacific travel service. In 2005, American intro- 
duced two non-stop services to Japan, operating 
flights between Chicago and Nagoya, and between 
Dallas and Osaka. Similarly, in 2005, AA started a 
non-stop service to India, flying the 7,500-mile route 
between Chicago and New Delhi, American’s longest, 
in 14-15 hours. American also competed aggressively 
over the contested rights to serve China, planning to 
introduce a Chicago-Shanghai non-stop service as 
early as approval by the Chinese government was 
granted. Additionally, AA formed alliances with 
Aloha Airlines and Mexicana Airlines, on the one 
side, and consolidated its code-sharing agreement 
with British Airways, on the other.>! 


Labor-Management Cooperation 


To improve his relations with the unions, Arpey in- 
stituted an open door policy. During his first two 
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years in office, Arpey spent more time meeting union 
leaders than the time spent for this purpose by any 
other chief executive in the company’s 75-year his- 
tory. “You demonstrate commitment by where you 
put your time,” he told a Financial Times reporter in 
2005. “We are trying to make our unions our busi- 
ness partners.”°* Unlike Crandall and Carty, Arpey 
constantly highlighted the importance of getting AA 
employees involved in the business of airline manage- 
ment. Once elected CEO, he traveled widely, visited 
AA operations in one city after another, conducted 
town-hall meetings with AA employees, and solicited 
employee suggestions. “I try to spend as much time as 
I can [with the employees] when I travel,” Arpey ex- 
plained in a 2004 interview, “going to break rooms, 
talking to agents at the gate, talking to flight atten- 
dants on board [of] the airplane, riding jump seats, 
and ... answering all the email|s I] get.” 

Still, Arpey was unable to change AA’s climate of 
labor-relations single-handedly. He needed external 
help. To improve labor management relations at 
American, Arpey hired an employee-relations consul- 
tancy called the Overland Resource Group in Sum- 
mer 2003. Instrumental in improving labor-relations 
at Boeing, Ford, and the Goodyear Corporation, the 
Overland group instructed AA managers to follow 
three fundamental principles, or maxims, in their rela- 
tions with AA’s employees: “Involve before Deciding,” 
“Discuss before Implementing,” and “Share before 
Announcing.” More importantly, the Overland group 
created a Joint Leadership Team (JLT) chaired by 
Arpey and the national presidents of AA’s three main 
unions (representing the pilots, flight attendants, 
and mechanics and ground workers), and attended 
by the company CFO as well as four vice presidents, 
on management side, and three representatives of 
each union, on labor side. The team met once a 
month to discuss issues ranging from AA’s corpo- 
rate-level strategies to union demands and griev- 
ances. The team also reviewed AA’s financial data 
on a quarterly basis, an arrangement that helped 
senior union officials understand the airline busi- 
ness.°4 To help team members communicate, two 
Overland consultants attended all JLT meetings, 
acting as the dialogue facilitators. To ensure an hon- 
est, open, and free-flowing discussion with no fear of 
reprisal, each JLT participant signed a non-disclosure 
agreement.°° 

In addition to the team headed by Arpey and the 
union presidents, Overland facilitated the formation 
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of seven regional JLIs located in different airports 
and maintenance bases throughout AA network. A 
local JLT met once a month to review the region’s fi- 
nancial performance and to evaluate employee cost- 
saving ideas.°° 

Overland presence at AA enhanced employee 
motivation and morale. The higher level of employee 
motivation was reflected, first and foremost, in the 
growing number of cost savings suggestions initiated 
by employees. While AA management routinely ig- 
nored employee suggestions in the past [one union 
leader observed], Overland consultants now encour- 
aged the adoption of such suggestions. And while 
Arpey’s management team was actively soliciting em- 
ployee ideas, no employee whose ideas were adopted 
received any compensation; on the contrary, helping 
the company was the employee’s sole motivation.°” 

As a result of implementing employee-identified 
cost-saving ideas, AA saved about $100 million in 
2004.°8 The overall decline in labor cost was larger. 
Partly as a consequence of introducing cost-saving 
ideas, and partly as a result of implementing the 
landmark concessional contract of April 2003, AA 
unit labor cost under Arpey declined by more than 
20% in two years, as shown in Exhibit 3. 


Continuous Improvement 


The Continuous Improvement (CI) program was im- 
plemented across all AA’s maintenance facilities. Dur- 
ing 2001-2004, United Airlines, Northwest Airlines, 
and U.S. Airways closed several of their maintenance 
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bases, and sought instead to outsource heavy mainte- 
nance to outside contractors.°? American Airlines, by 
contrast, kept maintenance work in house, and 
launched a massive drive at efficiency, seeking pro- 
ductivity gains in the shop floor. 

The Continuous Improvement program had 
three main goals: the elimination of waste in any 
form, the standardization of maintenance work, and 
the optimal utilization of “human talent.” The idea— 
and practice—of CI was based on the assumption 
that workers, not managers, were the real experts, 
and that employee empowerment was critical for 
building effective work teams. The CI program ad- 
dressed a variety of issues ranging from shop floor 
reorganization to engine-overhaul turnover time re- 
duction. To achieve these objectives, a “5S” technique 
(“sort, strengthen, standardize, shine, sustain”) was 
introduced throughout AA’s maintenance facilities. 
At American’s largest maintenance base in Tulsa, 
Oklahoma, for example, Continuous Improvement 
teams in the avionic shop used the 5S technique to 
free nearly 12,000 sq. ft. of floor space and thereby 
save the company $1.5 million in inventory cost. 

Employee-identified CI ideas included new ways 
to reduce the cost of replacing aircraft parts and 
components. On the McDonnell Douglas MD-80 
model, for instance, the cargo door torque (spring) 
tube needed to be replaced once a year. To do so, the 
company bought new tubes at a cost of $660 per 
tube. The CI team investigated the issue and ascer- 
tained that repairing broken tubes at a cost of only 
$134 per unit saved the company a total of $250,000 
a year. On the Boeing 737, similarly, AA economized 
by replacing passenger light bulbs and cabin win- 
dows only when needed. In the past, AA replaced all 
light bulbs and cabin windows at the same time re- 
gardless of whether the bulbs were burned out or the 
windows worn out. The selective replacement of 
light bulbs and cabin windows saved AA $100,000 
per year.°! 

American used CI teams to reduce engine over- 
haul times as well. One team of engine mechanics 
drafted a series of diagrams showing the most effi- 
cient way to disassemble a jet engine. Another de- 
vised a “point-of-use tool box” which contained all 
the tools necessary for an engine’s assembly and dis- 
assembly. Together, the two teams helped AA cut an 
engine’s overhaul turnaround time from 53 days in 
2003 to 40 days in 2004, an improvement of 25% ina 
single year. 
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Continuous Improvement teams helped AA cut 
costs in still other ways. To service American Airlines 
fleet, company mechanics used thousands of drill 
bits monthly at a cost of $20 to $200 a piece. Two AA 
mechanics invented a drill bit-sharpening tool which 
refurbished bits for reuse at a cost savings of 
$300,000—400,000 a year. And in 2004, a CI team 
came up with the idea of reusing parts of obsolete 
DC-10 coffee makers on other AA airplanes, generat- 
ing a one-time savings of $675,000.° 

Taken together, all these improvements helped 
AA reduce its maintenance cost by 34% in two years 
(2002-2004). A comparison between American’s 
maintenance cost reduction and that of five other 
U.S.-based network carriers shows that AA led the 
way, exceeding the industry average by 13 percent- 
age points, and well ahead of any of its competitors 
(Exhibit 4). 


Other Cost Cutting Measures 


“Simplification and standardization drives effi- 
ciency,’4 Arpey said in 2004, and he moved quickly 
to both simplify and standardize AA’s fleet of aircraft. 
To simplify the fleet, Arpey reduced the number of 
aircraft types flown by American from 14 to 6, retir- 
ing many old models. The move reduced American 
spending on spare parts as well as crew training, es- 
pecially pilots and mechanics training. In addition, 
Arpey standardized aircraft seating, arranging all seats 
on a given aircraft type in a single configuration, as 
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the two following examples suggest. Under Carty’s 
leadership, the MD-80 fleet had two seating configu- 
rations, one designed to serve AA’s business routes, 
the other to serve AA’s low fare routes. Under Carty 
likewise, the B-777 had two seating configurations, 
one aimed at flights over the Pacific, the other at 
flights over the Atlantic. In an effort to simplify both 
aircraft maintenance and flight schedules, Arpey 
standardized all seating on the MD-80 and B-777 
models in a single arrangement, a reconfiguration 
that resulted in substantial cost savings.°° 

Arpey reversed two other Carty initiatives, first, 
the creation of more legroom for passengers, and sec- 
ond, the transformation of TWA’s St. Louis hub into a 
major AA hub. In 2000, Carty launched the “More 
Room in Coach” marketing campaign in an attempt 
to increase revenues. AA, accordingly, removed more 
than 7,000 economy seats from its fleet, reducing the 
fleet’s seating capacity by 6.4%. Carty’s initiative, 
however, failed to generate the expected revenues, and 
therefore Arpey decided to undo it. In 2004, AA 
added two rows of seats to its fleet of 140 B-757s and 
34 A-300s, and used both models to serve low-fare 
leisure markets. In 2005, AA added six more seats to 
its B-737 fleet, seven more to its fleet of MD-80s and 
B-767s, and nine more seats to its fleet of B-777s. The 
change in seating capacity was projected to generate a 
revenue increase of over $100 million a year.®° 

Lastly, Arpey announced early on his decision to 
scale back significantly AA’s St. Louis operation. Ex- 
pecting TWA’s central hub in St. Louis to fit nicely 
into American route system, Carty, as noted, pur- 
chased TWA in 2001. Arpey, however, did not share 
Carty’s vision. To improve AA’s financial perform- 
ance, Arpey shifted flights from routes out of the St. 
Louis hub to more profitable routes out of AA’s 
Chicago and Dallas hubs. As a result, AA laid off 
more than 2,000 employees at the St. Louis airport in 
2003 alone.°” 


Future Prospects and Concerns 


One result of the successful implementation of Arpey’s 
turnaround strategy was the deep decline in AA’s oper- 
ating costs. As shown in Exhibit 5, by 2005, American 
operating costs were lower than those of any other 
network carriers save Continental. American’s stock 
prices too performed well. Following a sharp drop in 
AMR stock price during the post 9/11 years, AMR’s 
stock more than doubled in value in 2005, rising 
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101% and outperforming the share prices of all 
major U.S. carriers, including Southwest Airlines. AA’s 
cash position, furthermore, was stronger than that of 
other network carriers. AA managed to increase its 
cash surplus from $3 billion in 2004 to $4.3 billion in 
2005, a margin sufficiently comfortable to give the 
carrier a greater staying power in the industry than 
its rivals.°8 

Nevertheless, American Airlines still faced a num- 
ber of daunting challenges. First and most important 
was the need to achieve profitability. During Arpey’s 
first three years in office, AMR continued to post 
large losses that amounted to $1.2 billion in 2003, 
$0.8 billion in 2004, and $0.9 billion in 2005. While 
analysts were impressed by AA’s cost cutting meas- 
ures (as well as its collaborative labor management 
relations, strong cash position, rising fares, and 
trimmed capacity), and while AA stock doubled in 
value in 2005 in anticipation of profits in 2006, the 
continual increase in fuel costs during 2006 clouded 
AA’s recovery prospects.°? 

Another concern pertained to labor relations. AA 
employees resented a stock-related bonus paid to 
American managers in 2006. The payout was author- 
ized by an 18-year-old “Long Term Incentive Program” 
which tied executive pay to AA’s stock performance. 
Because AA’s stock prices outperformed the stock 
prices of its five competitors (United, Delta, Conti- 
nental, U.S. Air, Northwest) in 2005, American’s top 
1,000 mangers were eligible to share $80 million in 
cash. The payout, however, was viewed by American’s 
unionized employees as extra compensation for 
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managers not shared by other AA employees. A letter 
sent by top management to members of the Allied 
Pilots Association congratulating the pilots on saving 
$80 million in fuel cost in 2005—an amount equiva- 
lent to management’s bonus—angered the pilots fur- 
ther, and threatened to undermine the cooperative 
labor relations at American.” 

A final concern stemmed from AA’s pension cri- 
sis. In 2005, American’s pension plans were under- 
funded by about $2.7 billion. To be sure, AA’s funding 
deficit was smaller than that of Delta ($5.3 billion) 
and Northwest ($3.8 billion), yet unlike Delta and 
Northwest, American’s commitment to protecting its 
employees’ pensions was embedded in a collective 
bargaining agreement: a key union demand incorpo- 
rated into the 2003 labor agreement that saved AA 
from bankruptcy was the preservation of the carrier’s 
pension plan intact. In 2006, Delta, Northwest, 
United, and other network carriers were all engaged 
in a process of converting their pension plans from 
defined benefit plans (plans that paid employees life- 
time retirement pensions funded by the employer) to 
the less expensive defined contribution plans (plans 
that operated like retirement saving accounts funded 
by both the employee and the employer). American 
Airlines, accordingly, experienced a growing competi- 
tive pressure to convert its pension plans too, but such 
a move was likely to jeopardize the long-standing in- 
dustrial peace at American which Arpey had worked 
so hard to craft and preserve.’! 
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Cola Wars Continue: 
Coke and Pepsi in 2006 


This case was prepared by David B. Yoffie and Michael Slind, 


Harvard Business School. 


or more than a century, Coca-Cola and Pepsi- 

Cola vied for “throat share” of the world’s bever- 
age market. The most intense battles in the so-called 
cola wars were fought over the $66 billion carbon- 
ated soft drink (CSD) industry in the United States.! 
Ina “carefully waged competitive struggle” that lasted 
from 1975 through the mid-1990s, both Coke and 
Pepsi achieved average annual revenue growth of 
around 10%, as both U.S. and worldwide CSD con- 
sumption rose steadily year after year.” According to 
Roger Enrico, former CEO of Pepsi: 


The warfare must be perceived as a continuing 
battle without blood. Without Coke, Pepsi would 
have a tough time being an original and lively 
competitor. The more successful they are, the 
sharper we have to be. If the Coca-Cola company 
didn’t exist, we'd pray for someone to invent 
them. And on the other side of the fence, ’m 
sure the folks at Coke would say that nothing 
contributes as much to the present-day success 
of the Coca-Cola company than .. . Pepsi.? 


That cozy relationship began to fray in the late 
1990s, however, as U.S. per-capita CSD consump- 
tion declined slightly before reaching what appeared 
to be a plateau. In 2004, the average American drank 
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a little more than 52 gallons of CSDs per year. At the 
same time, the two companies experienced their own 
distinct ups and downs, as Coke suffered several op- 
erational setbacks and as Pepsi charted a new, aggres- 
sive course in alternative beverages. Although their 
paths diverged, however, both companies began to 
modify their bottling, pricing, and brand strategies. 

As the cola wars continued into the 21st century, 
Coke and Pepsi faced new challenges: Could they 
boost flagging domestic CSD sales? Would newly 
popular beverages provide them with new (and prof- 
itable) revenue streams? Was their era of sustained 
growth and profitability coming to a close, or was 
this slowdown just another blip in the course of the 
cola giants’ long, enviable history? 


Economics of the U.S. CSD Industry 


Americans consumed 23 gallons of CSDs annually in 
1970, and consumption grew by an average of 3% per 
year over the next three decades. (See Exhibit 1—U.S. 
Beverage Industry Consumption Statistics.) Fueling 
this growth were the increasing availability of CSDs 
and the introduction of diet and flavored varieties. 
Declining real (inflation-adjusted) prices played a 
large role as well.t There were many alternatives to 
CSDs, including beer, milk, coffee, bottled water, 
juices, tea, powdered drinks, wine, sports drinks, dis- 
tilled spirits, and tap water. Yet Americans drank 
more soda than any other beverage. Within the CSD 
category, the cola segment maintained its domi- 
nance, although its market share dropped from 71% 
in 1990 to 60% in 2004.° Non-cola CSDs included 
lemon/lime, citrus, pepper-type, orange, root beer, 
and other flavors. CSDs consisted of a flavor base 
(called “concentrate”), a sweetener, and carbonated 
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water. The production and distribution of CSDs in- 
volved four major participants: concentrate produc- 
ers, bottlers, retail channels, and suppliers.® 


Concentrate Producers 


The concentrate producer blended raw material in- 
gredients, packaged the mixture in plastic canisters, 
and shipped those containers to the bottler. To make 
concentrate for diet CSDs, concentrate makers often 
added artificial sweetener; with regular CSDs, bottlers 
added sugar or high-fructose corn syrup themselves. 
The concentrate manufacturing process involved little 
capital investment in machinery, overhead, or labor. A 
typical concentrate manufacturing plant cost about 
$25 million to $50 million to build, and one plant 
could serve the entire United States.” 

A concentrate producer’s most significant costs 
were for advertising, promotion, market research, 
and bottler support. Using innovative and sophisti- 
cated campaigns, they invested heavily in their 
trademarks over time. While concentrate producers 
implemented and financed marketing programs 
jointly with bottlers, they usually took the lead in 
developing those programs, particularly when it 
came to product development, market research, and 
advertising. They also took charge of negotiating 
“customer development agreements” (CDAs) with 
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nationwide retailers such as Wal-Mart. Under a 
CDA, Coke or Pepsi offered funds for marketing and 
other purposes in exchange for shelf space. With 
smaller regional accounts, bottlers assumed a key 
role in developing such relationships, and paid an 
agreed-upon percentage—typically 50% or more—of 
promotional and advertising costs. Concentrate pro- 
ducers employed a large staff of people who worked 
with bottlers by supporting sales efforts, setting stan- 
dards, and suggesting operational improvements. 
They also negotiated directly with their bottlers’ 
major suppliers (especially sweetener and packaging 
makers) to achieve reliable supply, fast delivery, and 
low prices.® 

Once a fragmented business that featured hun- 
dreds of local manufacturers, the U.S. soft drink in- 
dustry had changed dramatically over time. Among 
national concentrate producers, Coca-Cola and 
Pepsi-Cola (the soft drink unit of PepsiCo) claimed a 
combined 74.8% of the U.S. CSD market in sales vol- 
ume in 2004, followed by Cadbury Schweppes and 
Cott Corporation. (See Exhibit 2—U.S. Soft Drink 
Market Share by Case Volume. See also Exhibit 3— 
Financial Data for Coca-Cola, Pepsi-Cola, and Their 
Largest Bottlers.) In addition, there were private- 
label manufacturers and several dozen other national 
and regional producers. 


U.S. Soft Drink Market Share by Case Volume (percent) 


1966 1970 1975 


Coca-Cola Company 
Coke Classic 

Coca-Cola 

Diet Coke 

Sprite and Diet Sprite 
Caffeine Free Coke, 


Diet Coke, Tab 
Fanta@ 
Barq’s and Diet Barq’s 
Minute Maid brands 
Tab 
Others 
Total 


1980 


(continued) 
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U.S. Soft Drink Market Share by Case Volume (percent) 


1966 1970 


PepsiCo, Inc. 
Pepsi-Cola 
Mountain Dew 
Diet Pepsi 

Sierra Mist 

Diet Mountain Dew 


Caffeine Free Pepsi, 
and Diet Pepsi 


Mug Root Beer 
Wild Cherry Pepsi 

(reg and diet) 
Mountain Dew Code Red 
Slice and Diet Slice 
Others 


Total 
Cadbury Schweppes? 


1975 1980 


Dr Pepper (all brands) 
7UP (all brands) 
A&W brands 

Royal Crown brands 
Sunkist 

Canada Dry 
Schweppes 

Others 

Total 

Dr Pepper/Seven-Up Cos.° 
Dr Pepper brands 
7UP brands 

Others 


Total 


Cott Corporation — — 
Royal Crown Cos. 6.9 6.0 
Other companies 29.8 28.5 
Total (million cases) 2,927 3,670 


2.7 
2.0 
7.0 
8,970 


Sources: Compiled from Beverage Digest Fact Book 2001, The Maxwell Consumer Report, February 3, 1994; the Beverage Marketing Corporation, 
cited in Beverage World, March 1996 and March 1999; and Beverage Digest Fact Book 2005. 


4 For the period before 1985, Fanta sales are included under “Others.” 

> Cadbury Schweppes acquired A&W brands in 1993, Dr Pepper/Seven-Up Cos. (DPSU) brands in 1995, and Royal Crown in October, 2000. 

° Dr Pepper/Seven-Up Companies (DPSU) was formed in 1988. Prior to 1988, Dr Pepper and 7UP brand shares refer to the shares of the 
respective independent companies, the Dr Pepper Company and the Seven-Up Company. DPSU was acquired by Cadbury Schweppes 


in 1995. 
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Financial Data for Coca-Cola, Pepsi-Cola, and Their Largest Bottlers ($ millions) 


1975 1980 1985 1990 1995 2000 2001 


Coca-Cola Company? 

Beverages, North America 

Sales 2,461 5,513 7,870 7,526 6,264 6,344 6,643 
Operating profits/sales 16.5% 15.5% 17.9% 19.7% 23.9% 18.9% 24.2% 
Beverages, International 

Sales 6,125 12,559 12,588 12,386 13,089 14,477 15,076 
Operating profit/sales 29.4% 29.1% 27.1% 37.1% 35.8% 33.3% 33.6% 
Consolidated 

Sales 10,236 18,127 20,458 20,092 19,564 21,044 21,962 
Net profit/sales 13.5% 16.5% 10.6% 19.8% 15.6% 20.7% 22.1% 
Net profit/equity 36.0% 55.4% 23.4% 34.9% 25.8% 30.9% 30.4% 
Long-term debt/assets 8.0% 76% 4.0% 54% 11.0% 9.2% 3.7% 
PepsiCo, Inc.» 

Beverages, North America 

Sales 6,171 6,888 

Operating profit/sales 22.3% 21.3% 

Beverages, International 

Sales 1,981 2,012 

Operating profit/sales 8.0% 10.5% 

Consolidated 

Sales 2,709 20,438 26,935 

Net profit/sales 46% 10.7% 9.9% 

Net profit/equity 18.0% 30.1% 30.8% 

Long-term debt/assets 35.0% 12.8% 12.2% 

Coca-Cola Enterprises (CCE) 

Sales 14,750 15,700 

Operating profit/sales 7.6% 4.3% 

Net profit/sales 1.6%  —2.0% 

Net profit/equity os 8.3% —11.5% 

Long-term debt/assets — 46.7% 43.7% 

Pepsi Bottling Group (PBG)P 

Sales 7,982 8,443 

Operating profit/sales 74% 8.0% 

Net profit/sales 2.9% 3.6% 

Net profit/equity 13.9% 19.1% 

Long-term debt/assets 42.3% 41.8% 


Sources: Company annual reports. 

4 Coca-Cola's beverage sales consisted mainly of concentrate sales. Coke’s stake in CCE was accounted for by the equity method of accounting, 
with its share of CCE’s net earnings included in its consolidated net income figure. In 1994, Coke began reporting U.S. data as part of a North 
American category that included Canada and Mexico. 

> PepsiCo’s sales figures included sales by company-owned bottlers. In 1998, PepsiCo began reporting U.S. data as part of a North American 
category that included Canada. As of 2000, data for “Beverages, North America” combined sales for what had been the Pepsi-Cola and 
Gatorade/Tropicana divisions. In 2003, PepsiCo ceased reporting its international beverage business separately from its international food 
business. PBG financial data for the pre-1999 period refer to the PepsiCo bottling operations that were combined and spun off to form PBG in 
1998. From 1999, PepsiCo’s share of PBG’s net earnings was included in PepsiCo’s consolidated net income figure. 


Bottlers 


Bottlers purchased concentrate, added carbonated 
water and high-fructose corn syrup, bottled or 
canned the resulting CSD product, and delivered it to 
customer accounts. Coke and Pepsi bottlers offered 
“direct store door” (DSD) delivery, an arrangement 
whereby route delivery salespeople managed the CSD 
brand in stores by securing shelf space, stacking CSD 
products, positioning the brand’s trademarked label, 
and setting up point-of-purchase or end-of-aisle dis- 
plays. (Smaller national brands, such as Shasta and 
Faygo, distributed through food store warehouses.) 
Cooperative merchandising agreements, in which re- 
tailers agreed to specific promotional activity and dis- 
count levels in exchange for a payment from a bottler, 
were another key ingredient of soft drink sales. 

The bottling process was capital-intensive and in- 
volved high-speed production lines that were inter- 
changeable only for products of similar type and pack- 
ages of similar size. Bottling and canning lines cost 
from $4 million to $10 million each, depending on 
volume and package type. In 2005, Cott completed 
construction of a 40-million-case bottling plant in 
Fort Worth, Texas, at an estimated cost of $40 million.? 
But the cost of a large plant with four lines, automated 
warehousing, and a capacity of 40 million cases, could 
range as high as $75 million.!° While a handful of such 
plants could theoretically provide enough capacity to 
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serve the entire United States, Coke and Pepsi each re- 
quired close to 100 plants to provide effective nation- 
wide distribution.!! For bottlers, packaging accounted 
for 40% to 45% of sales, concentrate for roughly the 
same amount, and sweeteners for 5% to 10%. Labor 
and overhead made up the remaining variable costs.!2 
Bottlers also invested capital in trucks and distribution 
networks. Bottlers’ gross profits routinely exceeded 
40%, but operating margins were usually in the 7% to 
9% range. (See Exhibit 4—Comparative Costs of a 
Typical U.S. Concentrate Producer and Bottler, 2004.) 

The number of U.S. soft drink bottlers had fallen 
steadily, from more than 2,000 in 1970 to fewer than 
300 in 2004.!3 Coke was the first concentrate pro- 
ducer to build a nationwide franchised bottling net- 
work, and Pepsi and Cadbury Schweppes followed 
suit. The typical franchised bottler owned a manufac- 
turing and sales operation in an exclusive geographic 
territory, with rights granted in perpetuity by the 
franchiser. In the case of Coke, territorial rights did 
not extend to national fountain accounts, which the 
company handled directly. The original Coca-Cola 
franchise agreement, written in 1899, was a fixed- 
price contract that did not provide for renegotiation, 
even if ingredient costs changed. After considerable 
negotiation, often accompanied by bitter legal dis- 
putes, Coca-Cola amended the contract in 1921, 
1978, and 1987. By 2003, more than 88% of Coke’s 


Comparative Costs of a Typical U.S. Concentrate Producer and Bottler, 2004 


Concentrate Producer 


Dollars 
per Case? 


Net sales 
Cost of sales 
Gross profit 
Selling and delivery 
Advertising and marketing 
General and administration 
Pretax profit 


Percent 
of Sales 


Bottler 


Percent 
of Sales 


Dollars 
per Case 


Sources: Industry analysts and casewriter estimates. Profit and loss percentage data are adapted from 
Andrew Conway, “Global Soft Drink Bottling Review and Outlook: Consolidating the Way to a Strong 
Bottling Network,” Morgan Stanley Dean Witter, August 4, 1997, p. 2, and supplemented with 2004 data 


supplied by Corey Horsch, of Credit Suisse First Boston. 
4 One case is equivalent to 192 oz. 
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U.S. CSD Industry Pricing and Volume Statistics, 1998-2004 


1988 1990 1992 


Retail price per case® 
Change in retail price? 
Total Change 1988-2004: 0.6% 
Concentrate price per case 
Change in concentrate price 
Total Change 1988-2004: 3.9% 
Volume (cases, in billions) 


Change in volume 
Total Change 1988-2004: 2.1% 


Consumption (gallons/capita) 
Change in consumption 
Total Change 1988-2004: 1.6% 
Consumer Price Index4 
Change in CPI 
Total Change 1988-2004: 3.0% 


1994 


Sources: Compiled from Beverage Digest Fact Book 2001 and Beverage Digest Fact Book 2005, and using the Inflation Calculator tool, U.S. 
Bureau of Labor Statistics website, http://data.bls.gov/cgi-bin/cpicalc.pl, accessed November 2005. 


4"Case” refers to a 288-0z case. 


> All change figures are calculated using Compounded Annual Growth Rate (CAGR). 
© Concentrate price for 2004 is based on a weighted average of concentrate prices for the top 10 CSD brands. Concentrate price data for 
previous years appear in aggregated form in Beverage Digest Fact Book 2003, p. 64. 


4 CPI data use 1988 as the index year (1988 = 100). 


U.S. volume was covered by its 1987 Master Bottler 
Contract, which granted Coke the right to determine 
concentrate price and other terms of sale.!* Under this 
contract, Coke had no legal obligation to assist bottlers 
with advertising or marketing. Nonetheless, to ensure 
quality and to match Pepsi, Coke made huge invest- 
ments to support its bottling network.!> In 2002, for 
example, Coke contributed $600 million in marketing 
support payments to its top bottler alone.!® 

The 1987 contract did not give complete pricing 
control to Coke, but rather used a formula that estab- 
lished a maximum price and adjusted prices quar- 
terly according to changes in sweetener pricing. This 
contract differed from Pepsi’s Master Bottling Agree- 
ment with its top bottler. That agreement granted the 
bottler perpetual rights to distribute Pepsi’s CSD 
products but required it to purchase raw materials 
from Pepsi at prices, and on terms and conditions, 
determined by Pepsi. Pepsi negotiated concentrate 


prices with its bottling association, and normally 
based price increases on the consumer price index 
(CPI).!7 From the 1980s to the early 2000s, concen- 
trate makers regularly raised concentrate prices, even 
as inflation-adjusted retail prices for CSD products 
trended downward. (See Exhibit 5—U.S. CSD Indus- 
try Pricing and Volume Statistics, 1998-2004.) 
Franchise agreements with both Coke and Pepsi 
allowed bottlers to handle the non-cola brands of 
other concentrate producers. These agreements also 
allowed bottlers to choose whether to market new 
beverages introduced by a concentrate producer. Bot- 
tlers could not carry directly competing brands, how- 
ever. For example, a Coke bottler could not sell Royal 
Crown Cola, yet it could distribute 7UP if it chose not 
to carry Sprite. Franchised bottlers could decide 
whether to participate in test marketing efforts, local 
advertising campaigns and promotions, and new 
package introductions (although they could only use 
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packages authorized by their franchiser). Bottlers also 
had the final say in decisions about retail pricing. 

In 1971, the Federal Trade Commission initiated 
action against eight major concentrate makers, charg- 
ing that the granting of exclusive territories to bottlers 
prevented intrabrand competition (that is, two or more 
bottlers competing in the same area with the same bev- 
erage). The concentrate makers argued that interbrand 
competition was strong enough to warrant continua- 
tion of the existing territorial agreements. In 1980, after 
years of litigation, Congress enacted the Soft Drink In- 
terbrand Competition Act, which preserved the right of 
concentrate makers to grant exclusive territories. 


Retail Channels 


In 2004, the distribution of CSDs in the United States 
took place through supermarkets (32.9%), fountain 
outlets (23.4%), vending machines (14.5%), mass mer- 
chandisers (11.8%), convenience stores and gas sta- 
tions (7.9%), and other outlets (9.5%). Small grocery 
stores and drug chains made up most of the latter cate- 
gory.'® Costs and profitability in each channel varied 
by delivery method and frequency, drop size, advertis- 
ing, and marketing. (See Exhibit 6—U.S. Refreshment 
Beverages: Bottling Profitability Per Channel, 2005.) 
The main distribution channel for soft drinks was 
the supermarket, where annual CSD sales reached 
$12.4 billion in 2004.!9 CSDs accounted for 5.5% of 
“the total edible grocery universe,’ and were also a 
big traffic draw for supermarkets.”° Bottlers fought 
for shelf space to ensure visibility for their products, 


EXHIBIT 6 


and they looked for new ways to drive impulse pur- 
chases, such as placing coolers at checkout counters. 
An ever-expanding array of products and packaging 
types created intense competition for shelf space. 
The mass merchandiser category included ware- 
house clubs and discount retailers, such as Wal-Mart. 
These companies formed an increasingly important 
channel. Although they sold Coke and Pepsi products, 
they (along with some drug chains) often had their 
own private-label CSD, or they sold a generic label such 
as President’s Choice. Private-label CSDs were usually 
delivered to a retailer’s warehouse, while branded CSDs 
were delivered directly to stores. With the warehouse 
delivery method, the retailer was responsible for stor- 
age, transportation, merchandising, and stocking the 
shelves, thereby incurring additional costs. 
Historically, Pepsi had focused on sales through 
retail outlets, while Coke had dominated fountain 
sales. (The term “fountain,” which originally referred 
to drug store soda fountains, covered restaurants, 
cafeterias, and any other outlet that served soft 
drinks by the glass using fountain-type dispensers.) 
Competition for national fountain accounts was in- 
tense, and CSD companies frequently sacrificed prof- 
itability in order to land and keep those accounts. As 
of 1999, for example, Burger King franchises were be- 
lieved to pay about $6.20 per gallon for Coke syrup, 
but they received a substantial rebate on each gallon; 
one large Midwestern franchise owner said that his 
annual rebate ran $1.45 per gallon, or about 23%.?! 
Local fountain accounts, which bottlers handled in 


U.S. Refreshment Beverages: Bottling Profitability per Channel, 2005 


Convenience 
and Gas 


Super- 
markets 


Super- 
centers 


Share of industry volume 
31% 15% 


Index of bottling profitability® 
Net Price 1.00 1.54 
Variable Profit 1.00 1.86 


Retailers? 


Fountain and 
Vending Total 


Mass Club Drug 
Stores* Stores 


34% 100% 


1.48 NA 
1.80 NA 


Sources: Compiled from estimates provided by beverage industry source, April 2006. 


4“Supercenters” include Wal-Mart Supercenter stores and similar outlets. “Mass Retailers” include standard Wal-Marts stores, Target 
stores, and the like. “Club Stores” include Sam’s Club, Costco, and similar membership-based retailers. 

> Figures here and below refer to the entire refreshment beverage industry, encompassing CSD and non-carb beverage volume. 

© Using supermarket information as a baseline, these figures indicate variance by channel of both by-volume pricing and by-volume profit. 
The variable profit figures take into account cost of goods sold as well as delivery costs. 
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most cases, were considerably more profitable than 
national accounts. Overall, according to a prominent 
industry observer, operating margins were 10 per- 
centage points lower in fountain sales than in bottle 
and can sales.”* To support the fountain channel, 
Coke and Pepsi invested in the development of serv- 
ice dispensers and other equipment, and provided 
fountain customers with cups, point-of-sale advertis- 
ing, and other in-store promotional material. 

After Pepsi entered the fast-food restaurant busi- 
ness by acquiring Pizza Hut (1978), Taco Bell (1986), 
and Kentucky Fried Chicken (1986), Coca-Cola per- 
suaded competing chains such as Wendy’s and Burger 
King to switch to Coke. In 1997, PepsiCo spun off its 
restaurant business under the name Tricon, but foun- 
tain “pouring rights” remained split along largely pre- 
Tricon lines.?3 In 2005, Pepsi supplied all Taco Bell and 
KFC restaurants and the great majority of Pizza Hut 
restaurants, and Coke retained exclusivity deals with 
Burger King and McDonald’s (the largest national ac- 
count in terms of sales). Competition remained vigor- 
ous: In 2004, Coke won the Subway account away 
from Pepsi, while Pepsi grabbed the Quiznos account 
from Coke. (Subway was the largest account as meas- 
ured by number of outlets.) And Coke continued to 
dominate the channel, with a 68% share of national 
pouring rights, against 22% for Pepsi and 10% for 
Cadbury Schweppes.”* 

Coke and Cadbury Schweppes had long retained 
control of national fountain accounts, negotiating 
pouring rights contracts that in some cases (as with 
big restaurant chains) covered the entire United States 
or even the world. Local bottlers or the franchisors’ 
fountain divisions serviced these accounts. (In such 
cases, bottlers received a fee for delivering syrup and 
maintaining machines.) Historically, PepsiCo had 
ceded fountain rights to local Pepsi bottlers. In the 
late 1990s, however, Pepsi began a successful cam- 
paign to gain from its bottlers the right to sell foun- 
tain syrup via restaurant commissary companies.”° 

In the vending channel, bottlers took charge of 
buying, installing, and servicing machines, and for 
negotiating contracts with property owners, who 
typically received a sales commission in exchange for 
accommodating those machines. But concentrate 
makers offered bottlers financial incentives to en- 
courage investment in machines, and also played a 
large role in the development of vending technology. 
Coke and Pepsi were by far the largest suppliers of 
CSDs to this channel. 
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Suppliers to Concentrate Producers and Bottlers 


Concentrate producers required few inputs: the con- 
centrate for most regular colas consisted of caramel col- 
oring, phosphoric or citric acid, natural flavors, 
and caffeine.”° Bottlers purchased two major inputs: 
packaging (including cans, plastic bottles, and glass 
bottles), and sweeteners (including high-fructose corn 
syrup and sugar, as well as artificial sweeteners such as 
aspartame). The majority of U.S. CSDs were packaged 
in metal cans (56%), with plastic bottles (42%) and 
glass bottles (2%) accounting for the remainder.’” 
Cans were an attractive packaging material because 
they were easily handled and displayed, weighed little, 
and were durable and recyclable. Plastic packaging, in- 
troduced in 1978, allowed for larger and more varied 
bottle sizes. Single-serve 20-0z PET bottles, introduced 
in 1993, steadily gained popularity; in 2005, they rep- 
resented 36.7% of CSD volume (and 56.7% of CSD 
revenues) in convenience stores.7° 

The concentrate producers’ strategy toward can 
manufacturers was typical of their supplier relation- 
ships. Coke and Pepsi negotiated on behalf of their 
bottling networks, and were among the metal can in- 
dustry’s largest customers. In the 1960s and 1970s, 
both companies took control of a portion of their 
own can production, but by 1990 they had largely ex- 
ited that business. Thereafter, they sought instead to 
establish stable long-term relationships with suppli- 
ers. In 2005, major can producers included Ball, 
Rexam (through its American National Can sub- 
sidiary), and Crown Cork & Seal.’? Metal cans were 
essentially a commodity, and often two or three can 
manufacturers competed for a single contract. 


The Evolution of the U.S. 
Soft Drink Industry3° 


Early History 


Coca-Cola was formulated in 1886 by John Pemberton, 
a pharmacist in Atlanta, Georgia, who sold it at drug 
store soda fountains as a “potion for mental and 
physical disorders.” In 1891, Asa Candler acquired 
the formula, established a sales force, and began 
brand advertising of Coca-Cola. The formula for 
Coca-Cola syrup, known as “Merchandise 7X,” re- 
mained a well-protected secret that the company 
kept under guard in an Atlanta bank vault. Candler 
granted Coca-Cola’s first bottling franchise in 1899 
for a nominal one dollar, believing that the future of 
the drink rested with soda fountains. The company’s 


bottling network grew quickly, however, reaching 370 
franchisees by 1910. 

In its early years, imitations and counterfeit ver- 
sions of Coke plagued the company, which aggres- 
sively fought trademark infringements in court. In 
1916 alone, courts barred 153 imitations of Coca- 
Cola, including the brands Coca-Kola, Koca-Nola, 
and Cold-Cola. Coke introduced and patented a 6.5-0z 
bottle whose unique “skirt” design subsequently be- 
came an American icon. 

Candler sold the company to a group of investors 
in 1919, and it went public that year. Four years later, 
Robert Woodruff began his long tenure as leader of the 
company. Woodruff pushed franchise bottlers to place 
the beverage “in arm’s reach of desire,” by any and all 
means. During the 1920s and 1930s, Coke pioneered 
open-top coolers for use in grocery stores and other 
channels, developed automatic fountain dispensers, 
and introduced vending machines. Woodruff also initi- 
ated “lifestyle” advertising for Coca-Cola, emphasizing 
the role that Coke played in a consumer’s life. 

Woodruff developed Coke’s international business 
as well. During World War II, at the request of General 
Eisenhower, he promised that “every man in uniform 
gets a bottle of Coca-Cola for five cents wherever he is 
and whatever it costs the company.” Beginning in 
1942, Coke won exemptions from wartime sugar ra- 
tioning for production of beverages that it sold to the 
military or to retailers that served soldiers. Coca-Cola 
bottling plants followed the movement of American 
troops, and during the war the U.S. government set up 
64 such plants overseas—a development that con- 
tributed to Coke’s dominant postwar market shares in 
most European and Asian countries. 

Pepsi-Cola was invented in 1893 in New Bern, 
North Carolina, by pharmacist Caleb Bradham. Like 
Coke, Pepsi adopted a franchise bottling system, and by 
1910 it had built a network of 270 bottlers. Pepsi strug- 
gled, however; it declared bankruptcy in 1923 and 
again in 1932. But business began to pick up when, 
during the Great Depression, Pepsi lowered the price of 
its 12-oz bottle to a nickel—the same price that Coke 
charged for a 6.5-oz bottle. In the years that followed, 
Pepsi built a marketing strategy around the theme of its 
famous radio jingle: “Twice as much for a nickel, too.” 

In 1938, Coke filed suit against Pepsi, claiming that 
the Pepsi-Cola brand was an infringement on the 
Coca-Cola trademark. A 1941 court ruling in Pepsi’s 
favor ended a series of suits and countersuits between 
the two companies. During this period, as Pepsi sought 
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to expand its bottling network, it had to rely on small 
local bottlers that competed with wealthy, established 
Coke franchisees.*! Still, the company began to gain 
market share, surpassing Royal Crown and Dr Pepper 
in the 1940s to become the second-largest-selling CSD 
brand. In 1950, Coke’s share of the U.S. market was 
47% and Pepsi’s was 10%; hundreds of regional CSD 
companies, which offered a wide assortment of flavors, 
made up the rest of the market.*” 


The Cola Wars Begin 


In 1950, Alfred Steele, a former Coke marketing exec- 
utive, became CEO of Pepsi. Steele made “Beat Coke” 
his motto and encouraged bottlers to focus on take- 
home sales through supermarkets. To target family 
consumption, for example, the company introduced 
a 26-0z bottle. Pepsi’s growth began to follow the 
postwar growth in the number of supermarkets and 
convenience stores in the United States: There were 
about 10,000 supermarkets in 1945; 15,000 in 1955; 
and 32,000 in 1962, at the peak of this growth curve. 

Under the leadership of CEO Donald Kendall, 
Pepsi in 1963 launched its “Pepsi Generation” market- 
ing campaign, which targeted the young and “young 
at heart.” The campaign helped Pepsi narrow Coke’s 
lead to a 2-to-1 margin. At the same time, Pepsi 
worked with its bottlers to modernize plants and to 
improve store delivery services. By 1970, Pepsi bot- 
tlers were generally larger than their Coke counter- 
parts. Coke’s network remained fragmented, with 
more than 800 independent franchised bottlers (most 
of which served U.S. cities of 50,000 or less).°3 
Throughout this period, Pepsi sold concentrate to its 
bottlers at a price that was about 20% lower than 
what Coke charged. In the early 1970s, Pepsi increased 
its concentrate prices to equal those of Coke. To over- 
come bottler opposition, Pepsi promised to spend this 
extra income on advertising and promotion. 

Coke and Pepsi began to experiment with new cola 
and non-cola flavors, and with new packaging options, 
in the 1960s. Previously, the two companies had sold 
only their flagship cola brands. Coke launched Fanta 
(1960), Sprite (1961), and the low-calorie cola Tab 
(1963). Pepsi countered with Teem (1960), Mountain 
Dew (1964), and Diet Pepsi (1964). Both companies 
introduced non-returnable glass bottles and 12-o0z 
metal cans in various configurations. They also diver- 
sified into non-CSD industries. Coke purchased 
Minute Maid (fruit juice), Duncan Foods (coffee, tea, 
hot chocolate), and Belmont Springs Water. In 1965, 
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Pepsi merged with snack-food giant Frito-Lay to form 
PepsiCo, hoping to achieve synergies based on similar 
customer targets, delivery systems, and marketing ori- 
entations. 

In the late 1950s, Coca-Cola began to use advertis- 
ing messages that implicitly recognized the existence 
of competitors: “American’s Preferred Taste” (1955), 
“No Wonder Coke Refreshes Best” (1960). In meet- 
ings with Coca-Cola bottlers, however, executives dis- 
cussed only the growth of their own brand and never 
referred to its closest competitor by name. During the 
1960s, Coke focused primarily on overseas markets, 
apparently basing its strategy on the assumption that 
domestic CSD consumption was approaching a satu- 
ration point. Pepsi, meanwhile, battled Coke aggres- 
sively in the United States, and doubled its U.S. share 
between 1950 and 1970. 


The Pepsi Challenge 


In 1974, Pepsi launched the “Pepsi Challenge” in Dallas, 
Texas. Coke was the dominant brand in that city, and 
Pepsi ran a distant third behind Dr Pepper. In blind 
taste tests conducted by Pepsi’s small local bottler, the 
company tried to demonstrate that consumers actu- 
ally preferred Pepsi to Coke. After its sales shot up in 
Dallas, Pepsi rolled out the campaign nationwide. 

Coke countered with rebates, retail price cuts, 
and a series of advertisements that questioned the 
tests’ validity. In particular, it employed retail price 
discounts in markets where a company-owned Coke 
bottler competed against an independent Pepsi bot- 
tler. Nonetheless, the Pepsi Challenge successfully 
eroded Coke’s market share. In 1979, Pepsi passed 
Coke in food store sales for the first time, opening up 
a 1.4 share-point lead. In a sign of the times, Coca- 
Cola president Brian Dyson inadvertently uttered the 
name Pepsi at a 1979 bottlers’ conference. 

During this period, Coke renegotiated its fran- 
chise bottling contract to obtain greater flexibility in 
pricing concentrate and syrups. Its bottlers approved 
a new contract in 1978, but only after Coke agreed to 
link concentrate price changes to the CPI, to adjust 
the price to reflect any cost savings associated with 
ingredient changes, and to supply unsweetened con- 
centrate to bottlers that preferred to buy their own 
sweetener on the open market.*4 This arrangement 
brought Coke in line with Pepsi, which traditionally 
had sold unsweetened concentrate to its bottlers. Im- 
mediately after securing approval of the new agree- 
ment, Coke announced a significant concentrate 
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price increase. Pepsi followed with a 15% price in- 
crease of its own. 


Cola Wars Heat Up 


In 1980, Roberto Goizueta was named CEO of Coca- 
Cola, and Don Keough became its president. That 
year, Coke switched from using sugar to using high- 
fructose corn syrup, a lower-priced alternative. Pepsi 
emulated that move three years later. Coke also in- 
tensified its marketing effort, more than doubling its 
advertising spending between 1981 and 1984. In re- 
sponse, Pepsi doubled its advertising expenditures 
over the same period. Meanwhile, Goizueta sold off 
most of the non-CSD businesses that he had inher- 
ited, including wine, coffee, tea, and industrial water 
treatment, while retaining Minute Maid. 

Diet Coke, introduced in 1982, was the first ex- 
tension of the “Coke” brand name. Many Coke man- 
agers, deeming the “Mother Coke” brand sacred, had 
opposed the move. So had company lawyers, who 
worried about copyright issues. Nonetheless, Diet 
Coke was a huge success. Praised as the “most suc- 
cessful consumer product launch of the Eighties,” it 
became within a few years not only the most popular 
diet soft drink in the United States, but also the na- 
tion’s third-largest-selling CSD. 

In April 1985, Coke announced that it had 
changed the 99-year-old Coca-Cola formula. Explain- 
ing this radical break with tradition, Goizueta cited a 
sharp depreciation in the value of the Coca-Cola 
trademark. “The product and the brand,” he said, “had 
a declining share in a shrinking segment of the mar- 
ket.”>> On the day of Coke’s announcement, Pepsi de- 
clared a holiday for its employees, claiming that the 
new Coke mimicked Pepsi in taste. The reformulation 
prompted an outcry from Coke’s most loyal cus- 
tomers, and bottlers joined the clamor. Three months 
later, the company brought back the original formula 
under the name Coca-Cola Classic, while retaining the 
new formula as its flagship brand under the name 
New Coke. Six months later, Coke announced that it 
would henceforth treat Coca-Cola Classic (the original 
formula) as its flagship brand. 

New CSD brands proliferated in the 1980s. Coke 
introduced 11 new products, including Caffeine-Free 
Coke (1983) and Cherry Coke (1985). Pepsi intro- 
duced 13 products, including Lemon-Lime Slice (1984) 
and Caffeine-Free Pepsi-Cola (1987). The number of 
packaging types and sizes also increased dramatically, 
and the battle for shelf space in supermarkets and 


other stores became fierce. By the late 1980s, Coke 
and Pepsi each offered more than 10 major brands 
and 17 or more container types.*° The struggle for 
market share intensified, and retail price discounting 
became the norm. Consumers grew accustomed to 
such discounts. 

Throughout the 1980s, the growth of Coke and 
Pepsi put a squeeze on smaller concentrate produc- 
ers. As their shelf space declined, small brands were 
shuffled from one owner to another. Over a five-year 
span, Dr Pepper was sold (all or in part) several 
times, Canada Dry twice, Sunkist once, Shasta once, 
and A&W Brands once. Philip Morris acquired 
Seven-Up in 1978 for a big premium, racked up huge 
losses in the early 1980s, and then left the CSD busi- 
ness in 1985. In the 1990s, through a series of strate- 
gic acquisitions, Cadbury Schweppes emerged as the 
third-largest concentrate producer—the main (albeit 
distant) competitor of the two CSD giants. It bought 
the Dr Pepper/Seven-Up Companies in 1995, and 
continued to add such well-known brands as Orang- 
ina (2001) and Nantucket Nectars (2002) to its port- 
folio. (See Appendix A—Cadbury Schweppes: Oper- 
ations and Financial Performance. ) 


Bottler Consolidation and Spin-Off 


Relations between Coke and its franchised bottlers 
had been strained since the contract renegotiation 
of 1978. Coke struggled to persuade bottlers to co- 
operate in marketing and promotion programs, to 
upgrade plant and equipment, and to support new 
product launches.*” The cola wars had particularly 
weakened small, independent bottlers. Pressures to 
spend more on advertising, product and packaging 
proliferation, widespread retail price discounting— 
together, these factors resulted in higher capital 
requirements and lower profit margins. Many family- 
owned bottlers no longer had the resources needed to 
remain competitive. 

At a July 1980 dinner with Coke’s 15 largest do- 
mestic bottlers, Goizueta announced a plan to re- 
franchise bottling operations. Coke began buying up 
poorly managed bottlers, infusing them with capital, 
and quickly reselling them to better-performing bot- 
tlers. Refranchising allowed Coke’s larger bottlers to 
expand outside their traditionally exclusive geo- 
graphic territories. When two of its largest bottling 
companies came up for sale in 1985, Coke moved 
swiftly to buy them for $2.4 billion, preempting out- 
side bidders. Together with other recently purchased 
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bottlers, these acquisitions placed one-third of Coke’s 
volume in company-owned operations. Meanwhile, 
Coke began to replace its 1978 franchise agreement 
with what became the 1987 Master Bottler Contract. 

Coke’s bottler acquisitions had increased its long- 
term debt to approximately $1 billion. In 1986, the 
company created an independent bottling subsidiary, 
Coca-Cola Enterprises (CCE), selling 51% of its shares 
to the public and retaining the rest. The minority eq- 
uity position enabled Coke to separate its financial 
statements from those of CCE. As Coke’s first “anchor 
bottler,’ CCE consolidated small territories into larger 
regions, renegotiated contracts with suppliers and re- 
tailers, merged redundant distribution and purchasing 
arrangements, and cut its work force by 20%. CCE also 
invested in building 50-million-case production lines 
that involved high levels of automation. Coke contin- 
ued to acquire independent franchised bottlers and 
to sell them to CCE.3® “We became an investment 
banking firm specializing in bottler deals,” said Don 
Keough. In 1997 alone, Coke put together more than 
$7 billion in such deals.*? By 2004, CCE was Coke’s 
largest bottler. It handled about 80% of Coke’s North 
American bottle and can volume, and logged annual 
sales of more than $18 billion. Some industry observers 
questioned Coke’s accounting practice with respect to 
CCE, since Coke retained substantial managerial influ- 
ence in the putatively independent anchor bottler.” 

In the late 1980s, Pepsi acquired MEI Bottling for 
$591 million, Grand Metropolitan’s bottling opera- 
tions for $705 million, and General Cinema’s bottling 
operations for $1.8 billion. After operating the bot- 
tlers for a decade, Pepsi shifted course and adopted 
Coke’s anchor bottler model. In April 1999, the Pepsi 
Bottling Group (PBG) went public, with Pepsi retain- 
ing a 35% equity stake in it. By 2004, PBG produced 
57% of PepsiCo beverages in North America and 
about 40% worldwide, while the total number of 
Pepsi bottlers had fallen from more than 400 in the 
mid-1980s to a mere 102.1 

Bottler consolidation made smaller concentrate 
producers increasingly dependent on the Pepsi and 
Coke bottling networks for distribution of their prod- 
ucts. In response, Cadbury Schweppes in 1998 bought 
and merged two large U.S. bottling companies to form 
its own bottler. In 2004, Coke had the most consoli- 
dated system, with its top 10 bottlers producing 94.7% 
of domestic volume. Pepsi’s and Cadbury Schweppes’ 
top 10 bottlers produced 87.2% and 72.9% of the do- 
mestic volume of their respective franchisors.‘ 
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Adapting to the Times 


Starting in the late 1990s, the soft drink industry en- 
countered new challenges that suggested a possible 
long-term shift in the marketplace. Most notably, de- 
mand for its core product seemed to have leveled off. 
Although Americans still drank more CSDs than any 
other beverage, U.S. sales volume grew at a rate of 1% 
or less in the years 1998 to 2004. Total U.S. volume 
topped 10 billion cases in 2001, but had risen to only 
10.2 billion cases in 2004. (A case was equivalent to 24 
eight-ounce containers, or 192 ounces.) That was in 
contrast to annual growth rates of 3% to 7% during 
the 1980s and early 1990s.4° Globally, too, demand 
remained flat. Worldwide volume in 2003 was 31.26 
billion cases, which marked only a slight increase over 
the 1999 total of 31 billion cases. During that period, 
worldwide annual per-capita consumption declined 
from 125 eight-ounce servings to 119 servings.’* 

In responding to changing times, Coca-Cola 
struggled more than PepsiCo, in part because of its 
own internal difficulties and execution failures, and in 
part because of its greater reliance on a traditional 
CSD-oriented model. But, in their different ways, 
both companies sought to retain or recapture their 
historically high growth and profitability within an 
apparently new environment. Toward that end, they 
focused on addressing challenges related to perform- 
ance and execution, on providing alternative bever- 
ages to increasingly health-conscious consumers, on 
adjusting key strategic relationships, and on cultivat- 
ing international markets. 


Reversal of Fortune 


When Coke CEO Robert Goizueta died unexpectedly 
in 1997, the company that he had led was at its zenith. 
During Goizueta’s 16-year tenure, Coke’s share price 
rose by 3,500%, and its brand was routinely deemed 
the most valuable in the world.*? Pepsi, meanwhile, 
lagged behind its rival in most key measures of its 
beverage operations, including market share and sales 
growth.*© By the middle of the following decade, 
however, Coke appeared to stumble from one embar- 
rassment to another, while Pepsi was flying high. 
Under the brief, rocky tenure of CEO Douglas 
Ivester (1997-1999), Coke lost a high-profile race- 
discrimination suit, underwent financial shocks caused 
by currency crises in Asia and Russia, and conducted 
the largest recall in its history after a contamination 
scare in Belgium. In the latter episode, there was no 
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evidence of actual contamination; nonetheless, it was a 
public relations disaster.” Troubles continued under 
the next CEO, Douglas Daft (1999-2004). Layoffs of 
7,000 employees from 2001 to 2004 cut Coke’s work 
force by 20%—damaging morale and seriously weak- 
ening its executive ranks, many observers believed.** A 
contamination scare in India in 2003 hindered Coke’s 
(as well as Pepsi’s) push into a promising market, and 
a similar crisis in 2004 led the company to abort plans 
to roll out its Dasani water brand in Europe.*? A series 
of legal problems burdened the company as well. In 
2003, Coke agreed to pay Burger King $21 million fol- 
lowing the revelation that it had rigged a marketing 
test involving the restaurant chain. That same year, the 
U.S. Justice Department and the Securities Exchange 
Commission (SEC) launched wide-ranging investiga- 
tions of various Coke accounting practices, focusing 
on allegations of “channel stuffing.” Under this prac- 
tice, Coke pressured bottlers to buy excess concentrate 
in order to meet earnings targets. Coke in 2005 settled 
with the SEC on charges involving the Japanese mar- 
ket, but a shareholder suit alleging such practices in 
Europe, North America, and elsewhere remained in 
the courts.” 

Coke also suffered from clumsy execution (or 
non-execution) of several initiatives. In 2001, it 
bailed out on a planned joint venture with Procter & 
Gamble. Around the same time, after two years of ne- 
gotiation, it opted against buying the South Beach 
Beverage Co. (SoBe), only to watch Pepsi acquire that 
company. Similarly, in 2000 Coke allowed Pepsi to 
purchase Quaker Oats. Daft had agreed to buy 
Quaker for $15.75 billion, but several Coke directors 
halted the deal, arguing that the price was too high.°! 
Coke installed a new CEO, E. Neville Isdell, in April 
2004.°? A 35-year Coke veteran, Isdell focused early 
in his tenure on regaining the company’s lost luster 
as a high-performing soft drink maker. “We are not 
talking about radical change in strategy. We are talk- 
ing about a dramatic change in execution,” he said in 
November 2004.* Yet, at around the same time, he 
noted the need for Coke to take “corrective actions 
with a great urgency.” During his first year as CEO, he 
committed to spending an additional $400 million 
per year on marketing and innovation, and on ad- 
dressing Coke’s “people deficit and skills deficit.”>4 

While Coke struggled, Pepsi quietly flourished. In 
2001, Steve Reinemund succeeded Roger Enrico as its 
CEO.°? At a broad level, both men pursued the same 
simple strategy, which Reinemund couched in this 


way: “Grow the core and add some more.”** Along 
with launching new CSDs, such as Sierra Mist (2000) 
and Mountain Dew Code Red (2001), Pepsi expanded 
into other beverage categories—an effort capped by 
its $14 billion acquisition of Quaker Oats, maker of 
Gatorade, in 2000.’ Partly as a result, the company’s 
North American beverage volume grew by 3% in 
2004, compared with virtually flat volumes for 
Coke.*® As the world’s fourth-largest food and bever- 
age company, meanwhile, Pepsi also benefited from 
having a more diversified portfolio of products. 

Financial returns for the two companies told a 
stark tale. Between 1996 and 2004, Coca-Cola logged 
an average annual growth in net income of 4.2%—a 
huge drop from the 18% average growth of the years 
1990-1997. PepsiCo, by contrast, saw its net income 
rise by an average of 17.6% per year over the 
1996-2004 period.°? In 2003, Pepsi recorded a return 
on invested capital of 29.3%, up from 9.5% in 1996; 
for the first time in decades, it surpassed Coke in that 
measure. From 1997 to 2004, Pepsi shareholders 
enjoyed a return of 46%, while Coke shareholders 
suffered a return of -26%.°! (Coke shares, which 
reached a peak price of $89 in 1998, traded at half 
that amount in 2005.®) 


The Quest for Alternatives 


Early in 2005, Pepsi announced that it would no longer 
set its marketing course by its regular cola brand. “We 
are treating Diet Pepsi as the flagship brand,” said Dave 
Burwick, chief marketing officer for Pepsi-Cola 
North America. Although the marketing budget for 
regular Pepsi still exceeded that of the diet brand, the 
balance of attention and resources would now shift 
within the company.°? More importantly, the move 
was a bellwether of a larger shift throughout the bever- 
age industry. After several years of little or no growth in 
CSD sales—especially sales of regular, sugared sodas— 
companies responded aggressively to consumers’ in- 
creasing demand for alternative beverages. 

New federal nutrition guidelines, issued in 2005, 
identified regular CSDs as the largest source of obe- 
sity-causing sugars in the American diet.® Schools in 
New York City, throughout California, and elsewhere 
banned the sale of soft drinks on their premises.® Late 
in 2005, using earlier actions against tobacco compa- 
nies as a model, lawyers planned to file a suit against 
CSD makers for allegedly causing harm to children’s 
health.® The American Beverage Association, an indus- 
try group, responded to such pressures by announcing 
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rules to limit CSD sales in some schools. (In another 
noteworthy development, the ABA had changed its 
name from the National Soft Drink Association in 
2004.)° But the widespread linkage of CSDs with obe- 
sity and other health-related concerns was hard to dis- 
pel from people’s minds. From 2003 to 2004, accord- 
ing to a Morgan Stanley survey, the proportion of 
Americans who said that cola was “too fattening” in- 
creased from 48% to 59%, 

In such a climate, diet sodas offered one path to re- 
viving sales. In the U.S. market, their share of total 
CSD volume grew from 24.6% in 1997 to 29.1% in 
2004, thus making up for a decline in regular-soda 
consumption.°? New or renamed products, such as 
Coca-Cola Zero (2005) and Sierra Mist Free (2004), 
targeted consumers—especially younger men—who 
shunned the “diet” label. With products like Pepsi One 
(2005) and Diet Coke with Splenda (2005), CSD mak- 
ers sought to expand the diet market still further.” 

But the search for alternatives centered on non- 
carbonated beverages, or “non-carbs”—a category 
that included juices and juice drinks, sports drinks, 
energy drinks, and tea-based drinks—and also on 
bottled water. In 2004, CSD volume in the United 
States grew by just 1%, whereas non-carb volume in- 
creased by 7.6% and single-serve bottled-water vol- 
ume leaped by 18.8%. That year, CSDs accounted for 
73.1% of U.S. non-alcoholic refreshment beverage 
volume (down from 80.8% in 2000), with bottled 
water comprising 13.2% (up from 6.6% in 2000) and 
non-carbs comprising 13.7% (up from 12.6%) of the 
remainder.’! In 2001, non-carbs and bottled water 
together contributed more than 100% of Coke’s total 
volume growth and roughly three-fourths of Pepsi’s 
volume growth.” 

Pepsi was more aggressive than Coke in shifting to 
non-CSDs. “Politicians expect us to be on the defen- 
sive when we talk about health and wellness but we’re 
not,” said Pepsi CEO Reinemund. “It’s a huge oppor- 
tunity to build new brands and products.” His com- 
pany launched a “Smart Spot” program that labeled 
all products (including diet sodas and non-carbs) that 
met certain “good for you” criteria; in 2004, such 
products reportedly grew at twice the rate of other 
Pepsi food and beverage items.’ Declaring itself to be 
a “total beverage company,’ Pepsi developed a portfo- 
lio of non-CSD products that outsold Coke’s rival 
product in each key category: In 2004 volume sales, 
Gatorade (80.4%) led PowerAde (18.1%) in the $5.4 
billion sports drink segment, Lipton (35.2%) led 
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Nestea (23.9%) in the $3.2 billion tea-based drink 
segment, and Tropicana (26.8%) led Minute Maid 
(14.8%) in the $3.8 billion refrigerated juice segment. 
In the U.S. non-carb market overall (excluding bot- 
tled water), Pepsi had a market share of 47.3%, com- 
pared with Coke’s share of 27.0%.” 

Missed opportunities marked Coke’s U.S. non- 
carb operations. In 2001, Coke acquired the Planet 
Java coffee-drink brand and the Mad River line of 
juices and teas; two years later, it folded both 
brands.’ KMX, the company’s entry in the fast- 
growing, $1.9 billion energy-drink segment, also 
foundered. Coke hoped for better luck with Full 
Throttle, introduced in 2005 to compete with segment 
leader Red Bull.’” Observers noted Coke’s continued 
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focus on its traditional source of strength. “Regard- 
less of what the skeptics think, I know carbonated soft 
drinks can grow,” said Coke CEO Isdell.’”® In 2005, 
CSDs still accounted for 80% of Coke’s worldwide 
beverage volume, while making up just two-thirds of 
Pepsi’s volume.”? 

Coke fared better in the $11.4 billion bottled- 
water category. Both Pepsi (with Aquafina, 1998) and 
Coke (with Dasani, 1999) had introduced purified- 
water products that had surged to become leading 
beverage brands. (See Exhibit 7—Non-Alcoholic Re- 
freshment Beverge Megabrands, 2004 and 2000.) 
Using their distribution prowess, they had outstripped 
competing brands, many of which sold spring water. 
By 2004, Aquafina (13.6%) led the segment in market 


Non-Alcoholic Refreshment Beverage Megabrands,* 2004 and 2000 


Brand (Owner) Category 


Coke (Coke) 

Pepsi (Pepsi) 
CSD 
CSD 
CSD 


Mountain Dew (Pepsi) 
Dr Pepper (Cadbury) 
Sprite (Coke) 


CSD 3, 
CSD 2, 


272.3 
098.4 
871.1 
738.3 
683.2 


Gatorade (Pepsi) 

Aquafina (Pepsi) 

Dasani (Coke) 

Poland Spring (Nestlé Waters) 
7UP (Cadbury) 

Minute Maid (Coke) 

Sierra Mist (Pepsi) 

Lipton (Pepsi/Unilever) 


Crystal Geyser (CG Roxanne) 
Arrowhead (Nestlé Waters) 
PowerAde (Coke) 

Nestlé Pure Life (Nestlé Waters) 
Barq’s (Coke) 
Sunkist (Cadbury) 


Non-Carb 
Water 
Water 
Water 
CSD 
CSD/Non-Carb 
CSD 
Non-Carb 
Water 
Water 
Non-Carb 
Water 
CSD 

CSD 


546.0 
251.0 
223.0 
217.0 
186.7 
176.4 
166.9 
164.0 
135.5 
127.0 
122.7 
113.2 
112.5 
105.2 


Annual 
Share 
Change? 
2004-04 


Annual 

Volume 
Change® 
2004-04 


2000 
Cases 
(mil) 


2004 
Share 


23.4% 
15.0% 
6.2% 
5.3% 
4.9% 
3.9% 
1.8% 
1.6% 
1.5% 
1.3% 
1.3% 
1.2% 
1.2% 
1.0% 
0.9% 
0.9% 
0.8% 
0.8% 
0.8% 


3,192.6 
2,159.9 
809.8 
747.5 
713.0 
325.0 
100.7 
65.1 
91.8 
276.1 
145.0 
155.2 
50.2 
46.6 
62.6 
121.2 
80.3 


Sources: Compiled from Beverage Digest Fact Book 2005; Beverage Digest Fact Book 2001, and casewriter estimates. 


4 Beverage Digest Fact Book defines a “megabrand” as a “brand or trademark with total volume of more than 100 million 192-0z cases.” 
A megabrand encompasses all varieties (Coke Classic, Diet Coke, Cherry Coke, and so on) of a given trademark (“Coke”). Only single-serve 


products are included here. 


> All changes calculated using Compounded Annual Growth Rate (CAGR). 


share, with Dasani (12.1%) trailing close behind.®? 
Moreover, by arrangement with Danone, Coke han- 
dled U.S. marketing and distribution of that com- 
pany’s water brands, including Dannon and Evian. In 
2004, Coke/Danone had an overall market share of 
21.9%, behind market leader Nestlé Waters (42.1%) 
and ahead of Pepsi (13.6%). Coke bought out 
Danone’s share of the venture in 2005.°! 


Evolving Structures and Strategies 


Early in the 21st century, both Coke and Pepsi worked 
to improve “system profitability’—the arrangement 
whereby concentrate makers and their bottlers created 
and then divided overall profits from beverage sales. 
Bottler consolidation continued apace, and the rela- 
tionship between Coke or Pepsi (on the one hand) and 
bottlers like CCE or PBG (on the other) became a key 
element of the cola wars. In the 1990s, a price war in 
the supermarket channel had highlighted a divergence 
of interest between the two camps. To compete against 
bargain private-label brands, bottlers had pursued a 
low-price strategy. Through the decade, retail CSD 
prices decreased or remained flat, even as the CPI 
inched up and as concentrate prices rose; Coke, for in- 
stance, raised its concentrate prices by 7.6% in 2000. 
Bottlers, already burdened by huge debts from consoli- 
dation and infrastructure investments, saw profit mar- 
gins dwindle. In 1999 and 2000, they shifted course, as 
CCE increased its retail pricing in the supermarket 
channel by 6% to 7% and as PBG followed suit. Con- 
sumers balked, sales volume dipped, and concentrate 
makers saw their profits drop as a result.°? 

In later years, Coke struggled to adjust its relations 
with CCE and other bottlers—relations that one 
writer in 2004 called “dysfunctional.”®? In 2001, the 
company made an arrangement with CCE to link 
concentrate prices more tightly to CCE’s wholesale 
CSD prices.*4 Starting in 2003, the two companies 
began negotiating a deal that would move toward “in- 
cidence pricing,” an approach that Coke often used 
with its overseas bottlers. Under that system, concen- 
trate prices varied according to prices charged in dif- 
ferent channels and for different packages. As a rule, 
bottlers favored such arrangements in a deflationary 
market (which the CSD market had become) but re- 
sisted them in an inflationary market.®° Neville Isdell, 
Coke’s new CEO in 2004 and a former bottler himself, 
emphasized the need to improve bottler relations. Yet 
late that year, he tabled the CCE pricing initiative.°° 
He also oversaw a proposed rise in concentrate prices 
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that led Coca-Cola FEMSA, the Coke system’s largest 
Mexican bottler, to threaten a cut in its marketing ex- 
penditure.*” 

Pepsi, observers noted, had less difficulty than 
Coke in aligning its strategy with that of its bottlers. 
“We believe PBG’s relationship with PepsiCo is strong 
and has been critical to its success,” one analysts’ re- 
port asserted in 2003. During that period, PBG con- 
sistently posted net-revenue-per-case growth that ex- 
ceeded CCE’s growth by several percentage points. 
Supported by Pepsi, PBG excelled in higher-margin 
channels—especially the convenience-and-gas chan- 
nel, in which the bottler actually led CCE. Bottlers 
profited immensely in such “immediate consump- 
tion” venues, where sales of the increasingly popular 
20-oz PET bottle yielded margins as high as 35%, 
compared with the 5% to 7% margin on cans.*® 

All CSD companies faced the challenge of 
achieving pricing power in the take-home, or future- 
consumption, channels. Supermarket retail prices 
did rise, modestly but steadily, in the mid-2000s.*? 
Yet retailers, accustomed to using CSD sales to drive 
in-store traffic, still resisted price increases.?? Rapid 
growth of the mass-merchandiser channel, led by 
Wal-Mart and various club stores, posed a new threat 
to profitability for Coke, Pepsi, and their bottlers. By 
2004, Wal-Mart was the largest U.S. food retailer; for 
PepsiCo, it represented 14% of the company’s total 
(food and beverage) net revenue.?! Such retailers not 
only used their size to exert pricing pressure; they 
also demanded that beverage companies alter long- 
standing business practices. Wal-Mart, for example, 
insisted on negotiating chain-wide marketing and 
shelving arrangements directly with concentrate 
makers. Although bottlers continued to handle deliv- 
eries to these accounts, relations between Coke or 
Pepsi and their bottlers underwent a great deal of 
stress because of this channel shift.” 

To counter these pressures, CSD makers focused on 
enticing consumers through stepped-up marketing 
and innovation. In 2005, Coke combined authority for 
all of its marketing and product development in a new 
position that became the company’s “de facto No. 2 
spot.” It also launched a major advertising campaign, 
built around a new tag line: “The Coke Side of Life.”** 
(See Exhibit 8—Advertisement Spending for Selected 
Refreshment Beverage Brands.) Packaging innovation 
received special emphasis. Coke in 2001 rolled out its 
Fridge Pack (later imitated by Pepsi, which intro- 
duced a Fridge Mate package), a reconfiguration of the 
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Advertisement Spending for Selected Refreshment Beverage Brands 


($ thousands) 


Share of market? 


2004 2003 2004 


Coca-Cola 23.4% 246,243 
Pepsi-Cola 15.0% 211,654 
Mountain Dew 6.2% 57,803 
Dr Pepper 5.3% 104,762 


Sprite 4.9% 45,035 


Gatorade 3.9% 141,622 
Aquafina 1.8% 22,037 
Dasani 1.6% 17,633 
7UP 1.3% 34,608 
Minute Maid 1.3% 35,797 
Sierra Mist 1.2% 60,327 
PowerAde 0.9% 11,008 


Advertisement Spending? 


per 2004 
2003 share point 


167,675 10,523 
236,396 14,110 
60,555 9,323 
96,387 19,766 
31,835 9,191 
130,993 36,313 
24,647 12,243 
18,833 11,021 
25,071 26,206 
21,097 27,228 
64,129 50,273 
10,100 12,231 


Sources: Compiled from “Special Report: 100 Leading National Advertisers,” Advertising Age, June 27, 


2005, and casewriter estimates. 


4 Share of the total single-serve non-alcoholic beverage market (about 14 billion cases in 2004). 
> Spending as measured across 17 national media channels using data compiled by TNS Media Intelligence. 


standard 12-pack of cans that seemed to improve CSD 
sales.”° In 2004, the company introduced a 1.5-liter bot- 
tle in select markets, aiming to replace the 2-liter version 
and thus to boost per-ounce pricing. While the launch- 
ing of new products and packages brought clear benefits, 
it also increased costs for bottlers, which had to produce 
and manage an ever-rising number of stock-keeping 
units (SKUs).% (See Exhibit 9—Retailers’ Assessment of 
Brand Performance, 2004.) That problem was most 
salient in the area of non-CSD beverages. The prolifera- 
tion of such products, many of them sold in relatively 
low volume, led to an increasing use of “split pallets”” By 
loading more than one product type on a pallet (the 
hard, wooden bed used to organize and transport mer- 
chandise), bottlers incurred higher labor costs. 

In general, alternative beverages complicated CSD 
makers’ traditional production and distribution prac- 
tices. CSD manufacturing was a cold-fill process. Some 
non-CSD beverages (such as Lipton Brisk) were also 
cold-fill products, and bottlers could adapt their infra- 
structure to those products with little difficulty. But 
other beverage types (such as Gatorade and Lipton 


Iced Tea) required costly new equipment and major 
process changes. More often than not, Coke and Pepsi 
took direct charge of manufacturing such beverages, 
which they then sold to their bottlers. The bottlers, in 
turn, distributed these finished goods alongside their 
own bottled products at a percentage markup. In oth- 
ers cases, especially that of bottled water, Coke and 
Pepsi paid for half or more of the cost of building 
bottling plants that allowed for filtration and other 
necessary processes. Bottlers then either purchased 
concentrate-like additives from the concentrate maker 
(as with Dasani’s mineral packet) or compensated Coke 
or Pepsi via per-unit royalty fees (as with Aquafina). In 
addition, Coke and Pepsi distributed some non-carbs 
(such as Gatorade) through food brokers and whole- 
salers, rather than through DSD delivery.”” 

These arrangements affected profitability in ways 
that were complex and evolving. With many non-carb 
beverages, especially energy drinks and sports drinks, 
high retail pricing and consumers’ preference for im- 
mediate, single-serve consumption meant that mar- 
gins were actually higher than they were for CSDs. Yet 
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Retailers’ Assessment of Brand Performance, 2004 
Top 6 Brands 


Unilever 
11.8% 
Pepsi-Cola 
12.5% 11.2% 

Nestle Frito-Lay 
13.9% 8.4% 
Coca-Cola 
13.4 % 
Pepsi-Cola 


Coca-Cola 
13.7% 
Con-Agra 


P&G Kraft 
57.1% 47.3% 
Kraft P&G 
33.3% 27.6% 
Kraft P&G 
32.7% 31.5% 
P&G Kraft 
30.7% 29.6% 
P&G Kraft 
50.3% 27.2% 
P&G Kraft 
55.0% 36.9% 


Gen'l! Mills 
19.8% 
Gen'l Mills 
26.3% 
Gen'! Mills 
26.4% 
Gen'! Mills 
28.9% 
Gen'! Mills 
23.1% 
Gen'l Mills 
25.9% 


Pepsi-Cola 
15.8% 
Nestle 
13.6% 

Pepsi-Cola 
14.1% 


Brands most important to retailers 


Best combination of growth, profitability 


Best sales force/customer teams 
Unilever 
12.7% 
Coca-Cola 


Pepsi-Cola 
14.7% 
Nestle 
13.1% 9.4% 9.1% 


Most innovative marketing programs 


Most helpful customer information 
Nestle 
15.9% 


Campbell's Unilever 


Best supply chain management 10.2% 8.8% 


Source: Cannondale Associates, PoweRanking Survey®, 2004. 


@ Each brand measured by percentage of respondents who rank the brand first, second, or third for each category. 


volume for such products, while growing fast, remained 
very small in comparison with CSD volume.® With 
bottled water, a different set of dynamics was in play. 
Here, sales volume soared (bottled water, one observer 
noted, was “the most frequent next stop for lapsed 
soft-drink users”®”), and the cost, production, and dis- 
tribution structures closely matched those of the tra- 
ditional CSD industry. In the early 2000s, bottler mar- 
gins on water were high; one research report estimated 
that a bottle of Pepsi’s Aquafina garnered a profit of 
22.4%, compared with a 19.0% profit for a bottle of 
Pepsi-Cola.!©° But as consumption shifted from sin- 
gle-serve to multi-pack options, pricing shifted ac- 
cordingly. At some locations, at one point in 2002, a 
24-bottle case of Dasani or Aquafina sold for $3.99, 
which was less than the cost of bottling it.!°! By 2006, 
according to one estimate, multi-serve products ac- 
counted for about 70% of the bottled water market, 
up from about 30% a decade earlier. Rising plastic 
costs also cut sharply into margins in this category.!° 
In addition, compared with the CSD market, the water 
market appeared to involve low brand loyalty and high 
price sensitivity. A 2002 survey found that while 37% 
of respondents said that they chose a CSD because “it’s 
my favorite brand,” only 10% of respondents said so 
about a bottled water choice.!° 


Internationalizing the Cola Wars 


As U.S. demand for CSDs reached an apparent 
plateau, Coke and Pepsi increasingly looked abroad for 
new growth. In 2004, the United States remained by 
far the largest market, accounting for about one-third 
of worldwide CSD volume. The next largest markets 
were, in order, Mexico, Brazil, Germany, China, and 
the United Kingdom.! But improved access to mar- 
kets in Asia and Eastern Europe stimulated a new, in- 
tense phase of the cola wars. In many such markets, 
per-capita consumption levels were a small fraction of 
the level seen in the United States. For example, while 
the average American drank 837 eight-ounce cans of 
CSDs in 2004, the average Chinese drank just 21. 
Among major world regions, Coke dominated in 
Western Europe and much of Latin America, while 
Pepsi had a marked presence in the Middle East and 
Southeast Asia.!°° (See Exhibit 10—CSD Industry: Se- 
lected International Consumption Rates and Market 
Shares, 2003 and 1999.) Although the growth poten- 
tial of both established and emerging markets held 
great attraction, those markets also posed special 
challenges. 

Coke flourished in international markets, and 
also relied upon them, far more than Pepsi. As far 
back as the end of World War II, the company had 
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EXHIBIT 10 
CSD Industry: Selected International Consumption Rates and Market Shares, 2003 and 1999 


Consumption 
(8-oz servings Annual 
; percapita) Growth? 2003 Share’ 1999 Share? 
Population. ———_— 9=9—@—_——_—§ ——__________ 


(thousands) 2003 1999 1999-2003 Coke Pepsi Cadbury Coke Pepsi Cadbury 


Europe (23.4%) 

Germany 82,476 
United Kingdom 59,251 
Spain 41,060 
Italy 57,423 
France 60,144 
Russia 143,246 
Poland 38,587 
Netherlands 16,149 
Hungary 9,877 
Romania 22,334 
Czech Republic 10,236 
Latin America (24.3%) 

Mexico 103,457 
Brazil 178,470 
Argentina 38,428 
Colombia 44,222 
Venezuela 25,699 
Chile 15,805 
Peru 27,167 
Asia Pacific (13.6%) 

China 1,304,196 
Philippines 79,999 
Japan 127,654 
Australia 19,731 
Thailand 62,833 
India 1,065,462 
South Korea 47,700 
Indonesia 219,883 
Pakistan 153,578 
Vietnam 81,377 
Africa/Middle East (7.8%) 

South Africa 45,026 
Saudi Arabia 24,217 
Egypt 71,931 
Israel 6,433 
Morocco 30,566 
North America 

United States 290,809 
Canada 31,510 
Total Worldwide 6,305,252 
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Sources: Compiled from Beverage Digest Fact Book 2005 and Beverage Digest Fact Book 2001. 
4 Change calculated using Compounded Annual Growth Rate (CAGR). —» Share of worldwide market by volume. 


secured a position as the largest international pro- 
ducer of soft drinks. Coke steadily expanded its over- 
seas operations in the following decades, and the 
name Coca-Cola became synonymous with Ameri- 
can culture. By the early 1990s, Coke CEO Roberto 
Goizueta would note, “Coca-Cola used to be an 
American company with a large international busi- 
ness. Now we are a large international company with 
a sizable American business.”!°° Roughly 9 million 
outlets, located in more than 200 countries, sold 
Coke products in 2004.!°7 About 70% of Coke’s sales 
and about 80% of its profits came from outside the 
United States; only about one-third of Pepsi’s bever- 
age sales took place overseas.!°° Coke enjoyed a 
world market share of 51.4%, compared with 21.8% 
for Pepsi and 6% for Cadbury Schweppes.! 

Pepsi entered Europe soon after World War II. 
Later, benefiting from Arab and Soviet exclusion of 
Coke, it moved into the Middle East and Soviet bloc. 
During the 1970s and 1980s, however, Pepsi put rela- 
tively little emphasis on its overseas operations. By the 
early 1990s, the company once again attacked Coke in 
the latter’s core international markets—though with 
relatively little success, since Coke struck back aggres- 
sively. In one high-profile skirmish, Pepsi’s longtime 
bottler in Venezuela defected to Coke in 1996, tem- 
porarily reducing Pepsi’s 80% share of the cola mar- 
ket there to nearly nothing.!'° Pepsi had moved away 
from bruising head-to-head competition with Coke 
by the early 2000s. Instead, it focused on emerging 
markets that were still up for grabs.!!! In 2004, its 
international division (which also covered food of- 
ferings) grew faster than any other division, and that 
division’s operating profit was up by 25%. Its interna- 
tional beverage volume was up by 12% overall for the 
year, driven by a strong performance in its Asia Pacific 
(up 15%) and Europe, Middle East, and Africa (up 
14%) divisions. For both CSDs and non-carbs, the 
company logged double-digit growth overseas, and 
double-digit growth also marked volume sales in 
China, India, and Russia.!!2 

Both beverage giants encountered obstacles in 
their international operations, including antitrust reg- 
ulation, price controls, advertising restrictions, foreign 
exchange controls, lack of infrastructure, cultural dif- 
ferences, political instability, and local competition. 
When Coke acquired most of Cadbury Schweppes’s 
international CSD business in 1999, regulators in 
Europe, Mexico, and Australia barred the transaction 
from occurring in those markets.!!> In Germany, a 
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2003 bottle return law (later rescinded) led many re- 
tailers to stop carrying Coke and Pepsi products; for 
Coke, that disruption resulted in a year-over-year sales 
drop of 11%.!'4 In Colombia, Marxist rebels in 2003 
killed a local Coke executive in a bombing, while union 
activists accused the company of collaborating with 
right-wing death squads.'> In many Latin American 
countries, low-cost upstarts like Peru’s Kola-Real dented 
market share or eroded pricing power for the larger 
companies. In 2003, for example, these “B-brands” 
claimed 30% of CSD share in Brazil, up from about 
3% in the early 1990s.!!6 

Waging the cola wars in non-U.S. markets en- 
abled Coke and Pepsi not only to expand revenue, 
but also to broaden their base of innovation. To cope 
with immature distribution networks, for example, 
they created novel systems of their own, such as 
Coke’s network of vending machines in Japan—a 
high-margin channel that at one point accounted for 
more than half of the company’s Japanese sales.!!” 
Japan also proved to be an impressive laboratory for 
new products. Teas, coffees, juices, and flavored water 
made up the majority of that country’s 200-plus 
Coke items, and Coke’s largest-selling product there 
was not soda but canned coffee. “If you're looking for 
a total beverage business we’ve got one in Japan,” said 
Coke CEO Isdell.!'® During the same period, Coke 
introduced 20 new products with a health or diet 
emphasis into the Mexico market. New approaches 
to packaging abounded as well.!!? In China and 
India, use of small returnable glass bottles allowed 
Coke to reach poor, rural consumers at a very low 
price point, while boosting revenue-per-ounce.!7° 


The End of an Era? 


In the early years of the 21st century, growth in soft 
drink sales for both Coke and Pepsi was falling short of 
precedent and of investors’ expectations. Was the fun- 
damental nature of the cola wars changing? Was a new 
form of rivalry emerging that would entail reduced 
profitability and stagnant growth—both inconceivable 
under the old form of rivalry? Or did the changes under 
way represent simply another step forward in the evolu- 
tion of two of the world’s most successful companies? 
In 2000, a Coke executive noted, “the cola wars are 
going to be played now across a lot of different battle- 
fields.” 2! What remained unclear in 2006 was whether 
those wars were still about “cola,” and whether anyone 
knew for certain where those battlefields were located. 
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Appendix A—Cadbury Schweppes: 
Operations and Financial Performance 


By the late 1990s, Cadbury Schweppes had emerged 
as the clear, albeit distant, third-largest player in the 
U.S. soft drink industry. Its products accounted for 
14.5% of CSDs and 9.3% of non-carbs sold in 2004. 
Its brands include Dr Pepper, 7UP, RC Cola, 
Schweppes, Canada Dry, A&W, Squirt, Sundrop, 
Welch’s, Country Time, Clamato, Hawaiian Punch, 
Snapple, Mistic, and Stewart’s. 

The U.K.-based firm was born of the 1969 merger 
between Jacob Schweppes’ mineral water business 
(founded in 1783) and John Cadbury’s cocoa and 
chocolate business (founded in 1842). In the mid- 
1980s, the group decided to focus on its core inter- 
national confectionery and soft drink businesses. 
In 1989, its beverage headquarters relocated from 
London, England, to Stamford, Connecticut. During 
the 1980s and the early 1990s, its soft drink and con- 
fectionery brand portfolio was extended through the 
acquisition of a number of key brands, notably 
Mott’s (1982), Canada Dry (1986), Trebor (1989), 
and Bassett’s (1989). Its acquisition of Dr Pepper/ 
Seven-Up Companies in 1995 boosted its U.S. CSD 


TABLE A 


Cadbury Schweppes Financial Data ($ millions) 
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market share from 4.6% in 1994 to 15.1% in 1995, 
and its acquisition of Triarc’s Mistic and Snapple 
brands in 2001 more than doubled its non-carb mar- 
ket from 6.0% in 1999. Further acquisitions included 
the Orangina and Yoo-Hoo brands (bought from 
Pernod Ricard in 2001), Squirt (a top-selling brand 
in Mexico, purchased in 2002), and Nantucket Nectars 
(bought in 2002 and folded into the Snapple brand). 
In 1999, Cadbury Schweppes disposed of its soft drink 
brands in around 160 countries, concentrating its 
beverages interests on North America, Europe, and 
Australia. 

In 2004, Cadbury Schweppes operated primarily as 
a licensor, selling concentrate and syrup to independ- 
ently owned bottling and canning operations (some of 
which were affiliated with competitors). It also provided 
marketing support and technical manufacturing over- 
sight to these companies. In the United States, Cadbury 
Schweppes had a 40% interest in the Dr Pepper/Seven 
Up Bottling Group (DPSUBG), which accounted for 
28.7% of its CSD volume. With its non-carb products 
and in certain markets (particularly Mexico), it manu- 
factured and distributed its beverages directly or 
through third-party bottlers. 


2002 2001 2000 


Americas Beverages 
Sales $3,854 $3,239 $3,190 $2,770 $1,950 
Operating profits/sales 25.2% 29.3% 29.5% 29.7% 32.7% 


Europe Beverages® 


Sales $1,253 $1,236 $882 $560 $477 
Operating profit/sales 17.9% 17.3% 19.0% 18.2% 15.4% 
Consolidated? 

Sales $12,927 $11,500 $8,528 $7,220 $6,161 
Operating margin 13.6% 11.6% 17.4% 17.9% 18.9% 
Return on assets 5.2% 3.9% 7.0% 7.6% 8.4% 


Sources: Company financial reports; OneSource, Global Business Browser, http://globalbb.onesource 

.com/web/Reports/cia.aspx?KeylD=L5018&Process=CP, accessed November 2005. 

4 Soft drink sales in Asia Pacific; Africa, India, and Middle East; and Central and Other divisions are not 
reported separately from confectionary sales in those regions. 

> Consolidated figures include worldwide confectionary sales. 
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Ks 


This case was prepared by Charles W. L. Hill, the University of Washington 


t was 1985, and a thirty-six-year-old retailer named 

Tom Stemberg was being interviewed by the CEO of 
the Dutch-based warehouse club, Makro, for the top 
job at Makro’s nascent U.S. operation. Stemberg didn’t 
think Makro’s concept would work in the United 
States, but he was struck by one thing as he toured 
Makro’s first U.S. store in Langhorne, Pennsylvania: 
Office supplies were flying off the shelves. “It was obvi- 
ous that this merchandise was moving very fast,’ he 
later recalled, “That aisle (where the office supplies 
were located) was just devastated.” ! Stemberg began to 
wonder whether an office supplies supermarket would 
be a viable concept. He thought it might be possible 
that a supermarket selling just office supplies could do 
to the office supplies business what Toys “R” Us had 
done to the fragmented toy retailing industry: consoli- 
date it and create enormous economic value in the 
process. 

Within a year Stemberg had founded Staples, the 
first office supplies supermarket. Twenty years later, 
Staples was a leading retailer in the office supplies 
business with 1,800 stores in the United States and 
Canada, and another 250 in Europe. Its revenues for 
2006 were forecast to exceeded $17.8 billion, net 
profit was over $950 million, the company had earned 
a return on invested capital of between 12.6% and 
18.5% for the last six years (which is considered high 
for retailing), and the company generated $2 billion 
in free cash flow during the prior three years.” 


Copyright © 2006 by Charles W. L. Hill. This case was prepared by 
Charles W. L. Hill as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Charles W. L. Hill. All rights 
reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the 
company’s stock symbol, and download the latest company report 
from its homepage. 


The Founding of Staples 
Tom Stemberg 


Despite his young age, by 1985 Stemberg had assem- 
bled an impressive resume in retailing. Stemberg had 
been born in Los Angeles but spent much of his teens 
in Austria, where his parents were originally from. He 
moved back to the United States to enter Harvard 
University, ultimately graduating with an MBA from 
Harvard Business School in 1973. Stemberg was 
hired out of Harvard by the Jewel Corp., which put 
him to work at Star Market, the company’s super- 
market grocery division in the Boston area. 

Henry Nasella, Stemberg’s first boss at Jewel, who 
would later work for Stemberg at Staples, remembers 
meeting Stemberg on his first day at Jewel: “He came 
in 15 minutes late, his hair too long, his tie over his 
shoulder, his shirt hanging out over the back of his 
pants. I thought, what in the world do I have here?”? 
(Stemberg is still known for his disheveled appear- 
ance.) What he had was a man who started out on 
the store floor, bagging groceries, stocking the aisle, 
and ringing up sales at the checkout counter. Stem- 
berg rose rapidly, however, and by the time he was 
twenty-eight he had been named vice president of 
sales and marketing at Star Market, the youngest VP 
in the history of the Jewel Corp. 

At Jewel, Stemberg became known as an aggres- 
sive marketer, competing vigorously on price and in- 
troducing generic brands (Stemberg developed and 
launched the first line of “generic” foods sold in the 
country).* According to Stemberg, “It was a nutso 
thing we were trying to do, and the fact that it worked 
out well was a miracle. We opened all these big stores, 
and we were trying to take market share away from 
people who were much better financed than we 
were. They retaliated and lowered prices. .. . I learnt 
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to experience the challenges of rapid growth. There 
was no better experience to have been through. It 
taught me the necessity of having infrastructure and 
putting it in place.”° 

One of the supermarkets that Stemberg found 
himself battling with was Heartland Food Ware- 
house, the first successful deep discount warehouse 
supermarket in the country. Heartland was run by 
Leo Kahn, one of the country’s leading supermarket 
retailers. Kahn had started the Purity Supreme super- 
market chain in the late 1940s, making him one of 
the founding fathers of the supermarket business. 
Stemberg and Kahn fought relentless marketing bat- 
tles with each other. In a typical example of their tus- 
sles, at one point Kahn ran ads guaranteeing that his 
customers would get the best price on Thanksgiving 
turkeys. Stemberg responded with his own ads 
promising that Star would match the lowest adver- 
tised price on turkeys. Technically that made Kahn’s 
claim incorrect, a point that Stemberg made to the 
Massachusetts attorney general’s office, which told 
Kahn to pull his ad. 

In 1982 Stemberg left Jewel to run the grocery 
division of another retailer, First National Super- 
markets Inc. To build market share, he decided to 
take the company into the warehouse food business, 
imitating Leo Kahn’s Heartland chain. Stemberg 
soon came into conflict with the CEO at First Na- 
tional. As he later admitted, “I probably didn’t do a 
very good job, in a corporate political sense, of mak- 
ing sure he understood the risks in what we were 
trying to do. The situation was very stressful.” In 
January 1985, things came to a head and Stemberg 
was fired. It was probably the best thing that ever 
happened to him. 

When Kahn heard that Stemberg had been fired, 
he quickly got in touch with him. Kahn had just sold 
his own business for $80 million, and he was looking 
for investment opportunities. He had developed a 
great respect for his old adversary, and wanted to back 
him in a new retailing venture. As Stemberg para- 
phrases it, Kahn said, “I want to back you in a busi- 
ness, kid, what have you got in mind?”’ Kahn agreed 
to put up $500,000 in seed money to help Stemberg 
develop a new venture opportunity. He also took on 
the role of mentor, evaluating Stemberg’s ideas. 

Initially Kahn and Stemberg looked at the busi- 
ness they both knew best, supermarket grocery retail- 
ing. But they were put off by the intense competition 
now raging in the business, and the high price they 
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would have to pay for properties. At this juncture, 
Bob Nakasone, then president of Toys “R” Us, stepped 
into the picture. Nakasone had worked at Jewel along- 
side Stemberg before moving to Toys “R” Us. It was 
Nakasone who urged Stemberg to “think outside of 
the food box.” Nakasone told Stemberg that there 
were more similarities than differences across product 
categories, and that profit margins were much better 
outside of the grocery business. 

While mulling over possible entrepreneurial op- 
portunities, Stemberg continued to explore other op- 
tions, including working for an established retailer. It 
was this parallel search that took him down to Makro 
for a job interview, and it was there that he suddenly 
realized there was a possible opportunity to be had in 
starting the Toys “R” Us of office supplies. 


Stemberg’s Insight 


Hot on the heels of his trip to Makro, Stemberg 
started to think about his idea. The first thing was to 
get a handle on the nature of the market. Stemberg 
started by asking people if they knew how much they 
spent on office supplies. In his words: “There was this 
lawyer I knew in Hartford, which is where I lived 
then. If ever there was a cheap bastard in this world, 
he was a cheap bastard. And I said, “Gee, how much 
do you spend on office supplies?’ He said, “Oh, I 
don’t know, I guess about a couple of hundred bucks 
a person, 40 people in the office, I bet you we spend 
ten grand.’ I said, ‘Do me a favor will you? You've got 
good records. Go through your records and tell me 
exactly how much you spend: he calls me up the next 
day. ‘Son of a bitch, I spend $1,000 apiece! But ’m 
getting a discount, I’m paying 10% of list? I said, 
“Toys “R” Us’ is paying 60% of list’ He says, ‘Are you 
kidding me? You mean I could save like half? I could 
save like twelve grand?’ In his mind, this is the pay- 
ment on his new Jaguar.”® 

Stemberg began to think that this idea had some 
potential. He reasoned that people want to save 
money, and in this case the money they could save 
might be substantial, but they didn’t even know they 
were paying too much. Small businesses in particular, 
he thought, might be a viable target market. While 
working on the idea, the printer ribbon on Stemberg’s 
printer ran out. It was a weekend. He drove down to 
the local office supply store in Hartford, and it was 
closed. He went to another, but that was also closed. 
He ended up going to BJ’s Wholesale Club, a deep 


discount warehouse club. BJ’s was open, they sold 
office supplies at low prices, but the selection was 
limited and they didn’t carry the type of ribbon 
Stemberg wanted. Stemberg immediately saw the 
opportunity. 

Around the same time, Stemberg went to see an- 
other mentor of his, Walter Salmon, who taught re- 
tailing at Harvard Business School. Over lunch they 
discussed the supermarket business and Stemberg’s 
quest. Salmon asked Stemberg if he had thought of 
applying his retailing skills to a product category that 
was growing faster than the grocery business and was 
not well served by modern retailers. Stemberg replied 
that he had been thinking about office supplies. 
Salmon’s response, “Gee, this is a really big idea.” 


Scoping Out the Opportunity 


Stemberg ended up hiring a former teaching assistant 
of Salmon’s for $20,000 to do some basic market re- 
search on the industry and validate the market. As he 
tells the story: “I never forget the night I went to her 
house and we went through the slide deck. I always 
want to jump ahead. And she puts her hand on my 
hand and says, “Wait, we will walk though it’ She’s 
teasing us! Finally she said it was a $45 billion market 
growing at 15% per year. And it turns out she was 
lying. That was actually at the manufacturer level. It 
was actually more than $100 billion already if you 
looked at retail. She confirmed that the pricing um- 
brellas were as big as we thought they were, and that 
small businesses were getting raped the way we had 
said they were. I was pretty damn excited during the 
long drive home.”? 

The market growth, it turned out, was being driven 
by some favorable demographic trends. The U.S. econ- 
omy was recovering from the recessions of the late 1970s 
and early 1980s, and underlying economic growth was 
strong. A wave of new technology was finding its way 
into U.S. businesses, including personal computers, 
printers, faxes, and small copiers, and this was driving 
demand for office supplies including basic equipment 
along with consumables from paper and printer ink, to 
diskettes and copy toner. 

The wave of downsizing that had swept corporate 
America in the early 1980s also had a beneficial side 
effect—unemployed people were starting their own 
businesses. The rate of new business formation was 
the highest in years. There were 11 million small 
businesses in the country, Stemberg’s proposed target 
market, the vast majority of which had less than 
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twenty employees. This sector was the engine of job 
growth in the economy—between 1980 and 1986 
small enterprises had been responsible for a net in- 
crease of 10.5 million jobs. Many of these new jobs 
were in the service sector, which was a big consumer 
of office supplies. Each new white-collar job meant 
another $1,000 a year in office supplies. 

Stemberg’s research started to uncover an indus- 
try that was highly fragmented at the retail level, but 
had some huge participants. Upstream in the value 
chain were the manufacturers. This was a very di- 
verse collection of companies that included paper 
manufacturers such as Boise Cascade; office furni- 
ture makers; manufacturers of pencils, pens, and 
markers such as the Bic Corp.; companies like 3M, 
which supplied Post-it Notes and a whole lot more 
besides; office equipment companies such as Xerox 
and Canon (manufacturers of copiers and consum- 
ables); and manufacturers of personal computers, 
printers, and faxes such as Apple, Compaq, and 
Hewlett-Packard. 

Then there were the wholesalers, some of which 
were very large such as United Stationers and 
McKesson. The wholesalers bought in bulk and sold to 
business clients and smaller retail establishments, ei- 
ther directly or through a network of dealers. The deal- 
ers often visited businesses to collect orders and 
arranged for delivery. The dealers themselves ranged in 
scale from small one-person enterprises to large firms 
that sold through central warehouses. Some dealers 
also had a retail presence, while other did not. Manu- 
facturers and wholesalers also sold directly to large 
business through catalogs or a direct sales presence. 

The retailers fell into two main categories. There 
were the local office supply retailers, generally small 
business themselves, and there were the general mer- 
chandise discounters, such as BJ’s Wholesale and 
Wal-Mart. The smaller retailers had an intrinsically 
high cost structure. They were full-service retailers 
who purchased in small lots and delivered in trucks 
or sold out of the store. The general merchandise dis- 
counters purchased from wholesalers or direct from 
manufacturers, and their prices were much lower, but 
they did not carry a wide range of product. 

On the consumer side, most large businesses had 
dedicated personnel for purchasing office supplies. 
They either bought from dealers, who purchased di- 
rectly from manufacturers or through wholesalers, or 
bought direct from the manufacturer themselves. Large 
firms were able to negotiate on price and received 
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discounts that could be as large as 80% of the list price 
on some items. Businesses of fewer than one hundred 
people did not generally have someone dedicated to 
managing office supplies, and they tended to rely pri- 
marily on dealers. For these companies, product avail- 
ability, not price, was viewed as key. In even smaller 
firms, it was the convenience of being able to get office 
supplies that seemed to matter more than anything else. 

Consistent with his initial insight, Stemberg 
found that smaller firms were ignored by the big 
dealers. To verify this he called Boise Cascade, which 
operated as both a dealer and a manufacturer, to see 
what service they might offer. First he called on be- 
half of Ivy Satellite Network, a small company that 
Stemberg owned that broadcast events of Ivy League 
schools to alumni around the world. Boise couldn’t 
even be bothered to send a catalog to this company. 
Then he called Boise back, this time representing the 
one-hundred-person office of a friend of his who was 
a food broker. This time Boise was happy to send a 
representative to the food broker. The representative 
offered the broker deep discounts. A Bic pen from 
Boise that cost Ivy $3.68 from the local stationary 
store was offered for just $0.85. More generally, 
Stemberg found that while an office manager in a 
company with more than one thousand employees 
could often obtain discounts averaging 50% from 
dealers, small businesses with fewer than twenty em- 
ployees were lucky to get a 10% discount, and often 
had to pay full price.!° 

Stemberg also found a study produced by re- 
searchers at the Wharton School that seemed to 
confirm his suspicions. “Essentially they first asked 
dealers, “What does the customer want?’ Ninety per- 
cent of the dealers said, “Better service’ and 10% said, 
“Other? Then they asked customers, and 90% of the 
customers said what they really wanted was lower 
prices. Ha! The dealers were totally out of touch. 
They were making 40% to 50%, the wholesalers were 
making 30%, and the manufacturers were making 
huge margins. Everybody’s rich, fat, and happy, and 
they’re all going, ‘What’s wrong with this?””!! 


Creating the Company 


Stemberg know from experience that for Staples to 
succeed it would have to execute well, and do to that, 
it needed experienced management. Stemberg turned 
to people he knew, managers who, like him, had risen 
quickly through the ranks at the Jewel Corp. or other 
Boston area retailers. From Jewel came Myra Hart, 
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who was to become Staples’s group vice president for 
growth and development; Todd Krasnow, who be- 
came vice president for marketing; Paul Korian, the 
Staples vice president of merchandising; and Henry 
Nasella, Stemberg’s mentor at Star Market who subse- 
quently became president of Staples. The CFO was 
Bob Leombruno, who had bought Mammoth Mart, a 
failed retail operation, out of bankruptcy for a group 
of investors. Stemberg took on the CEO role, while 
Kahn became chairman. Most of these people started 
working full time on January 1, 1986. They gave up 
secure jobs, high salaries, and annual bonuses for 
salary cuts, loss of bonuses, and fourteen-hour days. 

According to Stemberg, the pitch to prospective 
managers was this: “I’m going to give you a big chunk 
of stock in this thing. This is your chance. We're all 
going to work our tails off. We’re going to work crazy 
hours. But here you'll be part of a retailing revolution. 
If you own 2% of the company and it gets to be worth 
$100 million, you’re going to make $2 million.”? In 
the end, each member of the top management team 
got a 2.5% stake in the company. 

By now Stemberg had a name for this nascent 
company, Staples. Reflecting on how it came about 
years later, he noted that “m driving between 
Hartford and Boston. ’m thinking about names. 
Pencils? Pens? 8’ by 11? Staples? Staples! Staples 
the Office Superstore. That was it. The bad thing 
about the name was that when we started out, we had 
to explain to everybody what it was. Office Depot 
basically copied Home Depot and put the ‘office’ in 
front. It was Home Depot for the office, and it lived 
off the Home Depot name. Office Club was a Price 
Club for the office. It lived off the Price Club name. 
In the early days ours was actually a problem. But 
those other names aren’t a brand. Ours is a brand.”° 

With the management team in place, the next steps 
were to refine the concept and raise capital. The con- 
cept itself was relatively straightforward; implementing 
it would not be. The plan was to offer a wide selection 
of merchandise in a warehouse-type setting with prices 
deeply discounted from those found in mom-and-pop 
retailers. Because it was to be a supermarket, the idea 
was to move from full service to a self-service format. 
At the same time, the management team recognized 
the staff would need to be trained in office supplies so 
that they could provide advice when asked. 

To make the concept viable, a number of issues 
had to be dealt with. They had to decide where to lo- 
cate the stores. How big a population base would be 


needed to support a store? What kind of selection 
was required? How many Stock Keeping Units 
(SKUs) should the store offer? There was the prob- 
lem of educating customers. If potential customers 
currently didn’t know that they were paying excessive 
prices for office supplies and consistently underesti- 
mated how much they spent on the category, what 
could Staples do to change this? 

To get low prices, Staples would need to cut costs 
to the bone and be managed very efficiently. They 
would have to get manufacturers or wholesalers to 
deliver directly to Staples. How could this be done? 
Wouldn't wholesalers and manufacturers create 
channel conflict with dealers and established retailers 
by delivering straight to Staples? How was this to be 
resolved? Staples also needed to minimize its inven- 
tory, thereby reducing its working capital needs. 
Management knew that if they could turn inventory 
over twelve times a year and delay payment to ven- 
dors for thirty days, then vendors would essentially 
finance Staples’s inventory. Pulling that off would re- 
quire state-of-the-art information systems, and the 
state of the art at the time in office supplies did not 
include bar coding on individual items. How was 
Staples to deal with this? 

There was also the potential competition to worry 
about. Stemberg was sure that once Staples unveiled its 
concept, others would follow quickly. To preempt 
competitors, the plan called for rapid rollout of the 
concept, with sales ramping up from nothing to $42 
million after three years. This would require a lot of 
capital. It also required that the concept be very easy to 
replicate so that once the first store was opened, others 
could be opened in quick succession. This meant that 
the systems that were put in place for the first store 
had to be the right ones and able to support rapid ex- 
pansion. There wasn’t much room for error here. 

As the management team refined the concept, 
they came to the realization that the information 
systems were one of the keys to the entire venture. 
With the right information systems in place, Staples 
could track sales and inventory closely at the level of 
individual items, figure out its gross profit on each item 
sold, and adjust its merchandising mix accordingly. 
This would be a departure from existing retailers, the 
majority of whom lacked the ability to calculate 
profit on each item sold and could calculate only the 
average gross profit across a range of items. The right 
information systems could also be used to collect 
data on customers at the point of sales, and this 
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would assist greatly in market research and direct 
marketing to customers. 

On the other hand, raising capital proved to be 
easier than they thought. Stemberg valued Staples, 
which was still little more than a concept, a man- 
agement team, and a business plan full of unan- 
swered questions at $8 million. He went looking for 
$4 million, which he would exchange for 50% of the 
company. The venture capitalists were initially reluc- 
tant. They seemed to hold back, waiting to see who 
would commit first. They valued Staples at $6 million 
and wanted a 67% stake for the $4 million in first- 
round financing. Stemberg balked at that and instead 
focused his efforts on one firm that seemed more 
willing to break away from the pack. The firm was 
Bain Venture Capital, whose managing general part- 
ner, Mitt Romney, later observed that “a lot of retail- 
ing startups come by, but a lot of them are a twist on 
an old theme, or a better presentation. . . . Stemberg 
wasn't proposing just a chain of stores, but an entirely 
new retailing category. That really captures your at- 
tention. It slaps you in the face with the idea that this 
could be big.”!4 

To validate the business concept, Romney’s firm 
surveyed one hundred small businesses after being 
urged to do so by Stemberg. Auditing invoices from 
these companies for office supplies, Romney discov- 
ered what Stemberg already knew—the companies 
were spending about twice what they estimated. 
Romney then ran the numbers on his own company 
and found that his firm would save $117,000 a year 
by purchasing supplies at the discount that Stemberg 
promised. That was enough for Romney, and he 
committed to investing. Others followed, and Staples 
raised $4.5 million in its first round of financing, 
which closed on January 23, 1986. This gave the com- 
pany enough capital to go ahead with the first store. 
In return for the financing, Staples had to give the 
VCs a 54% stake in the company. To get the money, 
however, Staples had to commit to opening its first 
store on May 1, 1986, and to meet a plan for rolling 
out additional stores as quickly as possible. 


The First Store 


With just four months to open their first store, the 
management team went into overdrive. They would 
meet every morning at about 7 A.M. in a session that 
could run from thirty minutes to two hours. Some- 
one would rush out to get sandwiches for lunch, and 
they would keep working. The workday came to a 
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close at 9:00 p.M. or 10:00 P.M. Not only was there no 
template for what they were doing, they knew they 
had to put a system in place that would allow them to 
quickly roll out additional stores. 

One of the most difficult tasks fell on the shoulders 
of Leombruno, the CFO. In addition to setting up an 
accounting system, he was put in charge of installing 
the entire information system for Staples. The system 
had to be able to track customer purchases so that Sta- 
ples could reorder products. The cash registers, which 
were to be connected individually to the system, had to 
be easy to operate so that there would be no conges- 
tion at the checkout stands. Stemberg himself was 
adamant that the register receipts indicate the list price 
of each item, as well as a much lower Staples price, and 
an even lower price for customers who became Staples 
members. He also wanted the system to collect de- 
tailed demographics on each customer. 

Leombruno insisted that the system be able to do 
two things: first, calculate the gross profit margin 
Staples made on each item sold. Most retailers at the 
time could calculate only the average profit margin 
across the mix of inventory. Second, Leombruno 
wanted to make sure that inventory turned over at 
least twelve times a year, and good information sys- 
tems were the key to that. With most vendors requir- 
ing payment in thirty days, an inventory turnover of 
greater than twelve would allow Staples to cut its 
working capital requirements. 

As the wish list for the information systems grew, 
it soon became apparent that it would not be possible 
to do everything in the allotted time span. No existing 
software package did what the management team 
wanted, and they had to hire consultants to customize 
existing packages. In the end, several proposed fea- 
tures were dropped. However, at Stemberg’s insis- 
tence, the three-way price requirements remained. To 
track sales and inventory levels, Staples assigned a six- 
digit look-up code for each item. While entering the 
codes was a slower process than scanning items, most 
manufacturers in the office supplies business were 
still not marking their products with bar codes, which 
meant scanning was not feasible. 

Another problem was to get suppliers to ship 
products to the first Staples store. The company was 
asking suppliers to bypass the existing distribution 
system and risk alienating long-time customers in the 
established channel of distribution. To get suppliers 
on board, Staples used a number of tactics. One was a 
visionary pitch. The company told suppliers that it 
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was out to revolutionize the retail end of the industry. 
Staples would be very big, they said, and it was in the 
best interests of the suppliers to back the start-up. 
Stemberg’s punch line was simple: “Pm going to be 
very loyal to those who stick their necks out for us. 
But it’s going to cost you a lot more to get in later.” 
Connections also helped to get suppliers to deliver to 
Staples. One of the VC backers of Staples, Bessemer 
Venture Partners, also owned a paper manufacturer, 
Ampad. Bessemer told Ampad to start selling to Sta- 
ples, which it did, even though existing distributors 
complained bitterly about the arrangement. 

Finding real estate also presented a problem. As 
an enterprise with no proven track record, Staples 
found it difficult to rent decent real estate large 
enough to stock and display the 5,000 SKUs that it 
was planning for its first store, and to do so at a de- 
cent price. Most landlords wanted sky-high rent from 
Staples. In the end, the best that Staples could do was 
a site in Brighton, Massachusetts, that was within site 
of a housing project and had failed as a site for sev- 
eral different retailers. The one redeeming feature of 
the site was that it was smack in the middle of a high 
concentration of small businesses. 

Despite all of the problems, Staples was able to 
open its first store on May 1, 1986. The opening day 
was busy, but only because everybody who worked at 
Staples had invited everybody they knew. On the sec- 
ond day, just sixteen people came through the store. 
On the third day, it was the same number. A few 
weeks of this, and Staples would have to shut its 
doors. Desperate, Krasnow decided to bribe customers 
to get them into the store. The company sent $25 to 
each of thirty-five office managers, inviting them to 
shop in the store and pass along their reactions. Ac- 
cording to Krasnow, “A week later we called them 
back. They had all taken the money, but none of them 
had come into the store. I was apoplectic.”!® In the 
end, nine of them finally came in, and they gave Sta- 
ples rave reviews. Slowly the momentum started to 
build, and by August lines were starting to form at the 
cash registers at lunch time. 


The 1990s: Growth, Competition, 

and Consolidation 

Growth 

Staples had set of target of $4 million in first year 


sales from its Brighton store, but within a few months 
the numbers were tracking up toward a $6 million 


annual run rate. The concept was starting to work. 
The number of customers coming through the door 
every month was growing, but it was not only cus- 
tomers who were coming. One day Joe Antonini, the 
CEO of Kmart, was spotted walking around the Sta- 
ples store. Around the same time, Stemberg heard 
from contacts that Staples had been mentioned at a 
Wal-Mart board meeting. He realized that if other 
discount retailers were noticing Staples when it had 
just one store, competition could not be far behind. 

Within five months of the opening of the first 
Staples store, a clone had appeared in the Southeast: 
Office Depot. Needing money fast to fund expansion 
and lock in Staples territory, Stemberg went back to 
the venture capitalists. While the initial backers were 
willing to value Staples at only $15 million, Stemberg 
held out for and got a valuation of $22 million, rais- 
ing another $14 million. He pulled off this trick by 
finding institutional investors who were willing to in- 
vest on a valuation of $22 million. He then went back 
to the original VCs and told them that the deal was 
closing fast, which persuaded them to commit. 

By May 1987, Staples had three stores open and 
planed to increase the number to twenty by the end of 
1988 (it actually opened twenty-two). Sales were run- 
ning at anywhere from $300 to $800 per square foot. 
In contrast, high-volume discount stores were lucky 
to get $300 per square foot. By mid-1989, three years 
after its first store opened, Staples had twenty-seven 
stores open in the Northeast and an annual sales run 
rate of $120 million, way above the original three- 
year target of $42 million. The stores now averaged 
15,000 square feet and stocked 5,000 items. 

Explaining the success, Stemberg noted: “From a 
value perspective, I think there is no question that we 
have been a friend to the entrepreneur. If you look at 
the average small town merchant, we’ve lowered the 
costs of his office products—where he was once pay- 
ing say $4,000 to $5,000 a year, now he’s paying 
$2,000 or $3,000. We’ve made him more efficient.” !” 

Helping to drive sales growth was the develop- 
ment of a direct marketing pitch. Every time Staples 
opened a store, it purchased a list of small businesses 
within fifteen minutes’ driving distance. Then a group 
of telemarketers would go to work, calling up the 
buyer of office supplies at the businesses. The tele- 
marketers would tell them Staples was opening up a 
store like Toys “R” Us for office supplies, ask them 
how much they spent on office supplies every year 
(often they did not know), cite typical cost savings at 
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small businesses, and send them a coupon for a free 
item such as copy paper. Slowly at first the customers 
would come in, but momentum would build up as 
customers realized the scale of the savings they were 
getting. 

Every time a customer redeemed a coupon at a 
store, they were given a free Staples Card. This “mem- 
bership” card entitled cardholders to even deeper dis- 
counts on select items. The card quickly became the 
lynchpin of Staples’s direct marketing effort. From the 
card application, Staples gathered information about 
the customer—what type of business it was in, how 
many employees it had, where it was located. This in- 
formation was entered into a customer database, and 
every time a card member used that card, the card 
number and purchases were logged into the database 
via the cash register. This gave Staples up-to-date in- 
formation about what was being purchased and by 
whom. This information then allowed Staples to target 
promotions at certain customer groups—for example, 
card members who were not making purchases. The 
goal was to get existing customers to spend more at 
Staples, a goal that over time was attained. 

Because Staples started to reach so many of its 
customers through direct marketing, (about 80% of 
its sales were made to cardholders) it was able to 
spend less on media ads—in some areas, it dropped 
media advertising altogether, saving on costs. This 
was an important source of cost savings in the 
Northeast where the media is expensive. 

A problem that continued to bedevil Staples as it 
expanded was the shortage of good real estate loca- 
tions that could be rented at a reasonable price, par- 
ticularly in the Northeast. Finding a good site in the 
early days required flexibility; at various times Sta- 
ples converted anything and everything, from restau- 
rants to massage parlors, into Staples stores. As the 
company grew, its real estate strategy started to take a 
defensive aspect, with Staples bidding for prime sites 
in order to preempt competitors. 

The high cost of real estate in the Northeast led 
Staples to establish its first distribution center in 
1987 (today it has some thirty such centers in North 
America). This decision was hotly debated within the 
company and opposed by some of the investors who 
thought that the capital should be used to build 
more stores, but Stemberg prevailed. The distribu- 
tion center was located off an interstate highway in 
an area of rural Connecticut where land was cheap. 
The facility cost $6 million to build and tied up a 
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total of $10 million in working capital, almost $0.29 
out of every dollar that the company had raised to 
that point. But Stemberg saw this as a necessary step. 
The inventory storage capacity at the distribution 
center enabled the company to operate with smaller 
stores than many of its rivals, but still offer the same 
variety of goods. By 1989 the average Staples store 
was 35% smaller than the Office Depot outlets that 
were then opening up all over the Southeast, saving 
on real estate costs. The distribution center also 
helped save labor costs since wages are lower in rural 
areas. Equally important, inventory storage at the 
distribution centers allowed the stores to remain fully 
stocked. As Stemberg noted: “In competition with 
the clones, it will come down to who has the lowest 
costs and the best in stock position.”!® 

The expansion strategy at Staples was very me- 
thodical. Stores were clustered together in a region, 
even to the extent that they cannibalized each other 
on the margin, so that Staples could become the 
dominant supplier in that market. The early focus 
was on major metropolitan areas such as Boston, 
New York, Philadelphia, and Los Angeles. Although 
high real estate and labor costs in these areas were a 
disadvantage, strong demand from local businesses 
helped compensate, as did the distribution centers. 
In 1990, Staples opened its second distribution center 
in California to support expansion there. 

The expansion at Staples was fueled by the pro- 
ceeds from a 1989 initial public offering, which 
raised $61.7 million of capital—enough for Staples 
to accelerate its store openings. By mid-1991, Staples’s 
store count passed over one hundred. 


Competition 


A rash of imitators to Staples soon appeared on the 
market. The first of these was Office Depot, focused 
on the Southeast. By the end of 1988, Office Depot 
had twenty-six stores, Office Club had opened fif- 
teen, Biz Mart had established ten, and Office Max 
around a dozen. More than a dozen other office sup- 
plies superstores had sprung up. Some of these busi- 
nesses were financed by venture capitalists looking to 
repeat the success with Staples; other were financed 
by established retailers, or even started by them. For 
example, Ben Franklin started Office Station in 1987, 
but shut it down in 1989 as it failed to gain traction. 
Initially, most of the competitors focused in 
unique regions—Office Depot on the Southeast, Of- 
fice Club on California, Office Max on the Midwest, 
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BizMart on the Southwest—but as the number of en- 
trants increased, head-to-head competition started to 
become more frequent. Stemberg’s belief had always 
been that competition was inevitable and that the 
winners in the competitive race would not necessarily 
be those that grew the fastest, but those that executed 
best. It was this philosophy that underpinned Stem- 
berg’s insistence that the company should grow by fo- 
cusing on key urban areas and achieving a critical 
mass of stores served by a central distribution system. 

Not everyone agreed with this recipe for success. 
Office Depot did the opposite—the company grew as 
fast as possible, entering towns quickly to preempt 
competitors. Office Depot lacked the centralized dis- 
tribution systems, but made up for that by locating in 
less expensive areas than Staples, persuading suppli- 
ers to ship directly to stores and keeping more back- 
up inventory on the premises. Although this meant 
larger stores, the lower rental costs in Office Depot’s 
markets offset this. 

What soon became apparent was that the rash of 
entrants included a number of companies that simply 
could not execute. Very quickly a handful of com- 
petitors emerged in the forefront of the industry— 
Staples, Office Depot, Office Max, and Office Club. 
As the market leaders grew, they increasingly came 
into contact with each other. The result was price 
wars. These first broke out in California. Staples en- 
tered the market in 1990 and initially focused on pric- 
ing not against Office Club, but against Price Club. 
Although Price Club was a warehouse store selling 
food and general merchandise, it still had the largest 
share of the office supplies market in California. Sta- 
ples positioned itself as having the same low prices as 
Price Club, but a wider selection of office supplies 
and no membership fee. 

Todd Krasnow, the executive VP of marketing at 
Staples, describes what happened next: “What we 
failed to realize was that Price Club was very worried 
about Office Club—and was pricing against Office 
Club. So when we went and matched Price Club, we 
were matching Office Club. And Office Club was say- 
ing: “We are not going to let anybody have the same 
prices as us.”!° Office Club lowered its prices, caus- 
ing Price Club to lower prices, and Staples followed. 
Not willing to be beat, Office Club cut prices again, 
and so they continued the spiral down. The price war 
drove profit margins down by as much as 8%. 

Ultimately, Krasnow noted, “We realized that by 
engaging in this price war, we were focusing on our 


competitors, not our customers. Our customers 
weren't paying attention to this spat. So we raised our 
prices a little. You feel like youre just doing ab- 
solutely the wrong thing, because your whole posi- 
tion is: We have the lowest price.”*° Be that as it may, 
Office Club and Price Club followed suit, and prices 
started to rise again. Ultimately the three companies 
carved out different prices niches, each unwilling to 
be undercut on about twenty or so top-selling items, 
but in general, they were not the same items. 

What happened in California also occurred else- 
where. When Office Max entered the Boston market 
in 1992, for example, a price war broke out again. 
There was an unanticipated effect this time, though— 
the price cuts apparently broadened the market by 
making buying from Staples attractive to customers 
with between twenty-five and one hundred employ- 
ees, who previously bought directly from mail-order 
and retail stationers.*! 

Ultimately, Kransow noted, price wars such as 
those that started to break out in California and 
Boston started to moderate. “We finally realized that 
it’s not in any company’s self-interest to have a price 
war because you can get lots of market share without 
having a price war. And having a price war among 
low priced competitors doesn’t get you more market 
share. It doesn’t serve any purpose.””? Other factors 
that may have contributed toward more rational 
pricing behavior in the market were the strong econ- 
omy of the 1990s and industry consolidation. 


Industry Consolidation 


At its peak in 1991, there were twenty-five chains in 
the office supply industry.’? Industry consolidation 
started when some of the clones began to fall by the 
wayside, filing for bankruptcy. U.S. Office Supply, it- 
self the result of a merger between two office supplies 
chains, filed for bankruptcy in 1991, as did Office 
Stop. Consolidation was also hastened by acquisi- 
tions. In 1991, Office Depot acquired Office Club, 
giving the primary rival of Staples more than twice 
the number of stores. For its part, Staples acquired 
HQ Office Supplies Warehouse in 1991, and in 1992, 
it purchased another smaller chain, Workplace.”* 

As these trends continued, by the mid-1990s it was 
apparent that three players were rising to dominance 
in the industry: Office Depot, Staples, and Office Max. 
By mid-1996, Office Depot led the industry with 539 
stores, followed by Staples with 517, and Office Max 
with around 500 stores. In terms of revenues, Office 


C281 
————— 


CASE 18 Staples 


Depot had a clear lead with $5.3 billion in 1996, 
Staples was second with $3.07 billion, and Office Max 
third with $2.6 billion. Staples remained concentrated 
in the Northeast and California, with a large number 
of stores in dense urban areas. Office Depot’s stores 
were concentrated in the South, and the company 
continued to stay clear of congested cities. Office Max 
was still strongest in the Midwest.?° 

The consolidation phase peaked in September 
1996 when Staples announced an agreement to pur- 
chase its larger rival, Office Depot, for $3.36 billion. 
The executives of the two companies had apparently 
been talking about merger possibilities for years, 
while continuing to pursue their own independent 
growth strategies. If the merger went through, Tom 
Stemberg would step into the CEO role. The two com- 
panies sold the merger to the investment community 
of the basis of cost savings. The combined firm would 
have almost 1,100 stores and revenues of $8.5 billion. 
The combination, Stemberg argued, would attain ter- 
rific economies of scale that would allow it to signifi- 
cantly lower costs, saving an estimated $4.9 billion 
over five years, including $2.2 billion in product cost 
savings. 

In a move to preempt a possible investigation by 
the Federal Trade Commission (FTC), the companies 
claimed that since their stores focused on different 
territories, the combination would not reduce com- 
petition. They also noted that Staples still faced in- 
tense competition not only from Office Max, but also 
from the likes of Wal-Mart, Circuit City, and mail- 
order outlets. Indeed, Stemberg claimed that the com- 
bined company would still account for only 5% of the 
total sales of office supplies in the United States.*° 

The FTC didn’t buy the arguments, quickly started 
an investigation, and, in May 1997, sought an injunc- 
tion to block the deal. The FTC claimed that the deal 
would stifle competition and raise prices for office 
supplies, especially in those markets where the two 
firms competed head to head. To buttress its case, the 
FTC released a report of pricing data that showed that 
nondurable office supplies such as paper were 10% to 
15% higher in markets where Staples faced no direct 
rivals. Staples claimed that the FTC’s pricing surveys 
were done selectively and were biased. 

In July 1997, a federal judge granted the FTC’s re- 
quest for an injunction to halt the merger. Staples re- 
alized that it was in a losing fight and pulled its bid 
for Office Depot. But the failure had a silver lining— 
not anticipating much interference from the FTC, 
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Office Depot had put most of its expansion plans on 
hold, opening just two stores in eight months. In 
comparison, Staples opened forty-three, allowing the 
company to close the gap between itself and its larger 
rival. 


Staples’s Evolving Strategy 
Moving into Small Towns 


Stemberg has described Staples initial strategy to deal 
with the high costs of doing business in the Northeast 
as follows: “Establish superstores that were smaller 
than most, save on rent and operating costs, cluster 
them in densely populated areas to justify paying for 
expensive advertisements, and stock the stores from a 
distribution center.”” The drawback with this strategy, 
in retrospect, was that Staples ignored a lot of poten- 
tially lucrative markets in smaller towns. While Office 
Depot was barnstorming into towns with populations 
of just 75,000, Staples could not see how they made it 
pay. Surely towns of that size were just too small to 
support an office supplies superstore? 

As it turned out, they were not. The mistake Sta- 
ples made was to assume that a store would serve 
customers within a ten- to fifteen-minute drive. But 
in smaller cities, customers would drive much fur- 
ther to get good prices. The revelation did not hit 
home until Staples opened its first store in Portland, 
Maine. With a population of 200,000, the town was 
smaller than most areas focused on by Staples, but 
within a few months the store was doing very well. To 
test the hypothesis, in 1992 and 1993 Staples opened 
stores in a number of smaller towns. The results were 
surprising. Many of the stores actually generated 
higher sales per square foot that those located in 
large cities. Sales were helped by the fact that in many 
of these small towns the only competitors were small 
mom-and-pop stationers, and that many small towns 
also lacked supermarket electronic retailers, such as 
Circuit City, selling low-priced office equipment, al- 
lowing Staples to pick up a much larger share of that 
business. Moreover, the lower rent, labor costs, adver- 
tising costs, and shrinkage made these stores signifi- 
cantly more profitable. 

From that point on, Staples moved into small 
towns and suburban locations, where the same eco- 
nomics apply. Stemberg has described not moving 
into small towns earlier as “one of the dumbest mis- 
takes I made.” In 1994, some 10% of Staples stores 
were in small towns; by 1998, that figure had risen to 
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28%, and some of the most profitable stores in the 
Staples network were located in small towns.”® 


Selling Direct 


Established as a retailer, Staples initially turned its 
back on customer requests for delivery and mail- or 
telephone-order service. The reason for doing this 
was simple; Staples saw itself as a low-cost retailer, 
and a delivery service would probably raise costs. 
However, Staples’s competitors started to offer mail- 
order and delivery service, and customers continued 
to ask for the service, so in 1988 Staples began to ex- 
periment with this. 

Initially the experimentation was halfhearted. 
Store managers were not enthusiastic about support- 
ing a delivery service that they believed decreased 
store sales, and Staples discouraged delivery by tack- 
ing a 5% delivery charge onto the order price. More- 
over, the company questioned whether it could gen- 
erate the volume of business to cover the costs of a 
delivery service and make a decent return on capital. 

What changed this was a study undertaken for 
Staples by a management consulting firm. The study 
found that the customers who purchased via a catalog 
and required delivery were not always the same ones 
who brought directly from the store. While there was 
a lot of cross shopping, the mail-order customers 
tended to be bigger and somewhat more interested in 
service, whereas those buying from the store were 
often buying for home offices. Staples also could not 
help but notice that its major rivals were offering a de- 
livery service and that business seemed to be thriving. 

In 1991, Staples set up an independent business 
unit within the company to handle the mail/telephone 
order and delivery service, known as Contract and 
Commercial. The guts of this business unit was a 
division know as Staples Direct (it is now called Sta- 
ples Business Delivery). The man put in charge of this 
business, Ronald Sargent, would ultimately replace 
Stemberg as CEO of Staples in 2003. 

One issue that had to be dealt with was the poten- 
tial conflict between Staples Direct and the stores. 
The stores didn’t want to push business the way of 
Staples Direct because they would not get credit for 
the sale. As Sargent commented later, “We were like 
the bad guys inside Staples, because the feeling was 
that if customers got products delivered they wouldn't 
shop inside our stores.””? To align incentives, Staples 
changed the compensation systems so that (a) the 
store would get credit if a delivery order was placed 


through the store, and (b) the annual bonus of store 
employees was based partly on how well they met 
goals for generating delivery sales. 

As Staples Direct started to grow, the company 
discovered that the delivery infrastructure it put in 
place could be used to serve clients in addition to the 
company’s established small-business customers, 
which typically had less than fifty employees. In- 
creasingly, medium-sized business (with fifty to one 
hundred employees), and larger businesses with 
more than one hundred employees started to utilize 
Staples Direct. To support this new business, Staples 
started to grow by acquisition, purchasing a number 
of regional stationary companies with established 
customers and delivery systems. Typically Staples 
kept the owners of these businesses on as Staples em- 
ployees, often because they had long-established rela- 
tionships with key accounts in large organizations 
such as Xerox, Ford, and PepsiCo. Staples, however, 
established a consistent product line, brand image, 
and computer and accounting systems across all of 
the acquisitions. 

Between 1991 and 1996, Staples Direct grew from 
a $30 million business to an almost $1 billion one. As 
sales volume ramped up, so Staples was able to get 
greater efficiencies out of its distribution network, 
which helped to drive down the costs of doing busi- 
ness through this channel. Staples used a network of 
regional distribution centers to hold an inventory of 
some 15,000 SKUs for delivery, compared to 8,000 
SKUs in a typical store. In 1998, a web-based element 
was added to Staples Direct, Staples.com. Through 
the Web or catalog, Staples customers could get ac- 
cess to some 130,000 SKUs, many of which were 
shipped directly from manufacturers with Staples 
acting as an intermediary and consolidator. 

To continue building the direct business, in 1988, 
Staples acquired Quill Corp. for $685 million in Sta- 
ples stock. Established in 1956, Quill is a direct mail 
catalog business with a targeted approach to servic- 
ing the business products needs of around a million 
small and medium-sized businesses in the United 
States. Quill differentiated itself through excellent 
customer service. Staples decided to let Quill keep its 
own organization, setting it up as a separate division 
within the Contract and Commercial business unit, 
but integrated Quill’s purchasing with those of the rest 
of Staples to gain economies on the input side. Quill 
now operates under two brands—Staples National 
Advantage, which focuses on large multiregional 
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businesses, and Staples Business advantage, which 
focuses on large and medium-sized regional compa- 
nies and which has the flexibility to handle smaller 
accounts (although these are mostly handled via Sta- 
ples Direct). In justifying the acquisition of Quill, 
Stemberg noted that the direct business amounted to 
a $60 billion a year industry, but it was highly frag- 
mented with the top eight players accounting for less 
than 20% of the market.*° 

By 2005, the combined delivery business had grown 
to become a $4.95 billion enterprise in its own right. 


Going International 


Staples’s first foray into international markets oc- 
curred in the early 1990s when the company was ap- 
proached by a Canadian retailer, Jack Bingleman, 
who wanted to start a Staples-type chain north of the 
border. Bingleman also approached Office Depot and 
Office Max, but preferred Staples because of the close 
geographic proximity. Board members at Staples ini- 
tially opposed any expansion into Canada, arguing 
that scarce resources should be dedicated toward 
growth in the much larger United States, but Stemberg 
liked Bingleman’s vision and pushed the idea. Ulti- 
mately, in 1991, Staples agreed to invest $2 million in 
Bingleman’s start-up for a 16% equity stake. 

Known as Business Depot, the Canadian venture 
expanded rapidly, modeling itself after Staples. Be- 
tween 1991 and 1994, the number of Canadian Busi- 
ness Depot stores expanded to 30, and the enterprise 
turned profitable in 1993. In 1994, Staples an- 
nounced an agreement to purchase Business Depot 
outright for $32 million.*! By 2006, there were more 
than 260 stores in Canada. 

The Canadian venture was soon followed by in- 
vestments in Europe. Staples entered the UK market 
in 1992, partnering with Kingfisher PLC, a large UK 
retailer that operated home improvement and con- 
sumer electronics stores among other things. The 
Canadian venture had taught Staples that a local 
partner was extremely valuable. As one Staples exec- 
utive noted later: “You absolutely cannot do it your- 
self. There are too many cultural impediments for 
you to know where the booby traps lie. In a retail 
startup, the most important task is to generate loca- 
tions. There’s no way a U.S. national can go into any 
country and generate the real estate it needs. That 
person will be chasing his tail for a long time.”*? 

On the heels of entry into the UK, Staples pur- 
chased MAXI-Papier, a German company that was 


C284 


attempting to copy what Staples had done in the 
United States. This was followed by entry into the 
Netherlands and Portugal. By 2006, Staples had 
137 stores in the UK, 55 in Germany, 44 in the 
Netherlands, 19 in Portugal, and 3 in Belgium. By 
2006, the European operations were generating close 
to $2 billion in revenues. In late 2002, Staples pur- 
chased the mail-order business of a French company, 
Guilbert, for nearly $800 million, which boosted de- 
livery sales in Europe from $50 million a year to $450 
million a year almost overnight.*? 


Changing the Shopping Experience 


By the early 2000s, Staples started to realize that its 
stores looked very similar to those of its two main 
competitors, Office Depot and Office Max. As the 
number of markets where all three companies com- 
peted grew, head-to-head competition increased. 
Management then started to look for ways to differ- 
entiate their stores from those of competitors. What 
emerged was a new store design, known as “Dover.” 
The core to “Dover” was a customer-centric philoso- 
phy known as “Easy.” Rolled out across the company 
in 2005, “Easy” is all about making the shopping 
experience for customers as easy as possible— 
through store design and layout, through a mer- 
chandising strategy that aims to ensure that items 
are never out of stock, and through superior in- 
store customer service. The idea is to help to get the 
customer in and out of the store as expeditiously as 
possible. 

To execute Easy, Staples has had to redesign its 
store layout, invest in upgrading the knowledge level 
of its sales associates, and improve its supply-chain 
management processes.*4 Staples started a big push to 
improve the efficiency of its supply-chain management 
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process in 2003, and that is still ongoing today. Ele- 
ments of this push include better use of information 
systems to link Staples with its suppliers and exten- 
sive use of “cross-docking” techniques at distribution 
centers, so that merchandise spends less time in dis- 
tribution centers. As a consequence of this strategy, 
Staples has increased inventory turnover, reduced in- 
ventory holdings, and improved its in-stock experi- 
ence for customers. 


Staples in 2006 


In February 2002, Tom Stemberg announced that he 
was stepping down as CEO and passing the baton on 
to Ron Sargent. Stemberg would remain on as chair- 
man. On taking over as CEO, Sargent put the brakes 
on store expansion, declaring that Staples would 
open no more than 75 new stores a year, down from 
over 130 in 2000. He used the slowdown to refocus 
attention on internal operating efficiencies. The 
product line within stores was rationalized, with 
Staples cutting back on the stocking of low-margin 
items such as personal computers. He also set up a 
task force to look for ways to take every excess cent 
out of the cost structure. As a result, operating mar- 
gins at Staples stores came in at 5.9% of sales in 2002, 
the best in the industry, and up from 4.5% in 2000. 
(See Exhibit 1.) 

By 2003, Sargent was refocusing on attaining 
profitable growth for the company. Although by this 
point Staples or one of its competitors operated in all 
major markets in North America, the company’s 
management decided that Staples was in a strong 
enough position to go head-to-head with major 
competitors. In 2005, Staples pushed into Chicago, a 
market previously served by just Office Depot and 


% of Sales from Retail 


Office Max, where the company opened twenty-five 
stores. The Chicago experience proved to be a pivotal 
one for Staples. In the words of COO, Mike Miles, 
“What we found in Chicago was we can come into a 
two-player market and make it a three-player market 
successfully. There was a little trepidation about that 
because the model in the first 10 to 15 years was that 
office superstores were interchangeable.”>> 

As of 2006, there were still a lot of major markets 
in North America where Staples lacked a presence, in- 
cluding Houston, Miami, Denver, Las Vegas, St. Louis, 
and Minneapolis. Reflecting on this, Sargent is on 
record as stating that Staples could more than double 
its North American network to some 4,000 stores. 
(See Exhibit 2 as evidence of the growth rate.) Com- 
menting on this, he notes that “I don’t think Wal- 
Mart spends a lot of time worrying if K-Mart is in the 
market when they decide to open new stores.”*° 

Outside of the retail market, Sargent has turned 
his attention to the business where he made his name, 
the direct delivery business. He points out that al- 
though the number of independent office supplies 
dealers is down to 6,000 from 15,000 a decade ago, the 
delivery market is still highly fragmented and very 
large. Ultimately Sargent believes that direct delivery 
from warehouses can be as big a business as Staples 
office supplies stores. He also sees huge potential for 
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growth in Europe, which is the second largest office 
supplies market in the world and still years behind the 
United States in terms of consolidation. 

At the same time, Staples continues to face strate- 
gic challenges. Clearly additional expansion by Staples 
in North America is likely to bring it into head-to- 
head contact with Office Depot or Office Max. To 
compound matters, in mid-2003, Boise Cascade, the 
large wood and paper products company that has 
long had its own direct delivery business, purchased 
Office Max for $1.2 billion. Prior to the purchase, 
Office Max had 2002 sales of $4.8 billion against 
Staples’s sales of $11.6 billion and Office Depot’s 
sales of $11.4 billion. The merger boosted the com- 
bined office supplies sales of the new company to 
$8.3 billion. In 2006, Boise Cascade sold off its tim- 
ber and paper assets to focus on the office supplies 
business. The company, which changed its corporate 
name back to Office Max, has 874 office superstores 
in North America and a large delivery business. Sta- 
ples also faces continued competition from Sam’s 
Club and Costco, both of which are focusing on 
small businesses and continue to sell office supplies. 
In addition, FedEx Kinko’s, which has a nationwide 
network of 1,000 copying and printing stores, is 
contemplating offering more office supplies in a new 
store layout. 
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Whole Foods Market: Will There 
Be Enough Organic Food to 


a 


Satisfy the Growing Demand? 


This case was prepared by Patricia Harasta and Alan N. Hoffman, 


Bentley College.* 


eflecting back over his three decades of experi- 
ROS in the grocery business, John Mackey 
smiled to himself over his previous successes. His en- 
trepreneurial history began with a single store which 
he has now grown to the nation’s leading natural 
food chain. While proud of the past, John had con- 
cerns about the future direction the Whole Foods 
Market chain should head. Whole Foods Market was 
an early entrant into the organic food market and it 
has used its early mover advantage to solidify its po- 
sition and continue its steady growth. 

With the changing economy and a more competi- 
tive industry landscape, John Mackey is uncertain 
about how to meet the company’s aggressive growth 
targets. Whole Foods Market’s objective is to reach 
$10 billion in revenue with 300+ stores by 2010 with- 
out sacrificing quality and its current reputation. This 
is not an easy task and John is unsure of the best way 
to proceed. 


Company Background 


Whole Foods carries both natural and organic food of- 
fering customers a wide variety of products. “Natural” 
refers to food that is free of growth hormones or an- 
tibiotics, where “certificated organic” food conforms to 


Copyright © 2007 by Patricia Harasta and Alan N. Hoffman. This case 
was prepared by Patricia Harasta and Alan N. Hoffman as the basis for 
class discussion rather than to illustrate either effective or ineffective 
handling of an administrative situation. Reprinted by permission of 
Patricia Harasta and Alan N. Hoffman. All rights reserved. For the 
most recent financial results of the company discussed in this case, go 
to http://finance.yahoo.com, input the company’s stock symbol, and 
download the latest company report from its homepage. 


4 The authors would like to thank Ann Lawrence, Christopher 
Ferrari, Robert Marshall, Julie Giles, Jennifer Powers and Gretchen 
Alper for their research and contributions to this case. 


the standards, as defined by the U.S. Department of 
Agriculture in October 2002.' Whole Foods Market” is 
the world’s leading retailer of natural and organic 
foods, with 172 stores in North America and the 
United Kingdom. John Mackey, current president and 
cofounder of Whole Foods, opened “Safer Way” natu- 
ral grocery store in 1978. The store had limited success 
as it was a small location allowing only for a limited se- 
lection, focusing entirely on vegetarian foods.” John 
joined forces with Craig Weller and Mark Skiles, 
founders of “Clarsville Natural Grocery” (founded in 
1979), to create Whole Foods Market.? This joint ven- 
ture took place in Austin, Texas, in 1980, resulting in a 
new company, a single natural food market with a staff 
of nineteen. 

In addition to the supermarkets, Whole Foods 
owns and operates several subsidiaries. Allegro Coffee 
Company was formed in 1977 and purchased by 
Whole Foods Market in 1997, now acting as its coffee 
roasting and distribution center. Pigeon Cove is Whole 
Foods’ seafood processing facility, which was founded 
in 1985 and known as M & S Seafood until 1990. 
Whole Foods purchased Pigeon Cove in 1996, located 
in Gloucester, Massachusetts. The company is now the 
only supermarket to own and operate a waterfront 
seafood facility.* The last two subsidiaries are Produce 
Field Inspection Office and Select Fish, which is Whole 
Foods’ West Coast seafood processing facility acquired 
in 2003.° In addition to the above, The company has 
eight distribution centers, seven regional bake houses 
and four commissaries.° 

“Whole Foods Market remains uniquely mission 
driven: The company is highly selective about what 
they sell, dedicated to stringent quality standards, and 
committed to sustainable agriculture. They believe in 
a virtuous circle entwining the food chain, human 
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beings and Mother Earth: each is reliant upon the 
others through a beautiful and delicate symbiosis.”” 
The message of preservation and sustainability are 
followed while providing high quality goods to cus- 
tomers and high profits to investors. 

Whole Foods has grown over the years through 
mergers, acquisitions and several new store open- 
ings.8 Today, Whole Foods Market is the largest 
natural food supermarket in the United States.’ 
The company consists of 32,000 employees operat- 
ing 172 stores in the United States, Canada, and the 
United Kingdom with an average store size of 32,000 
square feet.!° While the majority of Whole Foods lo- 
cations are in the U.S., the company has made acqui- 
sitions expanding its presence in the UK. European 
expansion provides enormous potential growth due 
to the large population and it holds “a more sophisti- 
cated organic-foods market than the U.S. in terms of 
suppliers and acceptance by the public.”!! Whole 
Foods targets its locations specifically by an area’s de- 
mographics. The company targets locations where 
40% or more of the residents have a college degree 
as they are more likely to be aware of nutritional 
issues. 


Whole Foods Market’s Philosophy 


Its corporate website defines the company philoso- 
phy as follows, “Whole Foods Market’s vision of a 
sustainable future means our children and grandchil- 
dren will be living in a world that values human cre- 
ativity, diversity, and individual choice. Businesses 
will harness human and material resources without 
devaluing the integrity of the individual or the 
planet’s ecosystems. Companies, governments, and 
institutions will be held accountable for their actions. 
People will better understand that all actions have 
repercussions and that planning and foresight cou- 
pled with hard work and flexibility can overcome al- 
most any problem encountered. It will be a world 
that values education and a free exchange of ideas by 
an informed citizenry; where people are encouraged 
to discover, nurture, and share their life’s passions.” !3 

While Whole Foods recognizes it is only a super- 
market, it is working toward fulfilling its vision within 
the context of its industry. In addition to leading by 
example, it strives to conduct business in a manner 
consistent with its mission and vision. By offering 
minimally processed, high quality food, engaging in 
ethical business practices and providing a motivational, 
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respectful work environment, the company believes it 
is on the path to a sustainable future.'4 

Whole Foods incorporates the best practices of 
each location back into the chain.!> This can be seen 
in the company’s store product expansion from dry 
goods to perishable produce, including meats, fish 
and prepared foods. The lessons learned at one loca- 
tion are absorbed by all, enabling the chain to maxi- 
mize effectiveness and efficiency while offering a 
product line customers love. Whole Foods carries 
only natural and organic products. The best tasting 
and most nutritious food available is found in its 
purest state—unadulterated by artificial additives, 
sweeteners, colorings, and preservatives. !° 

Whole Foods continually improves customer of- 
ferings, catering to its specific locations. Unlike busi- 
ness models for traditional grocery stores, Whole 
Foods products differ by geographic regions and 
local farm specialties. 


Employee and Customer Relations 


Whole Foods encourages a team based environment 
allowing each store to make independent decisions 
regarding its operations. Teams consist of up to 
eleven employees and a team leader. The team leaders 
typically head up one department or another. Each 
store employs anywhere from 72 to 391 team mem- 
bers.!” The manager is referred to as the “store team 
leader.” The “store team leader” is compensated by an 
Economic Value Added (EVA) bonus and is also eligi- 
ble to receive stock options.!® 

Whole Foods tries to instill a sense of purpose 
among its employees and has been named one of the 
“100 Best Companies to work for in America” by 
Fortune magazine for the past six years. In employee 
surveys, 90% of its team members stated that they 
always or frequently enjoy their job.!? 

The company strives to take care of its customers, 
realizing they are the “lifeblood of our business,” and 
the two are “interdependent on each other??? Whole 
Foods’ primary objective goes beyond 100% customer 
satisfaction with the goal to “delight” customers in 
every interaction. 


Competitive Environment 

American shoppers spent nearly $45.8 billion on nat- 
ural and organic products in 2004, according to re- 
search published in the 24th Annual Market Overview 
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in the June issue of The Natural Foods Merchandiser. 
In 2004, natural products sales increased 6.9% 
across all sales channels, including supermarkets, 
mass marketers, direct marketers, and the Internet. 
Sales of organic products rose 14.6% in natural 
products stores. As interest in low-carb diets waned, 
sales of organic baked goods rose 35%. Other fast- 
growing organic categories included meat, poultry 
and seafood, up 120%; coffee and cocoa, up 64%; 
and cookies, up 63%. 

At the time of Whole Foods’ inception, there was 
almost no competition with less than six other natu- 
ral food stores in the United States. Today, the or- 
ganic foods industry is growing and Whole Foods 
finds itself competing hard to maintain its elite pres- 
ence. As the population has become increasingly con- 
cerned about their eating habits, natural foods stores, 
such as Whole Foods, are flourishing. Other success- 
ful natural food grocery chains today include Trader 
Joe’s Co. and Wild Oats Market?! (see Exhibit 1). 

Trader Joe’s, originally known as Pronto Markets, 
was founded in 1958 in Los Angeles by Joe 
Coulombe. By expanding its presence and product 
offerings while maintaining high quality at low 
prices, the company has found its competitive 
niche.*? The company has 215 stores, primarily on 
the west and east coasts of the United States. The 
company “offers upscale grocery fare such as health 
foods, prepared meals, organic produce and nutri- 
tional supplements.”?? A low cost structure allows 
Trader Joe’s to offer competitive prices while still 
maintaining its margins. Trader Joe’s stores have no 
service department and average just 10,000 square 
feet in store size. A privately held company, Trader 


— 
EXHIBIT 1 


Sales 


Company 


Whole Foods Market! 
Trader Joe's Company? 
Wild Oats Market? 


$1,838.60 
$1,670.00 
$838.10 


$2,272.20 
$1,900.00 
$893.20 


% Growth 2002 


23.60% 
13.80% 
6.60% $919.10 2.90% 
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Joe’s enjoyed sales of $2.5 million in 2003, a 13.6% 
increase from 2002.74 

Wild Oats was founded in 1987, in Boulder, 
Colorado. Its founders had no experience in the nat- 
ural foods market, relying heavily on their employees 
to learn the industry. Acknowledging the increased 
competition within the industry, Wild Oats is com- 
mitted to strengthening and streamlining its opera- 
tions in an effort to continue to build the company.”° 
Its product offerings range from organic foods to tra- 
ditional grocery merchandise. Wild Oats, a publicly 
owned company on NASDAQ, is traded under the 
ticker symbol of OATS and “is the third largest natu- 
ral foods supermarket chain in the United States in 
terms of sales.” Although it falls behind Whole Foods 
and Trader Joe’s, the company enjoyed $1,048,164 
in sales in 2004, a 7.5% increase over 2003. Wild Oats 
operates 100 full service stores in 24 states and 
Canada.*° 

Additional competition has arisen from grocery 
stores, such as Stop ‘N Shop and Shaw’s, which now 
incorporate natural foods sections in their conven- 
tional stores, placing them in direct competition with 
Whole Foods. Because larger grocery chains have 
more flexibility in their product offerings, they are 
more likely to promote products through sales, a 
strategy Whole Foods rarely practices. 

Despite being in a highly competitive industry, 
Whole Foods maintains its reputation as “the world’s 
#1 natural foods chain.”’ As the demand for natural 
and organic food continues to grow, pressures on 
suppliers will rise. Only 3% of U.S. farmland is organic 
so there is limited output.?° The increased demand for 
these products may further elevate prices or result in 


Sales (in millions) 


% Growth % Growth 


$2,690.50 
$2,200.00 


18.40% 
15.80% 


$3,148.60 17.00% 
$2,500.00 13.60% 
$969.20 5.50% 


1 Hoovers Online: http://www.hoovers.com/whole-foods/—ID_10952~/free-co-factsheet.xhtml: December 1, 2004. 


2 Hoovers Online: http://www.hoovers.com/trader-joe’s-co/—ID_47619-/free-co-factsheet.xhtm: December 1, 2004. 


3 Hoovers Online: http://www.hoovers.com/wild-oats-markets/—ID_41717—/free-co-factsheet.xhtml: December 1, 2004. 
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goods being out of stock, with possible price wars 
looming. 


The Changing Grocery Industry 


Before the emergence of the supermarket, the public 
was largely dependent upon specialty shops or street 
vendors for dairy products, meats, produce, and 
other household items. In the 1920s, chain stores 
began to threaten independent retailers by offering 
convenience and lower prices by procuring larger 
quantities of products. Appel explains that the emer- 
gence of the supermarkets in the 1930s was a result of 
three major changes in society: 


(1) The shift in population from rural to urban areas 
(2) An increase in disposable income 


(3) Increased mobility through ownership of auto- 
mobiles.”? 


Perhaps the earliest example of the supermarket 
as we know it today is King Kullen, “America’s first 
supermarket,” which was founded by Michael Cullen 
in 1930. “The essential key to his plan was volume, 
and he attained this through heavy advertising of low 
prices on nationally advertised merchandise.” As the 
success of Cullen’s strategy became evident, others 
such as Safeway, A&P, and Kroger adopted it as well. 
By the time the United States entered World War II, 
9,000 supermarkets accounted for 25% of industry 
sales.°° 

Low prices and convenience continue to be the 
dominant factors driving consumers to supermarkets 
today. The industry is characterized by low margins 
and continuous downward pressure on prices made 
evident by coupons, weekly specials, and rewards 
cards. Over the years firms have introduced subtle 
changes to the business model by providing additional 
conveniences, such as the inclusion of bakeries, banks, 
pharmacies, and even coffee houses co-located within 
the supermarket. Throughout their existence, super- 
markets have also tried to cater to the changing tastes 
and preferences of society such as healthier diets, the 
Atkins diet, and low carbohydrate foods. The moder- 
ate changes to strategy within supermarkets have 
been imitated by competitors, which are returning 
the industry to a state of price competition. Super- 
markets themselves now face additional competition 
from wholesalers such as Costco, BJ’s and Sam’s 
Club. 
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A Different Shopping Experience 


The setup of the organic grocery store is a key compo- 
nent to Whole Foods’ success. The store’s setup and its 
products are carefully researched to ensure that they 
are meeting the demands of the local community. Lo- 
cations are primarily in cities and are chosen for their 
large space and heavy foot traffic. According to Whole 
Foods’ 10K, “approximately 88% of our existing 
stores are located in the top 50 statistical metropoli- 
tan areas.”>! The company uses a specific formula to 
choose its store sites that is based upon several met- 
rics, which include but are not limited to income 
levels, education, and population density. 

Upon entering a Whole Foods supermarket, it 
becomes clear that the company attempts to sell the 
consumer on the entire experience. Team members 
(employees) are well trained and the stores themselves 
are immaculate. There are in-store chefs to help with 
recipes, wine tasting and food sampling. There are 
“Take Action food centers”>* where customers can ac- 
cess information on the issues that affect their food 
such as legislation and environmental factors. Some 
stores offer extra services such as home delivery, cook- 
ing classes, massages and valet parking.*? Whole Foods 
goes out of its way to appeal to the above-average in- 
come earner. 

Whole Foods uses price as a marketing tool in a 
few select areas, as demonstrated by the 365 Whole 
Foods brand name products, priced less than similar 
organic products that are carried within the store. 
However, the company does not use price to differen- 
tiate itself from competitors.*+ Rather, Whole Foods 
focuses on quality and service as a means of standing 
out from the competition. 

Whole Foods only spent 0.5%*> of its total sales 
from the fiscal year 2004 on advertising; it relies on 
other means to promote its stores. The company re- 
lies heavily on word-of-mouth advertising from its 
customers to help market itself in the local commu- 
nity. It is also promoted in several health conscious 
magazines, and each store budgets for in-store adver- 
tising each fiscal year. 

Whole Foods also gains recognition via its chari- 
table contributions and the awareness that its brings 
to the treatment of animals. The company donates 
5% of its after tax profits to not-for-profit charities.*° 
The company is also very active in establishing sys- 
tems to make sure that the animals used in its prod- 
ucts are treated humanely. 
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The Aging Baby Boomers 


The aging of the Baby Boomer generation will expand 
the senior demographic over the next decade as their 
children grow up and leave the nest. Urban singles are 
another group that has extra disposable income due 
to their lack of dependents. These two groups present 
an opportunity for growth for Whole Foods. Americans 
spent 7.2% of their total expenditures on food in 
2001, making it the seventh highest category on 
which consumers spend their money.*” Additionally, 
U.S. households with income of more than $100,000 
per annum represent 22% of aggregate income today 
compared with 18% a decade ago.*® 

This shift in demographics has created an expan- 
sion in the luxury store group, while slowing growth 
in the discount retail market.*? To that end, there is a 
gap in supermarket retailing between consumers 
who can only afford to shop at low cost providers, 
like Wal-Mart, and the population of consumers who 
prefer gourmet food and are willing to pay a premium 
for perceived higher quality.4° “‘The Baby Boomers 
are driving demand for organic food in general be- 
cause they’re health-conscious and can afford to pay 
higher prices, says Professor Steven G. Sapp, a sociol- 
ogist at Iowa State University who studies consumer 
food behavior.”*! 

The perception that imported, delicatessen, ex- 
otic and organic foods are of higher quality, therefore 
commanding higher prices, continues to bode well 
for Whole Foods Market. As John Mackey explains, 
“We're changing the [grocery-shopping] experience 
so that people enjoy it’... ‘It’s a richer, [more fun], 
more enjoyable experience. People don’t shop our 
stores because we have low prices.”4* The consumer 
focus on a healthy diet is not limited to food. More 
new diet plans emerged in America in the last half of 
the 20th century than in any other country. This 
trend has also increased the demand for nutritional 
supplements and vitamins.*? 

In recent years, consumers have made a gradual 
move toward the use of fresher, healthier foods in 
their everyday diets. Consumption of fresh fruits and 
vegetables, pasta and other grain-based products has 
increased.“ This is evidenced by the aggressive expan- 
sion by consumer products companies into healthy 
food and natural and organic products.*? “Natural 
and organic products have crossed the chasm to main- 
stream America.”“© The growing market can be attrib- 
uted to the acceptance and widespread expansion of 
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organic product offerings, beyond milk and dairy.*” 
Mainstream acceptance of the Whole Foods offering 
can be attributed to this shift in consumer food prefer- 
ences as consumers continue to cite taste as the num- 
ber one motivator for purchasing organic foods.*® 

With a growing percentage of women working out 
of the home, the traditional role of home cooked 
meals, prepared from scratch, has waned. As fewer 
women have the time to devote to cooking, consumers 
are giving way to the trend of convenience through 
prepared foods. Sales of ready-to-eat meals have 
grown significantly. “The result is that grocers are 
starting to specialize in quasi-restaurant food.’ Just 
as women entering the work force has propelled the 
sale of prepared foods, it has also increased consumer 
awareness of the need for the one-stop shopping expe- 
rience. Hypermarkets such as Wal-Mart, that offer 
non-food items and more mainstream product lines, 
allow consumers to conduct more shopping in one 
place rather than moving from store to store. 

The growth in sales of natural foods is expected to 
continue at the rate of 8-10% annually, according to 
the National Nutritional Foods Association. The sale 
of organic food has largely outpaced traditional gro- 
cery products due to consumer perception that or- 
ganic food is healthier.*° The purchase of organic food 
is perceived to be beneficial to consumer health by 
61% of consumers, according to a Food Marketing In- 
stitute (FMI)/Prevention magazine study. Americans 
believe organic food can help improve fitness and in- 
crease the longevity of life.°! Much of this perception 
has grown out of fear of how non-organic foods are 
treated with pesticides for growth and then preserved 
for sale. Therefore, an opportunity exists for Whole 
Foods to contribute to consumer awareness by fund- 
ing non-profit organizations that focus on educating 
the public on the benefits of organic lifestyles. 


Operations 


Whole Foods purchases most of its products from re- 
gional and national suppliers. This allows the com- 
pany to leverage its size in order to receive deep dis- 
counts and favorable terms with its vendors. The 
company still permits stores to purchase from local 
producers to keep the stores aligned with local food 
trends and is seen as supporting the community. The 
company owns two procurement centers and handles 
the majority of procurement and distribution itself. 
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Whole Foods also owns several regional bake houses, 
which distribute products to its stores. The largest in- 
dependent vendor is United Natural Foods which ac- 
counted for 20% of Whole Foods total purchases for 
fiscal year 2004.°* Product categories at Whole Foods 
include, but are not limited to: 


@ Produce 
Seafood 
Grocery 
Meat and Poultry 


Prepared Foods and Catering 


e 

© 

e 

e@ Bakery 
e 

@ Specialty (Beer, Wine and Cheese) 

e@ Whole body (nutritional supplements, vitamins, 
body care and educational products such as books) 


e Floral 
@ Pet Products 
e Household Products? 


While Whole Foods carries all the items that one 
would expect to find in a grocery store (and plenty 
that one would not), its “heavy emphasis on perish- 
able foods is designed to appeal to both natural foods 
and gourmet shoppers.”*4 Perishable foods accounted 
for 67% of its retail sales in 2004 and are the core of 
Whole Foods’ success.°? This is demonstrated by its 
own statement that, “We believe it is our strength of 
execution in perishables that has attracted many of 
our most loyal shoppers.”°° 

Whole Foods also provides fully cooked frozen 
meal options through its private label Whole Kitchen, 
to satisfy the demands of working families. For exam- 
ple, the Whole Foods Market located in Woodland 
Hills, California has redesigned its prepared foods 
section more than three times?” in response to a 40% 
growth in prepared foods sales.*8 

Whole Foods doesn’t take just any product and 
put it on its shelves. In order to make it into the 
Whole Foods grocery store, products have to un- 
dergo a strict test to determine if they are “Whole 
Foods material.” The quality standards that all poten- 
tial Whole foods products must meet include: 


@ Food that is free of preservatives and other additives 
e@ Food that is fresh, wholesome and safe to eat 

@ Promote organically grown foods 
o 


Foods and products that promote a healthy life? 
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Meat and poultry products must adhere to a higher 
standard: 


@ No antibiotics or added growth hormones 


e An affidavit from each producer that outlines the 
whole process of production and how the ani- 
mals are treated 


e An annual inspection of all producers by Whole 
Foods Market 


e@ Successful completion of a third party audit to at- 
test to these findings™ 


Also, due to the lack of available nutritional brands 
with a national identity, Whole Foods decided to enter 
into the private label product business. It currently has 
three private label products with a fourth program 
called Authentic Food Artisan, which promotes dis- 
tinctive products that are certified organic. The three 
private label products: 1) 365 Everyday Value: A well 
recognized and trusted brand that meets the standards 
of Whole Foods and is less expensive then the regular 
product lines; 2) Whole Kids Organic: Healthy items 
that are directed at children; and 3) 365 Organic 
Everyday Value: All the benefits of organic food at re- 
duced prices.°! 

When opening a new store, Whole Foods stocks it 
with almost $700,000 worth of initial inventory, 
which their vendors partially finance. Like most 
conventional grocery stores, the majority of Whole 
Foods inventory is turned over fairly quickly; this is 
especially true of produce. Fresh organic produce is 
central to Whole Foods’ existence and turns over on a 
faster basis than other products. 


Financial Operations 


Whole Foods Market focuses on earning a profit while 
providing job security to its workforce to lay the foun- 
dation for future growth. The company is determined 
not to let profits deter it from providing excellent ser- 
vice to its customers and a quality work environment 
for its staff. Its mission statement defines its recipe for 
financial success. 


Our motto—Whole Foods, Whole People, Whole 
Planet—emphasizes that our vision reaches far 
beyond just being a food retailer. Our success in 
fulfilling our vision is measured by customer 
satisfaction, Team Member excellence and happi- 
ness, return on capital investment, improvement 
in the state of the environment, and local and 
larger community support. 
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EXHIBIT 2 


Whole Foods Annual Sales 


Annual Income (values in 000's) 


2002 


Sales 2,212,231 2,690,475 


% 23.58% 18.04% 
Net Income $67,880 $84,491 
% 24.47% 
Increase from 2000-2003 = 87% 


Whole Foods also caps the salary of its executives at 
no more than fourteen times that of the average an- 
nual salary of a Whole Foods worker; this includes 
wages and incentive bonuses as well. The company 
also donates 5% of its after tax profits to non-profit 
organizations.4 

Over a five-year period from 2000 through 2004, 
the company experienced an 87% growth in sales, 
with sales reaching $3.86 billion in 2004. Annual sales 
increases during that period were equally dramatic: 
24% in 2001, 18% in 2002, 17% in 2003 and 22% in 
2004. (See Exhibit 2.) This growth is perhaps more 
impressive, given the relatively negative economic en- 
vironment and recession in the United States. 

Whole Foods strategy of expansion and acquisi- 
tion has fueled growth in net income since the com- 
pany’s inception. This is particularly evident when 
looking at the net income growth in 2002 (24.47%), 
2003 (22.72%) and 2004 (27.94%).%° 

The Ticker for Whole Foods, Inc. is WFMI. In re- 
viewing the performance history of Whole Foods 
stock since its IPO reveals a mostly upward trend. The 
10-year price trend shows the company increasing 
from under $10 per share to a high of over $100 per 
share, reflecting an increase of over 1,000%.*” For the 
past year, the stock has been somewhat volatile, but 
with a mostly upward trend. The current price of $136 
with 65.3 million shares outstanding gives the com- 
pany a market valuation of $8.8 billion (Aug. 2005).°° 


The Code of Conduct 


From its inception, the company has sought to be dif- 
ferent from conventional grocery stores, with a heavy 
focus on ethics. Besides an emphasis on organic 
foods, the company has also established a contract of 


2003 


3,148,593 3,864,950 
17.03% 22.75% 
$103,687 $132,657 
22.72% 27.94% 


animal rights, which states the company will only do 
business with companies that treat their animals hu- 
manely. While it realizes that animal products are vital 
to its business, it opposes animal cruelty. 

The company has a unique fourteen-page Code 
of Conduct document that addresses the expected 
and desired behavior for its employees. The code is 
broken down into the following four sections: 


@ Potential Conflicts of Interest, 
e@ ‘Transactions or situations that should never occur 


@ Situations where you may need the authorization of 
the Ethics committee before proceeding and finally 


e@ Times when certain actions must be taken by ex- 
ecutives of the company or team leaders of indi- 
vidual stores.”° 


This Code of Conduct covers, in detail, the most 
likely scenarios a manager of a store might encounter. 
It includes several checklists that are to be filled out 
on a regular, or at least an annual, basis by team lead- 
ers and store managers. After completion, the check- 
lists must be signed and submitted to corporate head- 
quarters and copies retained on file in the store.”! 
They ensure that the ethics of Whole Foods are being 
followed by everyone. The ethical efforts of Whole 
Foods don’t go unrecognized; they were ranked num- 
ber 70 out of the “100 Best Corporate Citizens.””* 


Possible Scarce Resources: 

Prime Locations and the Supply 

of Organic Foods 

Prime store locations and the supply of organic foods 


are potential scarce resources and could be problem- 
atic for Whole Foods Market in the future. 
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Whole Foods likes to establish a presence in highly 
affluent cities, where its target market resides. The ma- 
jority of Whole Foods customers are well-educated, 
thereby yielding high salaries enabling them to afford 
the company’s higher prices. Whole Foods is particular 
when deciding on new locations, as location is ex- 
tremely important for top and bottom line growth. 
However, there are a limited number of communities 
where 40% of the residents have college degrees. 

Organic food is another possible scarce resource. 
Organic crops yield a lower quantity of output and are 
rarer, accounting for only 3% of U.S. farmland usage.” 
Strict government requirements must be satisfied; 
these are incredibly time consuming, more effort in- 
tensive, and more costly to adhere to. With increased 
demands from mainstream supermarkets also carrying 
organics, the demand for such products could outreach 
the limited supply. The market for organic foods grew 
from $2.9 billion in 2001 to $5.3 billion in 2004, an 
80.5% increase in the three-year period.”4 

Whole Foods recognizes that the increased de- 
mand for organic foods may adversely affect its earn- 
ings and informs its investors as such. “Changes in 
the availability of quality natural and organic prod- 
ucts could impact our business. There is no assur- 
ance that quality natural and organic products will 
be available to meet our future needs. If conventional 
supermarkets increase their natural and organic 
product offerings or if new laws require the reformu- 
lation of certain products to meet tougher standards, 
the supply of these products may be constrained. Any 
significant disruption in the supply of quality natural 
and organic products could have a material impact 
on our overall sales and cost of goods.””° 
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Organizational Transformation 


at the BBC 


This case was prepared by Vinay Kumar, under the direction of Vivek Gupta, 


ICFAI Center for Management Research (ICMR). 


“My main challenge in the BBC is taking a fantastic British institution and 
figuring out, with everyone in the BBC, how to get it ready for this completely 
different world. All of my energy is going into getting the organisation to think 
about quite radical change. So | see myself as a bit of a gadfly in a way, saying, 


‘don’t assume that we can carry on as we always have. 


—Mark Thompson, Director General, 
British Broadcasting Corporation, in 2006. 


“The last 10 years at the BBC, we have seen terrible mismanagement. We had 
two director generals who really did not know how to run a large corporation. “2 
—Kate Adie, Former BBC Reporter, 
on the leadership of John Birt and Greg Dyke, in 2004. 


Thompson Makes His Mark 


n May 21, 2004, Mark Thompson (Thompson) 

was appointed Director General of the British 
Broadcasting Corporation (BBC), the world’s first 
public broadcasting corporation. The immediate 
task on his hands—to reform the 82-year-old BBC, 
which had been severely criticized in the Hutton Re- 
port.? The Hutton Report, which went into a BBC 
report on the British Government’s claims about 
Iraq’s weapons of mass destruction, described the 
BBC’s editorial system as defective and said that the 
editors had not scrutinized the script before it was 
aired. It also found fault with the BBC’s manage- 
ment for having failed to act on a complaint given by 
the Government saying that the report by BBC cor- 
respondent Andrew Gilligan (Gilligan) was false. On 
January 29, 2004, following the publication of the 


This case was written by Vinay Kumar, under the direction of Vivek 
Gupta, ICFAI Center for Management Research (ICMR). It was com- 
plied from published sources, and is intended to be used as a basis for 
class discussion rather than to illustrate either effective or ineffective 
handling of a management situation. 
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Hutton Report, Greg Dyke (Dyke), Thompson’s 
predecessor, who had stood by Gilligan’s story, re- 
signed. 

Thompson took charge on June 21, 2004. He was 
quick to acknowledge the efforts of Dyke, but em- 
phasized that the corporation would require some 
“real and radical changes” to sustain itself in the 
coming years. On his very first day, he announced 
the restructuring of the BBC’s executive committee, 
the first of the many steps toward creating a simpler 
and more effective organization structure. The exec- 
utive committee was divided into three boards— 
creative, journalism, and commercial—covering the 
principal activities of the BBC. Thompson himself 
headed the creative board (refer to Exhibit 1 for the 
Old and New Executive Committees). 

Thompson also announced that the other busi- 
nesses of the BBC such as production, commercial 
businesses, and commissioning would be reviewed 
with the sole aim of cutting costs and improving the 
efficiency of the organization as a whole. He said, 
“We're going to have to change the BBC more rapidly 
and radically over the next three to five years than at 


EXHIBIT 1 
BBC’s Old and New Executive Committees 


Previous Executive Committee 

DG 

Deputy DG and Dir. World Service & Global News 
Dir. Finance, Property & Business Affairs 

Dir. Strategy & Distribution 

Dir. Policy & Legal 

Dir. BBC People 

Dir. Marketing, Communications & Audiences (MC&A) 
Dir. Television 

Dir. Radio & Music 

Dir. New Media & Technology 

Dir. News & Current Affairs 

Dir. Drama, Entertainment & CBBC (DEC) 

Dir. Sport 

Dir. Nations & Regions (N&R) 

Chief Executive, BBC Worldwide 


New Executive Board and Committees 
DG 

Deputy DG 

Chief Operating Officer 


Dir. Strategy & Distribution 
Dir. BBC People 

Dir. MC&A 

Dir. Television 

Dir. Radio & Music 

Dir. New Media & Technology 


Creative Board 

Chair 

Deputy DG 

Creative Director and Dir. DEC 
Dir. F&L 

Dir. Sport 


The directors of TV, Radio, New Media, N&R, MC&A 
News divisional heads as appropriate 


Journalism Board 

Chair 

Dir. News & Current Affairs 

Dir. N&R 

Dir. World Service & Global News 

Directors of TV, Radio, New Media, F&L as appropriate 
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Greg Dyke 

Mark Byford 
John Smith 
Carolyn Fairbairn 
Caroline Thomson 
Stephen Dando 
Andy Duncan 
Jana Bennett 
Jenny Abramsky 
Ashley Highfield 
Richard Sambrook 
Alan Yentob 
Peter Salmon 

Pat Loughrey 
Rupert Gavin 


Mark Thompson 
Mark Byford 
John Smith 
Carolyn Fairbairn 
Stephen Dando 
Andy Duncan 
Jana Bennett 
Jenny Abramsky 
Ashley Highfield 


Mark Thompson 
Mark Byford 
Alan Yentob 
John Willis 
Peter Salmon 


Mark Byford 
Richard Sambrook 
Pat Loughrey 

To be confirmed 


(continued) 
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EXHIBIT 1 (continued) 


BBC’s Old and New Executive Committees 


Commercial Board 

Chair 

Chief Exec, BBC Worldwide 

Heads of BBC Broadcast, BBC Resources, BBC Vecta 
Dir. MC&A 

Dir. Strategy & Distribution 
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John Smith 
Rupert Gavin 


Andy Duncan 
Carolyn Fairbairn 


Source: “Change and Reorganization—Signs of Things to Come as Thompson Becomes DG,” 


www.bbc.co.uk, June 22, 2004. 


any previous point in its history. It feels like the task 
of really changing the BBC has only begun.”* 

A number of people felt that Thompson had 
come in at a critical time when the BBC’s integrity 
was under question, employee morale was down, and 
the impact of digital technology was looming large. 
They predicted that the journey further down the 
road would in no way be an easy one for him. How- 
ever, analysts were confident about Thompson’s capa- 
bility to solve at least some of BBC’s problems. Tessa 
Jowell (Jowell), Secretary of State for Culture, Media, 
and Sport, believed that Thompson was the right man 
for the post under such circumstances. Jane Root, 
Former Controller of the BBC-owned BBC2, said, 
“He thinks very strategically about the big issues in 
television, and that is more than anything what the 
BBC needs its new director general to do. There is 
going to be an incredible amount of turbulence in 
television in the next few years; Mark was always a 


EXHIBIT 2 
BBC’s Royal Charter 


big-range thinker who didn’t just think about the here 
and now.”> 


Background Note 


The BBC was created on October 18, 1922, as the 
British Broadcasting Company, by a group of wire- 
less manufacturers including Guglielmo Marconi 
(Marconi), inventor of the radio. Regular broadcast- 
ing began from Marconi’s London studio on Novem- 
ber 14, 1922. The company’s mission was “to inform, 
educate, and entertain.” 

In 1927, the company’s name was changed to the 
British Broadcasting Corporation and it was granted 
a Royal Charter, which put it under the control of the 
UK government (refer to Exhibit 2 for details on Royal 
Charter). The Charter defined the BBC’s objectives, 
powers, and obligations. The BBC was operated 
through a 12-member Board of Governors, who acted 


A Royal Charter was the only way to get incorporated in the early 20th century. A number of cities, theaters, and charity 
institutions were established under the Charter. For the BBC, the Charter along with an agreement gives it editorial 
independence (freedom to report) and sets out public obligations. It also gives the BBC the flexibility to adapt to 
changes. This makes the BBC answerable only to the public. The Charter is renewed every ten years and the review 
process takes around three years. For example, if the due date for renewing the Charter is January 2007, the review 
starts from January 2003 onward and ends in December 2006. 


During the Charter review, the public is consulted and its opinion regarding the services rendered by the BBC is 
considered. The BBC, meanwhile, would have to justify the extension of the Charter and also the license fee. It has to 
give its own charter manifesto outlining what it wants to do during the next charter period. The government issues a 
Green Paper in response to the manifesto. The Green Paper outlines initial options for the BBC on how it should operate 
in the future, raises issues if any, and gives the BBC time to respond. After the BBC responds, the government issues a 
White Paper which firms up the options in the Green Paper. There will be further deliberations in Parliament before the 
government publishes the Royal Charter. 


Adapted from various sources. 


as trustees and ensured that the organization was ac- 
countable for its work to the public while maintain- 
ing its independence in reporting news. The day-to- 
day operations were managed by an Executive Board, 
which consisted of nine members and was led by a 
Director General. The BBC, which had no competi- 
tor at that time, gained revenues only through a li- 
cense fee (10 shillings), set by the British parliament 
and paid for by radio owners. It was not allowed to 
indulge in commercial activities such as advertising. 
In 1932, the BBC began broadcasts (BBC Empire Ser- 
vice) outside Britain for the English-speaking people 
under the then British Empire. 

After starting experimental broadcasts in 1932, the 
BBC officially started television services in November 
1936, under the name BBC Television Service. It also 
issued 8.5 million radio licenses covering around 98% 
of Britain’s population. However, during the Second 
World War, television broadcasts were suspended for 
security reasons and these recommenced only in 
1946. Though television services were suspended 
during the War, the BBC continued with its radio 
broadcasts. The Corporation earned a reputation for 
honest and accurate news reporting and its 9 o’clock 
news became very popular. The BBC Empire Ser- 
vice, which was renamed BBC External Service in 
1940, was broadcasting radio programs in 40 lan- 
guages by the end of the War. The BBC acquired the 
reputation of being impartial and its news was re- 
garded as authoritative. The Third Programme serv- 
ice, which it launched in 1946, triggered the expansion 
of radio services. The Third Programme broadcast 
cultural programs such as concerts, opera, drama, 
talks, and features. In the same year, the combined li- 
cense fee of £2 for television and radio was intro- 
duced. The Wireless Telegraphy Act of 1949 required 
any person who possessed a television set to pay the 
license fee. 

Till the early 1950s, radio dominated over televi- 
sion in Britain. There were around 12 million exclu- 
sive radio licenses while the combined licenses for 
radio and TV were only 350,000. The budget allo- 
cated for the television division was also negligible. 
However, this scenario changed with the coronation 
of Queen Elizabeth II in 1953. For the first time, tele- 
vision was allowed to cover a royal ceremony and it 
was estimated that around 20 million TV viewers 
worldwide watched the coronation ceremony. 

In September 1955, the BBC’s monopoly ended 
with the launch of ITV® (Independent Television), 
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which was not funded through license fees and thus 
was the first commercial channel in the UK. ITV 
bought television programs from the US television 
channels and aired them along with its own programs. 
Its popularity rose very quickly and the BBC’s market 
share fell to as low as 28% in 1957. By the end of the 
1950s, innovative programs such as Grandstand with 
David Coleman, Monitor with Huw Weldon, Benny Hill 
Show, Your Life in Their Hands, and Whicker’s World 
did help the BBC increase its viewership. However, it 
was never the same, post the ITV launch. 

In 1964, BBC2 was launched to provide experi- 
mental and new kinds of programs to the audience. 
In the same year, the BBC Television Service was re- 
named BBCl1. In 1967, BBC2 started color broadcasts 
and BBCl1 joined in 1969. In 1971, the radio only li- 
censes were abolished and the license fee was meant 
only for television. The BBC saw its popularity and 
income increase in the 1970s as more and more peo- 
ple bought televisions. It offered a variety of pro- 
grams belonging to various genres such as drama 
and comedy, documentaries, etc. 


Need for Restructuring 


Until 1982, there were only four television channels 
in the UK—BBC1, BBC2, ITV, and Channel 4”7—all 
of which used the terrestrial television broadcasting® 
method to air their programs. The early 1980s saw 
the rise of satellite television? in the UK. Launched in 
1982, Satellite Television was the first of such chan- 
nels. It was purchased by News Corporation’? in 1984 
and re-launched as Sky Channel, a pan European 
network. In February 1989, Sky Channel was again 
launched as a four-channel network for the UK— 
Sky Channel (later Sky One), Sky News, Sky Movies, 
and Eurosport. After a lot of delay, the British Satel- 
lite Broadcasting!! (BSB) was launched in March 
1990, to compete with Sky Channel. Both companies 
lost huge amounts and in December 1990, they 
merged to form BSkyB. BSkyB slowly rose to become 
a major competitor of BBC. 

Meanwhile, in 1984, the UK government decided 
to introduce cable television, which had already 
gained huge popularity in the US, and it passed the 
Cable and Broadcasting Act the same year. Swindon 
Cable was given the first license in 1984. The Cable 
Authority was created with a view to further expanding 
the cable television business, and it awarded licenses 
to the cable operators. Aberdeen Cable (later known 
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Growth in Television Channels in the UK (1950-2002) 
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as Atlantic) was given the first license by the Cable 
Authority. By the end of 1990, the Cable Authority 
had issued about 124 licenses to independent cable 
operators (refer to Exhibit 3 for the growth of televi- 
sion channels in the UK between 1950 and 2002). 

Apart from competition, the BBC also faced pres- 
sure to reduce its rising operating costs during the 
1990s. In 1992, Sir John Birt (Birt) was appointed as 
BBC’s Director General. Birt reduced the workforce by 
4000, which resulted in a saving of US$ 465 million, 
and merged the news divisions of radio, television, and 
BBC World Service.!* The BBC expanded overseas by 
forming a joint venture with the Public Broadcasting 
System in the US. In February 1997, Birt sold the 
home transmission division to Castle Transmission 
Services for £244 million. In November 1997, Birt 
started BBC News 24, a satellite channel that was of- 
fered without any subscription fee, and later launched 
four more subscription channels. It imported hit seri- 
als such as ER, X-Files, etc. from the US and sold its 
programs to television channels in other countries. 

By the late 1990s, digital broadcast services began 
in the UK. The digital technology was superior to 
analog in terms of picture quality and the number of 
channels offered. Moreover, it provided other serv- 
ices such as accessing the Internet and other interac- 
tive services. In 1997, Birt launched BBC Online 
(www.bbc.co.uk), which went on to become one of 
the most popular websites in the UK. In the same 
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year, he started BBC Worldwide, a commercial arm 
of the BBC, which was involved in global channels 
and television sales, content and production, etc. In 
September 1998,'4 BBC Choice, the first complete 
digital broadcast service in the UK, was started. 
Some of Birt’s decisions, however, came in for a 
lot of criticism from industry analysts and the media. 
In 1993, he introduced the internal market concept 
dubbed “Producer Choice” which gave producers the 
right to choose between the production resources 
(studios, cameras, crew, etc.) provided by the BBC 
and outsiders. The BBC’s in-house production de- 
partment had already been affected by the Broadcast- 
ing Act of 1990, which required all the television 
channels to source 25% of their television programs 
from independent producers—people who did not 
own more than 25% shareholding in a broadcaster or 
were not owned more than 25% by a broadcaster. 
Under this concept, the producers favored out- 
siders as the BBC departments were charging high 
prices. Each individual item borrowed was charged 
and nearly 400,000 bills were issued to producers 
every year. In fact, the departments were asked to 
charge real prices for their services. For example, 
the BBC pronunciation department, which helped 
drama actors and news readers in the pronunciation 
of difficult words, charged £12 per word. Hence, the 
producers usually looked to outside people or man- 
aged themselves. Renting a CD from the BBC library 


was also costlier than buying a CD outside and charges 
were levied even if the producers wanted video and 
audio clips. The same was the case with the other de- 
partments such as costumes, scenic, and make-up. 
Ironically, the high costs charged left these resources 
idle most of the time. This resulted in a number of job 
losses with 5000 alone in very first year. “Producer 
Choice” was described as an “abysmal act of vandal- 
ism” by a number of media and industry observers. 

In another major decision to restructure the BBC, 
Birt separated the production and broadcast divisions 
as he felt that the in-house production department 
was not considering the views of the audience while 
producing programs and the BBC was becoming a 
producer-controlled organization. However, this step 
boomeranged as the broadcast commissioners showed 
little faith in the in-house production department. 
The developers went through a long bureaucratic 
process to submit their programs only to find most of 
them being rejected. The production department, 
therefore, started producing programs that had been 
ordered by the commissioners. The commissioners, 
for their part, looked to market researchers and focus 
groups for advice on the type of programs to be made 
for gaining public attention. Thus, control over the na- 
ture of the program shifted to these groups which af- 
fected the quality of programs. Further, fewer dramas 
were produced as their cost of production was higher 
than that of fact-based programs and reality shows. 

Birt also made the BBC bigger. The BBC internal 
market had 190 business units which looked after 
the trading between various BBC departments. He 
started a new department called Corporate Center to 
provide key strategic services to the BBC such as legal 
services, planning, personnel, etc. The Center em- 
ployed hundreds of people and cost the BBC around 
£60 million pounds every year, which was more than 
the costs incurred in running BBC’s Radio 1. He also 
used the services of around five management consul- 
tancies at a cost of about £22 million per year. For- 
mer BBC officials came down heavily on this step, 
but Birt convinced everyone of the increasing impor- 
tance of management consultants. 

There was no cooperation between the various 
departments. The Corporate Center and the drama 
division had differences over budget allocation. The 
drama department was forced to air programs on the 
lines of the popular programs on ITV. The radio divi- 
sion was left with the feeling that it was being sidelined 
by the television division. The BBC was not able to 
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acquire broadcast rights for prestigious sporting 
events such as Formula One, the Ryder Cup, etc. and 
lost out to BSkyB, Channel 4, and ITV. Further, the 
competition from satellite and cable television af- 
fected the BBC and its audience share fell from 51% 
in 1981 to less than 38% in 2000. Above all, employee 
morale was at a real low. 

A number of analysts expressed concern over the 
BBC’s declining audience share as it directly affected 
the corporation’s revenues. They wanted the license 
fee to be abandoned and advocated alternate methods 
such as commercial advertising, privatization through 
share holding, etc. to fund the BBC. Analysts said that 
the BBC should generate more revenues through ad- 
vertising rather than through the license fee. 


Greg Dyke Becomes Director General 


In January 2000, Birt was replaced by Dyke, CEO of 
Pearson Television. Dyke, who took over as Director 
General on February 1, 2000, found the BBC’s organiza- 
tional structure extremely complex. There were far too 
many layers and the organization was much too bu- 
reaucratic. He immediately announced the creation of 
the “One BBC” program where various departments 
and their employees would cooperate with each other 
and work toward achieving common goals. Comment- 
ing on the program, Dyke said, “Our aim is to create 
One BBC, where people enjoy their job and are inspired 
and united behind the common purpose of making 
great programs and delivering outstanding services.” 

Dyke announced a change in the organization 
structure aimed at giving the top management more 
power and reducing duplication. He abandoned the 
Corporate Center and replaced it with six Profes- 
sional Service Divisions—Public Policy; Human Re- 
sources & Internal Communications; Distribution & 
Technology; Finance, Property & Business Affairs; 
Marketing & Communications; and Strategy—to 
support the BBC’s operations. Though he retained 
“Producer Choice,” the number of business units was 
reduced from 190 to 50. He removed the library 
charges and producers and researchers could access 
video clips and printed materials for free. 

Dyke created a new Executive Committee with 17 
directors who reported directly to him. Of the 17, nine 
were heads of programming and broadcasting. This 
move aimed at shifting the decision making on pro- 
gramming to the top management (refer to Exhibit 4 
for BBC’s Organizational Chart under Dyke). It brought 
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Dyke closer to all the key operations of the BBC. The 
division heads were given full autonomy to run their 
own divisions, which was new to them. Dyke soon 
found that all the divisions were fighting for a bigger 
slice of the annual budget and so announced budgets 
for each of the divisions until the year 2006. He cre- 
ated a new Leadership Group by pooling 60 people 
from the organization. This group discussed the latest 
developments in the market and came up with new 
ideas for improving the BBC. 

Dyke said that the BBC would reduce overhead 
costs from 24% of its total income to 15% by 2005. He 
laid off 900 employees and planned to reduce the 
amount spent on consultants. These savings were to 
be used for developing quality programs and another 
£200 million were to be spent on programming every 
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year. Dyke aimed to save a cumulative amount of 
about £1.2 billion by 2007. 

Dyke invested money on developing dramas and in- 
creased the budget for this by £100 million every year. 
The BBC also started spending more on sports and 
other events such as the Queen’s Jubilee celebrations, 
concerts in Buckingham Palace, etc. In November 2001, 
the BBC launched the BBC interactive television serv- 
ice (BBCi), which was made available on all digital tel- 
evision platforms—digital cable, digital satellite, and 
digital terrestrial television (refer to Exhibit 5 for the 
list of BBC’s television and radio services in the UK). 

In April 2002, ITV Digital'® shut down its opera- 
tions and its digital terrestrial TV (DTT) licenses 
went up for sale. The consortium led by the BBC and 
backed by Crown Castle and BSkyB won the DTT 
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¢ BBC Parliament ¢ 6 Music 
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Source: www.bbc.co.uk. 


license in July 2002. BBC got one license while Crown 
Castle got two. The BBC announced that it would 
offer 24 free-to-air digital channels, some channels of 
BSkyB, and interactive and digital radio services. To 
receive all the channels, consumers would have to pay 
£99 for a set-top box. All the channels were available 
after the launch of Freeview in October 2002. 

In its annual report for the financial year 2002-03, 
the BBC said it had reduced its overheads by 13%. This 
was 2% more than the announced target and the corpo- 
ration also increased its net income by £54 million. 
BBC’s digital services reached 35% of people who re- 
ceived digital television programs as against 23% during 
the year 2001-02. To gain popularity among the young 
audience, the BBC started BBC Three and IXtra, a 
radio channel. There was better understanding among 
the BBC staff and corporate level communication too 
improved. However, issues such as collaboration be- 
tween various departments still remained a concern. 

Just when things seemed to be finally going right 
for the BBC, the Dr. David Kelly episode happened 
and the Hutton report exposed BBC’s vulnerable edi- 
torial process. According to the report: 


e@ The editorial system at the BBC was defective as 
the editors did not see Gilligan’s script before al- 
lowing it to be broadcast. 


@ The BBC management did not examine the notes 
of Gilligan’s interview with Dr. Kelly. 

@ The BBC management had defects in the com- 
plaints investigation process. 
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e@ The BBC governors failed to order an enquiry into 
the truthfulness of the Gilligan report and to accept 
that his notes did not support his May 29 broadcast. 


Dyke, who strongly defended the BBC during the 
row, apologized for the unfortunate incident. Accept- 
ing responsibility, he resigned twenty hours after the 
BBC’s Chairman Gavyn Davies stepped down. At the 
time of his resignation, Dyke said, “I don’t want to 
go. But if in the end you screw up you have to go. I do 
not necessarily accept the findings of Lord Hutton.”!” 

Many analysts and the media criticized the BBC in 
light of the revelations in the Hutton report. The 
British newspapers carried articles on the front page— 
The Times’ headline read “Blizzard of blame chills 
BBC” and The Guardian’s said “Crisis cuts through 
the BBC.” Gerald Kaufman, Labour Member of Par- 
liament, said, “The BBC is no longer relied on in the 
way it was claimed. It’s placed itself in a situation 
where its word isn’t accepted automatically anymore. 
It’s gone from being an institution to just another 
broadcaster, and a shoddy one at that.”!® 

BBC radio saw a decrease in the number of listen- 
ers after the publication of the report though the 
BBC itself attributed the decline to factors such as the 
absence of Sarah Montague, presenter of the Today 
program, who was on maternity leave. Strong doubts 
were raised on the BBC’s ability to regain the faith of 
the viewers. The worst was the timing of the incident, 
coming as it did before the renewal of the Charter, 
due in December 2006. This was described as “the 
worst crisis in the BBC’s 80-year history.” 

On February 18, 2004, Mark Byford (Byford), 
acting Director General,!? appointed a committee 
led by the BBC’s former Director of News and Cur- 
rent Affairs Ronald Neil (Neil) to examine the issues 
raised in the Hutton Report, to identify the lesson to 
be learnt from the episode, and to make recommen- 
dations on improving the editorial and complaints 
handling mechanism at the BBC. Neil was supported 
by other former and working BBC executives.” 


Thompson Takes Charge 


The committee submitted its report on June 23, 2004, a 
day after Thompson took charge as the Director Gen- 
eral of the BBC. The Neil Report called for a vast im- 
provement in the training process of the journalists. It 
suggested establishment of a college of journalism and a 
greater role for editors and lawyers in the BBC’s editorial 
process. The committee wanted the BBC to continue 
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to broadcast reports based on a single source but only 
after proper examination. It emphasized that only the 
most accurate information should be given to the pub- 
lic (refer to Exhibit 6 for a summary of the Neil Report). 
Neil said, “As the largest employer of journalists in 
the UK, the BBC has an obligation to take the lead in 
strengthening training in craft skills and promoting 
debate about journalistic standards and ethics in 
broadcasting. All programs operating under the BBC’s 
journalistic banner must work to the same values, pro- 
fessional disciplines, and journalistic culture.”?! 
Thompson asked Byford to implement the Neil 
Report recommendations as soon as possible. He an- 
nounced new journalism guidelines under which the 
rules were tightened on the use of reports prepared 
from conversations, anonymous sources, and a single 
source. These could be used only after a thorough 


EXHIBIT 6 
Summary of the Neil Report 
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internal review. As the Neil Report wanted the pro- 
gram editors to take full responsibility for whatever 
content their team produced, the editors were given 
the right to know the identity of the source (single or 
anonymous) from the journalist before approving 
the story for broadcast. It was up to the editors to ex- 
ercise this right after considering the experience and 
track record of the journalist. It was reported that the 
disclosure of an anonymous source was required 
only if the report contained any serious allegations. 
During the Neil investigation, seniors in the BBC 
news division expressed the fear that journalists who 
were not qualified were aiming to climb up the corpo- 
rate ladder and take on higher responsibilities. The 
BBC therefore planned to establish a training college 
led by an academic by mid-2005 to give the minimum 
level of training every year to its 7000 journalists. 


@ Accuracy and precision in all BBC journalism is paramount. It must be based on robust and tested evidence and 


reinforced by accurate note-taking. 


Accurate and reliable note-taking is a prime journalistic skill and should be part of journalist training in the BBC. 


It is a guiding principle of BBC journalism that we are fair to allfair to those against whom allegations are being 
made, fair to the audience, and to contributors. Fairness to people and organizations against whom allegations are 


going to be made by the BBC is of great importance. 


Serious and potentially defamatory allegations must always be put in time for a considered response before 
transmission other than in rare cases when there are compelling countervailing reasons not to do so. 


Because of the trusted place in which BBC's journalism is held, allegations made by a third party will often be 
regarded by many viewers and listeners as also being made by the BBC itself. 


The BBC should not normally break stories making serious allegations in live two-ways. 


Granting anonymity to a source should never be done casually or automatically. A named on the record source Is always 
to be preferred. However, with an anonymous source, the audience must be told why the source is anonymous and, in 
the BBC's view, credible. Protection of confidential sources is a fundamental principle of journalism. 


The BBC transmits hundreds of hours of news and current affairs output every day. As the custodians of the BBC’s 
editorial values, individual editors and executive producers must take the day-to-day responsibility for them. 


Presenters are answerable to their individual editors and in all of their journalistic work must embody the BBC’s 
core editorial values. 


At the heart of the BBC’s journalism is a well-trained journalistic workforce. In a fast-changing world, life-long 
training at every level is vital. Competence based training should be the key to competence based promotion. We 
recommend that the BBC establishes an industry-wide, residential college of journalism under the leadership of an 
academic principal. 


The handling of complaints needs reform. All complaints should be handled in the same way regardless of who is 
making them. The Director-General should not be directly involved in the normal process of responding to complaints. 
The Head of the Editorial Complaints Unit must be empowered to act independently of those responsible for output. 
When mistakes are made, the BBC must develop a system and a culture that encourages fast clarification and 
unambiguous correction. 


Source: “BBC Journalism: The Neil Report,” www.bbc.co.uk, June 2004. 


Changes were also brought about in the com- 
plaints procedure. These included keeping the Direc- 
tor General out of the process of responding to the 
complaints. This change came in the wake of Dyke’s 
strong resistance to accepting the BBC’s fault involv- 
ing Dr. Kelly. Lawyers were put in the main news- 
rooms to review the complaints. The BBC said that it 
would start to accept and apologize for its mistakes 
and try to learn from them. In this connection, it 
started a website, NewsWatch, which dealt with com- 
plaints and feedback from the audience. All serious 
mistakes and their corrections were to be published 
across all the BBC platforms along with explanations. 
The BBC also commenced a similar feedback pro- 
gram NewsWatch on the News 24 Channel. 

A few analysts criticized the BBC’s actions post 
the Hutton Report and, in particular, the recommen- 
dations of the Neil Report. They felt that the BBC 
had always set very high standards and the Neil Re- 
port was absolutely unnecessary. According to Julie 
Kirkbride, Secretary of Shadow Culture,”* the estab- 
lishment of a training college was an additional ex- 
penditure and would require the BBC to go beyond 
its core activities. According to Brian MacArthur, a 
columnist at The Times, the BBC had been better than 
most of the British newspapers which never apolo- 
gized for their mistakes. He said, “The Neil Report 
does not expose a single real problem with the stan- 
dards of BBC journalism, because there never was a 
problem in the first place. In my view, if you take away 
the lapse by Andrew Gilligan, newspapers could learn 
a lot from BBC journalism. It seems to me to be of a 


very high standard, and always has been.””? 


Charter Manifesto 


Since the early 2000s, the license fee charged by the 
BBC had come under severe criticism. In August 
2003, the Conservative Party, the second largest po- 
litical party in the UK, charged that the viewers were 
paying for programs that had been copied from com- 
mercial channels and demanded that the fee be cut. It 
said that the BBC was getting an unfair advantage by 
receiving £2.7 billion” as annual fee (refer to Exhibit 7 
for how the license fee is spent by the BBC). 

On June 29, 2004, the BBC announced its Charter 
manifesto called “Building Public Value” aimed at 
providing value to its customers in the wake of chang- 
ing customer preferences and the competition. The 
Charter manifesto, which consisted of BBC’s proposals 
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EXHIBIT 7 
How the Monthly License Fee Is Spent by BBC 


2006 (Monthly 
Cost in £) 


BBC One 

BBC Two 

Transmission and collection costs 
Nations and English Regions television 
BBC Radio 1,2,3,4 and Five Live 


Digital television channels 
Local and Nations’ radio 
Bbc.co.uk 

BBC Jam 

Digital radio stations 
Interactive TV (BBCi) 
Total 


Source: www.bbe.co.uk. 


for the coming years, would be sent to the govern- 
ment to peruse while reviewing the Royal Charter. 
The manifesto justified the continuance of the li- 
cense fee and the Charter for the next ten years. In 
the wake of criticism over the license fee, Thompson 
announced sweeping measures in the nine-point 
manifesto. The measures were: 


@ Leading the digital transformation: The BBC re- 
iterated its commitment to leading the UK in the 
digital television segment by fully shifting to digital 
terrestrial broadcasting by 2012. It would launch a 
service that would allow all its television programs 
to be downloaded within seven days of broadcast. 


e@ Original programs: The BBC would develop 
original content and try to refrain from being a 
“copycat,” a criticism that it often faced. It would 
produce quality programs by understanding the 
customers’ needs, producing better dramas on its 
television and radio, and investing more on cur- 
rent affairs and comedy shows. 


e@ Public value test: To assess the quality of new pro- 
grams and monitor the performance of current 
programs, the BBC governors would put all the 
BBC’s programs to a public value test on four 
criteria—reach, quality, impact, and value for 
money—before they were launched. The BBC 
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also established a framework of measuring the e 
performance of the Corporation based on the 
same criteria (refer to Exhibit 8 for the framework 


for measuring BBC’s performance). 


Scale and scope of services: The BBC would use 
public value to decide on the scale and scope of 
its services. This would be applicable to the 
breadth of the BBC (multimedia and a range of 
other services) and depth (BBC-owned commer- 
cial divisions, etc.). 


Fostering partnerships: The BBC planned to enter 
into joint ventures with outside partners to carry 
out educational, cultural, and other activities. It 
would publish a partnership contract by the end 
of 2004, which would set forth the principles and 
standards that the BBC would bring to any part- 
nership. It would also publish a partner guide to 
attract potential partners. 


EXHIBIT 8 


Framework for Measuring Performance of BBC 


Expanding out of London: The BBC would shed 
its image of being “too London-centric” and move 
about half of its businesses out of the capital over the 
next ten years. It would spend more than £1 billion 
every year on programs made out of London. 


A transparent BBC: The BBC, which had always 
been more of a closed organization, planned to 
open up to suit the views of the modern day cus- 
tomers. More information would be provided 
about the organization on its website (www.bbc 
.co.uk/info). Its various media would feature 
comments and complaints about its programs. 
On the whole, the BBC would put the audience at 
the center of all its activities. 


Reforming license fee payment: In the opinion poll 
conducted by the Market and Opinion Research In- 
ternational”? (MORI) in early 2004, two-thirds of 
the respondents did not support the license fee and 


Reach Quality Impact Value for 
money 
ILLUSTRATIVE MEASURES 
Weekly reach F é ; Level of 
of BBC Peer review Audience size TRUGSIMICRT 
Audience usage innbyeden Memorability Cost per hour 
review 
Reach of TV, linpartialit Example based Cost per 
radio, online Pp y evidence viewer hour 
Range of Appreciation PIBB Willingness 
programmes index to pay 
Digital take-up Trust Approval Overhead level 
PUBLIC VALUE 
Democratic Cultural Educational Social Global 


Source: www.bbc.co.uk. 


suggested alternate methods such as advertising, 
sponsorship to programs, etc. to fund the BBC. How- 
ever, the BBC believed that the license fee would 
enable it to perform better. To reduce the burden of 
license fee on the public the BBC would try to reduce 
its overhead costs by 10% of the expenditure. It said 
it would modernize the license fee payment by mov- 
ing from a paper-based system to online payment 
and make the fee affordable to the poor. 


e@ Improving the BBC governance: The role and 
responsibilities of the governors would be clearly 
outlined to make them more independent of the 
management. It would create a new ‘governance 
unit’ to help them regulate the BBC and to do 
tests of public value for the approval of programs. 
This was in response to the criticism in the Hutton 
Report that the BBC governors were being con- 
trolled by the management. 


Implementing Change at BBC 


In the first week of December 2004, Thompson 
began implementing the manifesto by announcing a 
new Vision aimed at making the BBC a more creative 
and efficient digital broadcaster. He announced that 
his vision had three aspects—“a bold new program 
and content strategy based above all around the idea 
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of excellence,” “a transformation of the BBC into a 
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Details of BBC’s Television Channels 
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state-of-the art digital broadcaster,’ and “an irre- 
versible shift in the culture of the BBC toward sim- 
plicity, opportunity, and creativity.” 

Thompson announced that 2,900 of the BBC’s 
employees (more than one-tenth of its total work- 
force) would be laid off to reduce costs. Of the total 
job cuts, 2,500 would be in finance, marketing, legal 
services, and other departments that were not in- 
volved in program making and the remaining in the 
educational departments. According to Thompson, 
the job cuts were aimed at reducing costs by up to 
£320 million per year within the next three years. This 
was £165 million more than the savings announced 
before Thompson’s appointment. Further, Thompson 
asked the individual departments (radio, television, 
news, etc.) of the BBC to reduce their costs by 15% 
and hinted at outsourcing some of the other jobs. 

Thompson also announced that BBC’s main chan- 
nel BBC1 would broadcast fewer reruns and would 
reduce the production of formula-based and copied 
shows (refer to Exhibit 9 for details of BBC’s television 
channels). He said the BBC would try and differenti- 
ate its programs from the ones being aired by com- 
peting commercial channels by developing original 
content. According to Thompson, the change was ne- 
cessitated by the emergence of digital technology, which 
had raised people’s expectations of the BBC. He said 
that it would have to make investments in developing 


BBC One: It is the oldest channel in the BBC stable and broadcasts news, sports, drama,comedy shows, film pre- 


mieres, and documentaries. 


BBC Two: The second oldest among the BBC channels, it initially broadcast programs catering to a niche audience 
and programs related to educational and community functions. However, in the recent years it has moved away to 


become a mainstream channel. 


BBC Three: Launched in 2003, the channel focuses on young adults with new comedy, drama, entertainment, current 


affairs, etc. 


BBC Four: Launched in March 2002, the channel is available to the digital television audience. It focuses on arts, culture, 


and world cinema, dramas, documentaries, and debates. 


CBBC: CBBC (Children’s BBC) targets children between six and twelve years. 
CBeebies: Launched in February 2002, CBeebies target children below six years. 


NEWS 24: Started in 1997, News24 is a 24-hour news channel. 


BBC Parliament: Launched in 1998, BBC Parliament broadcasts live and recorded versions of the sessions of the British 


House of Commons, House of Lords, etc. 


BBCi: Started in 1999 as BBC Text, BBCi stands for BBC interactive television. It offers up to date information on the 
weather, education, entertainment, etc. to all digital television audiences. 


Compiled from various sources. 
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programs related to big-budget drama, factual event 
shows, music, comedy, reality shows, children’s TV 
and radio, and others where the BBC was strong. 

Thompson also addressed the contentious issue 
of the percentage of BBC programs that could be 
made by independent producers, which was at 25%. 
Though he retained the existing quota, he introduced 
a new concept called “window of creative competi- 
tion” which allowed the independent companies to 
compete against the in-house production depart- 
ment of the BBC for another 25% of its programs. 
Thus, the BBC was guaranteed only 50% in-house 
production for its programs. According to Thomp- 
son, this kind of competition would provide the best 
of the programs to the BBC’s viewers. 

In order to make the BBC represent the whole 
of the UK, nearly 1,800 staff of various divisions— 
Children’s TV and radio, BBC Sport, BBC Radio 5 
Live, research and development, etc. were planned to 
be moved to the newly created state-of-the-art center 
in Manchester. It was also decided that the television 
drama production outside London would be in- 
creased from 30% to 50% from the next charter pe- 
riod between 2007 and 2016. 

Regarding the commercial activities of the BBC, 
Thompson said such activities should “exploit and/or 
export BBC content and its brand,” and hinted that the 
some of the activities would be carried out in collabora- 
tion with private parties. BBC’s divisions such as BBC 
Broadcast and BBC Resources would enter into part- 
nerships and joint ownerships for commercial purposes. 

The job cuts proposed by Thompson were met 
with severe opposition from the employee union 
Broadcasting Entertainment Cinematograph and 
Theatre Union (BECTU)*® and also from a number 
of analysts. BECTU members said that Thompson 
was trying to appease the British government in its 
efforts to retain the license fee. Analysts charged that 
the BBC had always promised something or the other 
before every Charter review but never really gone 
about achieving it. The “window of creative competi- 
tion” was seen more as vindicating the fact that 
Thompson had no faith in the efficiency of the BBC’s 
production department. Analysts felt that Thompson 
was taking too many measures at one time. 

Thompson defended his decision and said, “Both 
I, Greg Dyke, and John Birt before him have all looked 
at the issue of the BBC’s bureaucracy, our processes, 
our layers. Now is the moment where we really do 
have to grasp some nettles there and say is there a way 
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we can run this organization more simply, more di- 
rectly, with fewer meetings and less complexity and 
therefore transfer many, many millions of pounds out 
of that part of the BBC and into programs.”?” 

In March 2005, Thompson announced that an- 
other 1,500 jobs would be cut in the news and pro- 
grams division over the next three years. He also in- 
creased the savings target from £320 million to £355 
million. In the same month, the Department for Cul- 
ture, Media, and Sport (on behalf of the govern- 
ment) published the Green Paper*® based on the 
feedback given by Lord Burns, the Secretary of State’s 
independent adviser on the Charter Review, and his 
team. The feedback was prepared based on the views 
of a number of viewers consulted by the team. 

According to the Green Paper, the BBC was to be 
granted a new Charter for the next ten years starting 
from January 1, 2007, and ending December 31, 2016. It 
was felt that the ten years would enable the BBC, and 
the television industry, to stabilize during the switchover 
to digital television. The government also saw no viable 
alternative to the license fee and decided to continue 
with it, but said it would review it to find suitable alter- 
natives after the digital transformation took place in 
2012.” All the BBC governors would be removed and 
replaced by a new entity called the BBC Trust. 

The Green Paper also raised some issues. About 
33% of the respondents felt that the BBC was not 
providing value for money. One third of the viewers 
felt that the quality of programs was deteriorating. 
They expressed concern over the BBC’s lack of ac- 
countability to the viewers. To address this concern, it 
was proposed that the BBC governors would be re- 
placed by the BBC Trust, which would be accountable 
to the viewers. All BBC services should try to accom- 
plish a set of five purposes during the next charter 
period (refer to Table 1 for the five purposes). 

The issues raised would be considered by a parlia- 
mentary committee and an independent enquiry 
would be conducted by the House of Commons Select 
Committee on Culture, Media, and Sport. Further, 
parliamentary scrutiny and consultations would take 
place and these would form the basis for the Royal 
Charter. 

In May 2005, the BBC responded to the Green 
Paper. It welcomed the decision to grant a new Char- 
ter and to continue the license fee funding. Thomp- 
son gave the assurance that the BBC would provide 
original and quality content to the viewers and try to 
explore opportunities to serve people better. However, 


TABLE 1 
BBC's Five Purposes 


@ Sustaining citizenship and civil society, 

@ Promoting education and learning, 

@ Stimulating creativity and cultural excellence, 
@ Representing the UK, its nations, regions and 


communities, 
@ Bringing the UK to the world and the world to the UK. 
Another purpose was to be technically ahead in 


adopting technology and to play an active part during 
the transformation to digital television. 


Source: “Review of the BBC’s Royal Charter,” www.bbc.co.uk, 
March 2005. 


Michael Grade, Chairman of the BBC, said that the 
Paper had underrated the impact of digital technolo- 
gies on the relationship between audience and media 
and expressed opposition to the review of the license 
fee after the digital transformation. 


The BBC Journalism College 


In the last week of June 2005, the BBC launched the 
BBC Journalism College at an investment of £5 million 
to train journalists working in various divisions of the 
BBC such as news, the World Service, etc. As opposed 
to the concept of classroom training, the instructions 
were imparted through interactive e-learning ses- 
sions, seminars, and workshops (conducted by Neil) 
at various locations across the globe. The training was 
aimed at supporting the five editorial principles 
mentioned in the Neil Report—truth and accuracy; 
serving the public interests; independence from any 
external influence; accountability to audience and; im- 
partiality in reporting. The e-learning module would 
reduce costs for the BBC, which planned to increase 
the spending on journalism training to £10 million by 
2008 to develop “interactive learning modules” which 
could be accessed by BBC journalists from any BBC 
office across the world. Every journalist was to be 
provided a minimum of 20 hours of training every 
year. 

The staff was given “training passports” which 
were stamped after they completed the training ses- 
sions. Completion of training was made one of the 
requirements for promotion. Further, no journalist 
was allowed to apply for senior posts unless he/she 
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had completed training and acquired the necessary 
skills, even if he/she had the relevant work experi- 
ence. For example, a senior broadcast journalist 
would have to finish some training sessions before 
becoming an editor. Training would also focus on the 
environment and issues in Europe, the Middle East 
etc. which were thought to be complicated. 

Most of the courseware was developed in-house 
except for the material for the external training activ- 
ities. The college concentrated not only on imparting 
core journalistic skills to the reporters, but also val- 
ues and ethics at the editorial level. Commenting on 
this, Byford said, “This is an exciting and ambitious 
training initiative which will, we hope, set a gold 
standard for broadcast journalism training in the 
UK. We want to offer our staff career-long training 
and development to support them in their dealing 
with today’s complex journalistic environment.”*” 

Despite these efforts, the BBC believed that its 
training and editorial procedures did not face any 
major problem. It said that it produced 120 hours of 
news programming every day and due to the size of its 
operations, mistakes were bound to happen. Richard 
Sambrook, Director of the BBC’s Global News divi- 
sion, said, “It’s not that there was a big problem before 
but the environment has changed very rapidly. New 
technology such as digital cameras, laptops, and the 
Internet have brought about more 24-hour services. 
Competition and pressures on journalists in terms of 
decisions they have to take have vastly increased.”*! 

In October 2005, the BBC submitted a proposal 
for an increase in the license fee by 2.3% above the 
inflation rate to meet its cumulative requirement of 
£5.5 billion in the next seven years in order to im- 
prove its programs and digital services. Of the total 
requirement, the BBC would get £3.9 billion through 
the ongoing cost cutting measures and the license fee 
increase would bridge the gap. This meant that the li- 
cense fee, which was £126.50 per annum, would be 
increased by £3.14 every year until 2013. 

In March 2006, the Department for Culture, 
Media, and Sport published a White Paper which 
outlined the way the BBC should be run. This paper 
was to be the basis for the renewal of BBC’s Royal 
Charter. While the purpose set in the Green Paper 
and other proposals such as scrapping of the post of 
governors remained the same, the BBC was asked to 
give priority to entertainment and stop being “copy- 
cats” or “rating chasers.” The Government retained 
its proposal to consider alternatives to the license fee 
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such as subscriptions, etc. after 2012. Further, in 
April 2006, Jowell said that the license fee increase 
would be much lower than the BBC had proposed. 
There would be further deliberations in Parliament 
and the Royal Charter would be published during the 
last quarter of 2006. 

In April 2006, Thompson announced “Creative 
Future”’—a set of themes and ideas proposed to 
achieve the purposes laid out in the White Paper and 
prepare the BBC for the digital age. Thompson ap- 
pointed two teams in April 2005 to study how the 
world might be in 2012, the tastes and preferences of 


EXHIBIT 10 
BBC—Details of the Creative Future Strategy 


Recommendations on Eight Critical Areas of Output 
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the audiences and the steps the BBC should take to 
meet the requirements. The “Creative Future” strat- 
egy aimed at making the BBC content appealing and 
easily available to the young audience. 
Recommendations were made on the “eight criti- 
cal areas of output”—Journalism, Sport, Drama, 
Music, Comedy, Entertainment, Children & Teens, 
and Knowledge Building. According to Thompson, 
“Five Big Themes” emerged out of the study—Martini 
Media, Serious About Entertainment, The Young, Find- 
ability, and The Active Audience (refer to Exhibit 10 for 
details of BBC’s Creative Future Strategy). Commenting 


Sport: Start a broadband portal that offers live video and audio, comments, and analysis from specialists, interactive 
comments on sporting events. Start an exclusive news program for sports on television, appoint a BBC Sports Editor, 


and phase out old programs. 


Music: Have a single music strategy across all platforms along with regular cross-platform events and make them 
available for download through broadband, mobile, and podcasting. 


Kids & Teens: Consolidate children’s programs across all platforms under CBeebies and CBBC brands. Launch a 


broadband-based teen brand targeting 12—16-year-olds. 


Comedy: Invest in developing more sitcoms and comedy shows across all television and radio networks. Foster talent, 
start a comedy website, and increase access to the shows through new media. 


Drama: Make television dramas more energetic while retaining the hit shows. Create fewer long television dramas and 


support single and experimental dramas. 


Entertainment: Improve Saturday night's content on BBC ONE and have an effective collaboration with other genres 


like leisure and factual to create innovative shows. 


Knowledge Building: Make available all the BBC content to audience permanently after transmission on all platforms. 


Five Themes 


Martini Media: Martini Media is the media that allows the content to move from one media to another across various 
devices and is available everywhere and at any time. This means that the BBC would have to follow an entirely new 
process for developing, commissioning, and production of programs. The BBC has already started working on this 


project called BBC Web 2.0. 


Serious About Entertainment: The new generation audience doesn’t want just knowledge and information from the 
BBC. They want the BBC to provide thorough entertainment through drama, comedy, and factual programs. 


The Young: The young audience has been moving away from the BBC since the beginning of the 2000s and this trend is 
rising. The BBC would aim to reach the younger audience by starting exclusive websites and television programs, etc. 
for them without neglecting the older sections. 


Findability: The BBC plans to coordinate the whole content efficiently in order to make it easy for the viewers to 
search and find. Powerful search tools would be launched and the content would be branded to make the search 
more user-friendly in fields like Sport, Music, Natural History, Leisure, and Health. 


The Active Audience: In future, the viewers are expected to take part in discussions and debates, and create, 
communicate, etc. apart from watching programs. The BBC would encourage the audience to add their content and 


ideas in areas like Natural History, Leisure, Health, etc. 


Adapted from “BBC Creative Future: Mark Thompson's speech in full,” www.media.guardian.co.uk, April 25, 2006 & “Creative Future—BBC 
Addresses Creative Challenges of On-Demand,” www.bbc.co.uk, April 25, 2006. 


SSeS 
EXHIBIT 11 
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BBC—Pictorial Representation of the Organizational Changes (July 2006) 


Marketing 
Communications 
and Audiences 


Source: www.bbc.co.uk. 


on the strategy, Thompson said, “The BBC should no 
longer think of itself as a broadcaster of TV and radio 
and some new media on the side. We should aim to 
deliver public service content to our audiences in 
whatever media and on whatever device makes sense 
for them, whether they are at home or on the move.”*? 

The BBC also started exploring various opportu- 
nities to develop its international commercial activi- 
ties through BBC Worldwide. It planned video-on- 
demand services and to start BBC.com, a commercial 
website for people outside the UK, by the end of 2006. 

In July 2006, the BBC announced organizational 
changes to facilitate the implementation of Creative 
Future. Future media and technology formed the 
core of the new change and the BBC content was 
organized into journalism, BBC vision, and audio 


and music (refer to Exhibit 11 for pictorial represen- 
tation of the organizational changes under Thompson 
in July 2006). According to Thompson, the main aim 
of the reorganization, effective from April 2007, was to 
facilitate cross-platform commissioning and produc- 
tion and make the BBC a creative organization. 


The Road Ahead 


Though the BBC had been cutting costs, the com- 
pensation paid to the top executives remained the 
same, and for a few executives, it was actually rising 
every year. The bonuses paid to them were criticized 
severely by many industry analysts and BECTU as 
they came at a time when the television viewership 
was falling. For 2004-05, Thompson received a bonus 
of £64,000 on a £210,000 basic pay and Byford 
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received £92,000 on his salary of £351,000. BBC’s 
CEO John Smith (Smith) received £72,000 on 
£287,000 and BBC People director, Stephen Dando, 
received £65,000 bonus on £245,000. Byford’s salary 
jumped 30% from the financial year 2003-04 and 
Smith’s basic pay by 20%. However, they also as- 
sumed additional responsibilities in the BBC. 

In July 2005, reacting to the criticism related to 
compensation, Thompson waived his performance- 
related incentives worth £135,000 for the year 2004-05. 
This cut, along with the reduction in the size of the 
executive board, reduced cumulative bonuses from 
£546,000 in 2003-04 to £320,000 in 2004-05. Simi- 
larly, the incentives for the BBC executive board 
members were also cut from about 30% of the basic 
salary to 10% starting from 2005-06 fiscal. Later, the 
salary of the members was increased after it was 
found that their compensation had fallen below the 
market average. 

Many analysts, politicians, and competitors flayed 
the BBC’s proposal to increase the license fee. They 
said that the BBC had overstated its costs while un- 
derstating its savings. Charles Allen, CEO of ITV, 
said, “The BBC’s back-of-a-fag-packet figures should 
come with their own health warning. They systemat- 
ically underplay their estimates for savings and effi- 
ciencies and overplay their funding requirements. 
The government should reject the BBC’s bid and 
send them back to the drawing board.”?? 

Analysts also found fault with the newly formed 
BBC Trust.*4 They said that it was not too different 
from the earlier Board of Governors and would not 
last long. According to Dame Pauline Neville-Jones, 
Member of BBC’s Board of Governors between 1997 
and 2004, the governors were caught between their 
conflicting roles of governing and regulating. The 
Trust would be no different in dealing with such is- 
sues and this could affect the functioning of the 
whole organization. She said, “The new structures 
created to govern and regulate the corporation will 
be elaborate and complex and a great deal more ex- 
pensive to run than the present set-up. Will they be 
more effective and will they result in better pro- 
grams? This is a good deal less clear. The White 
Paper . . . creates in the trust, having both gover- 
nance and regulatory duties, a body as likely to suffer 
from schizophrenia as the existing governors.”*° 

The BBC faced ire of the public over its repeat tele- 
casts. Though Thompson had promised to reduce the 
number of repeat telecasts, BBC1 aired 2,683 hours of 
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repeat telecasts in 2004-05 fiscal, 88 hours more than 
2003-04. On the whole, 24,000 hours of repeat tele- 
casts were aired across all the BBC channels. How- 
ever, if the BBC had reduced its repeat telecasts and 
increased original content, it would have increased 
costs enormously. For example, a repeat telecast 
would cost between £15,000 and £30,000 every hour 
while an original comedy or drama would cost be- 
tween £500,000 and £600,000. Further, as the govern- 
ment had not accepted the BBC’s proposal to increase 
the license fee, analysts predicted that the BBC would 
have to again concentrate on cost cutting. 

Another problem for the BBC was the poaching 
of its employees by independent production compa- 
nies. In 2005, a number of channel controllers, pro- 
ducers, and directors from BBC1 and BBC3 were 
lured by private production companies who offered 
higher pay, a share in the profits, etc. 

Thompson’s much hyped Creative Future too 
came in for a lot of criticism from the UK media. The 
BBC planned to launch websites with high quality 
audio and video content in fields like sports, music, 
etc. aimed at attracting the youth. These websites 
were pitted directly against commercial websites such 
as MySpace.*° The UK media complained that that 
the BBC was obsessed with the youth segment and 
questioned the rationale behind Thompson using 
public money to create competition to commercial 
websites. The rivals complained that the government 
was not putting any brakes on the BBC, whose steps, 
they said, could prove detrimental to the Corpora- 
tion. The Guardian Media Group*” said that the 
BBC’s plan to launch a commercial website for over- 
seas users would hit its online and regional newspa- 
per business. It found fault with the BBC spending 
£69.2 million in 2004-05 for developing the bbc.co.uk 
website (into the most popular website in the UK), as 
the license fee money was originally intended to fund 
only television operations. 

Despite the criticism, a number of analysts com- 
mended Thompson’s leadership and his vision for 
the BBC. They said that the BBC had never targeted 
young audiences earlier as it had not been funded by 
the advertisers who craved young audiences. In this 
context, they appreciated Thompson’s efforts to take 
the BBC to the new generation audience. According 
to John Naughton, columnist at The Observer,** 
“Most broadcasters seem to be unable to see what's 
coming—a world where all media products will be 
delivered and accessed via the Internet, with all that 


implies in terms of active, empowered, fickle, and 
knowledgeable audiences. Somehow, Mark Thompson 
and his team have shaken off that mindset and under- 
stood what’s required if the BBC is to thrive in the new 
environment. So they clearly understand what needs 
to be done. The question is: can they do it?”*? 
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NBC in Trouble 


This case was prepared by Vinay Kumar, under the direction of Vivek Gupta, 


ICFAI Center for Management Research (ICMR). 


“I can tell you, it’s like a weird monkey off the back in a way. Business is 


cyclical... nobody stays on top all the time.”! 


—Kevin Reilly, President, NBC Entertainment, 
on the declining NBC Viewership, in 2005. 


“We're not as strong as we’ve been, maybe, but we’re only one breakout hit 
away from being there again. Of course, breakout hits are harder to come by 


these days. 2 


—Jeff Zucker, then President of NBC Universal Television Group, 
on NBC's poor performance in 2004-05. 


“NBC is still arguably the face of that division. Should NBC have another year 
like last year, there could be advertising fallout and the perception of NBC 


may change for investors”? 


—Robert Schenosky, Analyst at Boyd Jefferies & Company‘ in 2005. 


Introduction 


n the television rankings for the 2005-06 season,” 

NBC Television Network (NBC) was ranked fourth 
for the second consecutive year in the most popular 
broadcast network category. The rankings were re- 
leased by Nielsen Media Research® in May 2006. NBC 
trailed behind rival networks CBS Television (CBS), 
FOX Broadcasting Company (FOX) and American 
Broadcasting Company (ABC) (refer to Exhibit 1 for de- 
tails of NBC’s competitors). CBS had been the top net- 
work since 2002-03 season during which it dethroned 
NBC from the top spot. In the 2005-06 season, NBC 
had lost 1% of its viewers as compared to 2004-05 sea- 
son (refer to Table 1 for viewership details in 2005-06). 
FOX emerged as the most popular network among the 


This case was written by Vinay Kumar, under the direction of Vivek 
Gupta, ICFAI Center for Management Research (ICMR). It was com- 
plied from published sources, and is intended to be used as a basis for 
class discussion rather than to illustrate either effective or ineffective 
handling of a management situation. 


18-49 year-old segment (where advertisers paid pre- 
miums) for the second consecutive time, while NBC 
stood fourth here too. Moreover, the Thursday night 
primetime’ slot, which had earlier been dominated by 
NBC, was now taken over almost completely by CBS 
(refer to Exhibit 2). 

NBC, the television network division of NBC Uni- 
versal, suffered as its own hit series like Friends, ER, etc. 
completed their run, while at the same time, rivals 
moved in (refer to Exhibit 3 for logo of NBC). FOX’s 
American Idol was the “most popular television show” 
(second consecutive time) during the 2005-06 season. 
CBS had a great hit in CSI: Crime Scene Investigation and 
ABC had Desperate Housewives. But NBC had no new 
shows to boast of. Its biggest hit was the game show 
Deal or No Deal, but this came in 13th in terms of view- 
ership in the year 2005-06 (refer to Exhibit 4 for prime- 
time rankings for 2005-06). Even the telecast of Winter 
Olympics (held in Turin) in February 2006, which 
usually drew a big audience, could not help NBC. Bill 
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EXHIBIT 1 
Profile of Major Competitors of NBC 


CBS: In 1928, William S. Paley acquired United Independent Broadcasters Inc., a network of 16 independent radio sta- 
tions, and renamed it Columbia Broadcast System. In July 1931, CBS began television broadcasting. By 1944, CBS 
Radio Network had 144 stations, making it the largest in the US. In 1960, CBS became the first network to broadcast 
the Olympics. From 1967 on, CBS started broadcasting all its programs in color. In April 1971, Columbia Broadcast Sys- 
tem officially changed its name to CBS Inc. In mid-1980s, Laurence Tisch (Tisch) acquired 25% stake in CBS. CBS suf- 
fered under his leadership. Its financial performance weakened and its shows often appealed only to older people. 

Under pressure from all quarters, Tisch sold CBS to Westinghouse Electric Corporation (WEC) for US$ 5.4 billion in 
1995. In 1996, WEC acquired Infinity Broadcasting Corporation (IBC) and CBS Radio Network was put under West- 
wood One, a subsidiary of IBC. In December 1997, WEC changed its name to CBS Corporation. In May 2000, CBS was 
acquired by Viacom to form Viacom Inc. In December 2005, Viacom Inc. divided its businesses into two: i) CBS Corpo- 
ration, which consisted of the CBS Television Network, UPN, CBS Stations Group, CBS Paramount Television, King 
World, Showtime, CBS Radio, CBS Outdoor, Simon & Schuster, Paramount Parks, CBS Digital Media, CSTV and CBS 
Consumer Products; and ii) Viacom Inc. which consisted of BET, Famous Music, MTV Networks (MTV, VH1, Nick- 
elodeon, Nick at Nite, Comedy Central, etc.), Paramount Pictures and Paramount Home Entertainment. 


ABC: ABC was formed in 1944 when NBC sold its NBC Blue Network to Edward J. Noble, owner of Lifesavers Candy. He 
renamed it American Broadcasting Company in 1945. In April 1948, ABC began its television broadcasting services. In 
February 1953, ABC merged with United Paramount Theatres Inc., a spin-off of Paramount Pictures Corporation and 
owned by Leonard Goldenson. In 1954, ABC entered into an alliance with Disney for a Walt Disney TV series called 
Disneyland. This was ABC's first series to be included in Nielsen Top Ten Hits. In 1955, ABC had another successful primetime 
series Cheyenne, produced by Warner Brothers. In mid-1960s, ABC started its own production division called ABC Films. 

In 1984, ABC acquired 80% stake in ESPN (the other 20% was held by Hearst Corporation). By this time, ABC found 
itself in trouble due to lack of innovation, high expenses and declining ratings. In 1986, Capital Cities Communication, a 
U.S. media company, purchased ABC for US$ 3.5 billion and formed Capital Cities/ABC Inc. Under the new manage- 
ment, ABC again bounced back. In 1995, Walt Disney acquired Capital Cities/ABC for US$ 19 billion. In 1999, ABC 
started the blockbuster show Who Wants To Be A Millionaire? As the show was aired 5 or 6 days a week, its popular- 
ity faded. In 2004, ABC bounced back with its blockbuster series Desperate Housewives. As of 2006, ABC network 
consisted of ABC News, ABC Family, ABC Kids, ABC Sports and ABC Radio apart from its flagship ABC. 


FOX: In March 1985, the Rupert Murdoch-owned News Corporation acquired Fox Studios@ for US$ 575 million. He 
brought together Fox Studios and Metromedia’s independent television stations, acquired in the same year, and formed 
Fox Broadcasting Company in 1986. FOX's first television program was launched in October 1986. Since its launch, FOX 
positioned itself as a vibrant and youthful channel attracting the 18-34 market. FOX was seen as a potential competitor 
to CBS, ABC and NBC. In 1993, NFL awarded FOX the rights to broadcast its league till 1997. In early 2000s, FOX lost its 
foothold due to heavy competition. However, it bounced back with American /dol, launched in June 2002. The show was 
rated number one even in 2006. As of 2006, Fox Broadcasting Company is the third largest broadcast television network 
in the U.S. after CBS and ABC, with about 200 affiliate stations and 35 own broadcast outlets. 


@ FOX Studios was involved in the development, production and worldwide distribution of feature films and television programs, television 
broadcasting and cable network programming. 
Compiled from various sources. 


Caroll, Vice president and Director of Programming at 
Katz Television Group, remarked, “If you were opti- 
mistic about the Olympics, you'd have to be somewhat 
disappointed with the numbers NBC delivered.”® 

To revive its sagging ratings, NBC acquired the 
rights to televise the prestigious National Football 
League’ (NFL) games which were to start in Septem- 
ber 2006. NBC acquired these rights after a gap of 
seven years. NBC was hopeful that the NFL games 
along with its new shows would boost its ratings in 


2006. Walter Podrazik, Chicago-based writer and 
communications and logistics consultant said, “Get- 
ting NFL football onto the NBC primetime lineup is a 
major accomplishment. If they have that as an initial 
lure, it’s not that they’re one hit away from being the 
No. 1 network, because they’re a little too far behind. 
But if they can start getting clusters of shows that spill 
over and get people interested in other shows, then 
they build in something that gives them, over two or 
three years, the potential for a comeback.”!° 


TABLE 1 
Viewership of Television Networks (2005-2006) 


Viewer Average 
Network (in millions) 


% Change 
from 2004-05 


Source: Andrew Wallenstein, “Primetime Wrap-up,” 
www.hollywoodreporter.com, May 26, 2006. 


EXHIBIT 2 
Top Primetime Network (1994-2006) 


18-49 Thursday 
Year Overall Age Group (8:00—-10:30 pm) 


1994-95 
1995-96 
1996-97 
1997-98 
1998-99 
1999-00 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 


Adapted from various sources. 


————— 
EXHIBIT 3 
NBC Logo 


Source: NBCU Photo Bank 
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EXHIBIT 4 
Primetime Rankings (2005-2006) 


Viewers 
(in 
S.No. Series Channel _ millions) 


American Idol 
(Tuesday) 


American Idol 
(Wednesday) 


CSI: Crime Scene 
Investigation 


Desperate 
Housewives 


Grey's Anatomy 
Without a Trace 
Dancing With the 


Stars (Thursday) 
Survivor: Guatemala 
CSI: Miami 
House 


Survivor: Panama- 
Exile Island 


Monday Night 
Football 


Deal or No Deal 
(Monday) 


The Unit 
Lost 
NCIS 


Source: Andrew Wallenstein, “Primetime Wrap-Up,” 
www.hollywoodreporter.com, May 26, 2006. 


Background Note 


In 1919, Radio Corporation of America (RCA) was 
created to market radio receivers produced by GE, 
Westinghouse, AT&T and United Fruit Company. In 
1926, RCA started the National Broadcasting Com- 
pany (NBC) for radio broadcasting. In 1927, RCA di- 
vided NBC into NBC-Red for broadcasting entertain- 
ment and music programs, and NBC-Blue for cultural 
and news items. In the late 1920s, RCA also began 
working on television broadcasting and started put- 
ting its profits from radio into television R&D. In 
1931, NBC began experimental television broadcasts 
from the Empire State Building in New York. 
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In 1932, differences among the four companies 
resulted in an independent RCA with NBC coming 
under its control. RCA continued funding NBC’s tel- 
evision research and in 1939, NBC started regular tel- 
evision broadcasts. RCA slowly became a major pro- 
ducer and marketer of radio receivers and radio 
content. The NBC network also gained significant 
popularity and achieved a dominant position in the 
broadcasting business. This dominance received at- 
tention of the U.S. government which ordered the 
Federal Communications Commission (FCC)! to 
investigate into NBC’s practices. FCC found that 
NBC’s two stations dominated the broadcasting mar- 
ket and suggested the sale of one of the networks. 
RCA took the matter to the court but lost the case. In 
1943, NBC-Blue was sold to Edward J. Noble and it 
was later renamed ABC Networks. 

The early 1950s saw a rapid increase in the sales 
of television sets in the U.S. In 1952, NBC started 
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early morning news. In 1953, it started color broad- 
casts. In 1964, NBC produced the first movie made 
for television. In the fifties and sixties, NBC started 
investing in other television stations, and by the mid- 
1960s, it owned 13 television stations and one televi- 
sion network in eight countries. During the same 
time, CBS had emerged as a strong competitor to 
NBC. With shows such as The Ed Sullivan Show, 
Gunsmoke, The Beverly Hillbillies and Green Acres, All 
in the Family, and M*A*S*H, CBS dominated over 
NBC between the mid-1950s and mid-1970s both in 
the primetime and daytime rankings. 

The rapid boom in television sales affected NBC’s 
radio business, and by 1975, it had nothing much to 
offer on radio except some hourly news. While NBC 
was battling with the strong CBS, ABC came up as 
another formidable television network and pushed 
NBC from second to third place in the ratings (refer 
to Exhibit 5 for a note on the U.S. television industry). 


The television industry picked up in the U.S. after World War II with radio companies CBS, NBC owned by RCA, and 
ABC starting their own television stations—CBS, NBC and ABC. DuMont Television Network, owned by DuMont Labo- 
ratories, was the fourth television network. They used, and still use, the terrestrial television broadcasting method to 
air their programs. The early 1950s saw a rapid increase in the sales of television sets and by 1955 nearly half of the 
U.S. households owned a television set, mostly black and white, though color transmissions had already started. In 
1953, DuMont was in deep financial trouble and merged with ABC. 


During the 1950s, television networks were allowed to only own up to five television stations across the U.S. Naturally, 
the networks opted for big cities with huge populations and used affiliates—independent television stations with 
whom networks share a relationship—to reach smaller markets. Initially, the networks used to start the day with 
news in the morning while dramas filled the afternoon slot. In the evening, news was followed by shows. Most of the 
dramas and shows were modified versions of radio programs. 


In the 1940s, advertising agencies conceived and produced programs on behalf of sponsors, and even decided the net- 
work and the slot to air the program. However, this model didn’t work and by the 1950s, the networks controlled the 


scheduling and programming. The networks allotted a one-minute slot to each advertiser who communicated the 
uniqueness of the product. The shift to full color transmissions in the 1960s increased advertising revenues rapidly. 


In late 1960s, to restrict the monopoly of the three networks, the Federal Communications Commission announced the 
Financial Interest and Syndication Rules (Fin-Syn) which did not permit networks to produce, distribute and syndicate 
(selling the program after the first broadcast to others) television programs. Instead, the rights were given to the inde- 
pendent production companies (Hollywood studios which were into television production). The production companies 
also had the right to own the profits that were generated through syndication. 


THE DAWN OF CABLE TELEVISION 


The three networks accounted for nearly 90% of the U.S. households during the primetime in the early 1970s. The U.S. 
had about 600 television stations by 1972, up from 104 stations in 1950. This was also the period that saw the rise of 
cable television or community antenna television—first used during 1950s to broadcast programs of networks to far- 
off places which couldn't catch the broadcast signal. 


(continued) 
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In 1972, Time Life Inc. started the first cable television channel called Home Box Office (HBO), a movie channel for its 
local cable system in New York. By 1975, HBO became a national channel. In 1977, it started using satellite to distrib- 
ute its signals to cable operators who received them using a dish. The operator was charged 10 cents a month per 
subscriber (basic service). This was a huge success as viewers were shown movies without commercials. Soon after 
this, Ted Turner (Turner), who owned WTBS station, put his station’s signal on the same satellite as HBO and started 
broadcasting games. This meant that cable operators got WTBS programs with their existing dishes for free. 


This attracted many other cable services which could be got only for money (paid service). In 1978, Viacom, which 
owned cable systems across the U.S., launched pay channels called Showtime which showed movies, and Spotlight, 
a sports channel. In 1979, Warner launched a paid movie channel—The Movie Channel. It also started Nickelodeon, a 
children’s channel. Time started another network called Cinemax, a sibling to HBO. Other services to join the race 
included Bravo, Playboy and The Entertainment Channel. 


During the same time, cable services that accepted advertisements were also started. ESPN was one such channel 
whose sports events became very popular. The others included MTV, USA, CBN, etc. In 1980, Turner started Cable 
News Network (CNN), which went on to become one of the most popular news channels in the world. These also 
came under basic service as they could be obtained for a low fee. 


As the cable channels had specific target audiences such as sports fans, movie buffs, etc., much of the network audi- 
ence became cable viewers. The growing popularity of cable television attracted CBS and ABC. In 1981, CBS 
launched CBS Cable, a cultural channel. However, it proved a disaster as the service evoked little response among 
subscribers and advertisers. In 1983, CBS shut down the service after losing US$ 50 million. During the same time, 
ABC started its own cultural channel called ARTS. It also launched Satellite News Channel (SNC), a 24-hour news 
channel in partnership with Westinghouse, to compete with CNN. 


During the early and mid-1980s, a number of cable services were announced. However, most of them couldn't either ma- 
terialize or sustain themselves. After the early 1980s, a number of changes took place in the cable television industry. 


Some of the paid services such as Bravo converted themselves to basic services. ARTS and The Entertainment Channel 
combined their programming to form Arts and Entertainment. ABC/Westinghouse’s SNC was acquired by CNN. Playboy 
and its partner Escapade parted ways while MTV was acquired by Viacom. In 1984, ABC purchased ESPN from Texaco. 
Apart from these, a number of channels either changed their programming content or target audience. 


THE MAKEOVER 


Since mid-1980s, the US television industry has seen many changes. In March 1985, Rupert Murdoch-owned News 
Corporation acquired Fox Studios and formed the fourth broadcast network FOX Broadcasting Company (FOX) in 1986. 
In the process, he acquired 100 independent television stations (not affiliated to the big three networks) which 
became a part of FOX. The acquisition of FOX Studios facilitated the in-house production of its television shows. 


In 1986, RCA sold NBC to GE and Capital Cities Communication, a US media company, purchased ABC and formed 
Capital Cities/ABC Inc. In 1986, Laurence Tisch, a businessman, bought 25% of CBS and assumed the posts of presi- 
dent and CEO. In 1990, Time and Warner Bros. combined to form Time Warner. 


By the early 1990s, technology had improved which allowed delivery of up to 500 channels to homes. Channels that 
aired specific content such as news, cartoons, traveling, religion and science fiction increased. Though cable televi- 
sion reached 85% (according to some estimates) of the U.S. households, its average viewership was half of CBS, ABC, 
NBC and FOX in a given week. One of the reasons has been the increasing subscription costs for consumers. 


In 1991, the networks challenged the Fin-Syn rule in the Los Angeles US Circuit Court. The court was convinced 

that the networks were no longer the dominant force in the television industry and ruled out the Fin-Syn rule. Judge 
Manuel Real wrote, “Certainly with the entry of the Fox network, the substantial rise in the number of program producers, 
the dramatic increase in cable television stations and the development in the sophistication of VCRs, the competitive 
climate today would unfairly penalize NBC, ABC and CBS in the financing and syndication of off-network pro- 
gramming.”° 


(continued) 
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This gave rise to a number of changes in the US media and entertainment industry. In 1995, the major studio Walt 
Disney acquired Capital Cities/ABC while Tisch sold CBS to Westinghouse Electric Corporation (WEC) in 1995 and the 
merged entity was later called CBS Corporation (CBSC). A few Hollywood studios entered the network race to create 
their own broadcast network or cable network. In 1995, Warner Brothers launched WB network (WB) and Paramount 
(owned by Viacom) launched UPN and thus increased the total number of broadcast networks to six. Warner Brothers 
partnered with Tribune Broadcasting while Paramount Pictures partnered with Chris-Craft’s United Television. The 
two broadcast networks fought intense battles during their early days. In 1996, Time Warner acquired Turner Broad- 
casting System. 


Further changes occurred with Viacom acquiring CBSC in 1999. The new entity, called Viacom, was the second 


largest media company (worth US$ 80 billion) behind Time Warner. Meanwhile, troubles started between Chris-Craft 
and Paramount. In 2000, the differences between the two UPN partners aggravated and Viacom acquired Chris-Craft’s 
stake completely. In 2003, NBC acquired the U.S. entertainment assets of Vivendi Universal, a French media company, 
to form NBC Universal. The assets consisted of Universal Studios, Universal Parks, etc. 


In December 2005, Viacom divided itself into Viacom Inc. and CBS (UPN was brought under CBS). In January 2006, 
Warner Bros. and CBS announced their intention to merge WB and UPN networks to form CW by September 2006. This 
was because UPN and CW failed to compete with the big four networks and usually commanded lower viewership. 
This resulted in five major broadcast networks which had studios—CBS (Paramount), NBC (Universal), ABC (Disney), 


FOX (FOX Studios), and CW (both Paramount and Warner Brothers). 


> The networks opted for New York, Chicago, Philadelphia, Schenectady, Chicago, and Los Angeles. 
© Cynthia Littleton, “A Tale of Two Networks,” www.hollywoodreporter.com, January 11, 2005. 


Compiled from various sources. 


In 1981, Grant Tinker!* (Tinker) was appointed 
as the Chairman and CEO of NBC. Together with the 
Chief Programmer Brandon Tartikoff (Tartikoff), 
Tinker initiated a program to revive NBC’s fortunes. 
NBC started airing series like St. Elsewhere, Family 
Ties and Cheers—all of which received moderate 
ratings to begin with. Tinker and Tartikoff contin- 
ued with these programs even though they were not 
immediate winners, as they felt that they had the po- 
tential to become hits. Meanwhile, the duo launched 
another series called Hill Street Blues. 

Things changed dramatically for NBC in 1984 
with its situational comedy The Cosby Show, which 
featured the popular comedian, Bill Cosby, who 
chose to work with NBC over CBS. The show was a 
blockbuster and enjoyed good viewership on Thurs- 
days 8:00 pm until the year 1990 (refer to Exhibit 6 
for top television programs between 1980 and 2005). 
Meanwhile, the other television series from NBC also 
started gaining popularity. The Cosby Show, Family 
Ties, Cheers, Night Court and Hill Street Blues estab- 
lished NBC as a dominant network on Thursday 
nights between 8 and 10 pm. The Thursday night 
lineup, called “Must See TV,” continued its dominance 
until the early 2000s (refer to Exhibit 7 for programs 


in Must See TV). In the year 1984-85, NBC’s eight 
shows featured among the top 20 TV shows and the 
number increased to nine in the following season. Its 
profits jumped from US$ 48 million in 1984 to US$ 
333 million in 1985. 


GE Acquires NBC 


In 1986, General Electric (GE) purchased RCA, 
mainly to acquire control of NBC, for US$ 6.3 bil- 
lion. In 1986, Tinker announced his resignation. John 
F. Welch (Welch), then Chairman of GE, appointed 
Robert C. Wright, who had been serving as the Presi- 
dent of GE Credit Corporation, as the President and 
CEO of NBC in August 1986. 


Wright’s Strategy 


Wright, in a bid to focus solely on television, sold 
NBC’s radio network operations to Westwood One!3 
in 1988. In the same year, he sold RCA’s music net- 
work RCA-Victor to Germany-based media company 
Bertelsmann AG. He felt that NBC was overstaffed 
and laid off 150 workers. In 1987, he sold RCA’s con- 
sumer electronics operations to Thomson. 


EXHIBIT 6 
Top Television Programs (1980-2005) 


Channel 


Program 


1980-81 Dallas 
1981-82 Dallas 
1982-83 60 Minutes 
1983-84 Dallas 
1984-85 
1985-86 
1986-87 


Dynasty 

The Cosby Show 

The Cosby Show 

1987-88 The Cosby Show 

1988-89 The Cosby Show 

1989-1990 The Cosby Show 

1990-91 Cheers 

1991-92 60 Minutes 

1992-93 60 Minutes 

1993-94 60 Minutes 

1994-95 Seinfeld 

1995-96 ER 

1996-97 ER 

1997-98 Seinfeld 

1998-99 ER 

1999-2000 Who Wants To Be A Millionaire? 
2000-01 
2001-02 
2002-03 
2003-04 
2004-05 
2005-06 


Survivor 

Friends 

CSI: Crime Scene Investigation 
CSI: Crime Scene Investigation 
American Idol 

American Idol 


Adapted from various sources. 


During this period, the cable television market 
was growing rapidly. Since its introduction in the late 
1970s, cable television had grown to reach 56% of U.S. 
homes in 1989. The cable channels were grabbing ad- 
vertising revenues from television networks. Wright 
felt that a presence in the cable business was a must 
for NBC, and to this end, he launched a 24-hour fi- 
nancial news channel CNBC (Consumer News and 
Business Channel) in 1989. However, CNBC lost US$ 
60 million in the first two years of its operation due 
to the slowdown in the U.S. stock market. In 1991, 
NBC bought CNBC’s major rival, the Financial News 
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Network, for more than US$ 100 million and merged 
it with CNBC. 

In the early 1990s, the audience of NBC’s TV 
programs was losing interest in shows like The 
Golden Girls, The Cosby Show, and L.A. Law. To re- 
gain viewership, NBC paid a whooping US$ 401 mil- 
lion to acquire the broadcasting rights for the 1992 
Olympics in Barcelona. The next highest bid was 
US$ 300 million by CBS and ABC. NBC also spent 
about US$ 225 million for promoting and produc- 
ing its Olympics coverage. To recoup the costs, NBC 
partnered with Cablevision to broadcast Olympics 
on a pay-per-view basis. For US$ 125, viewers would 
get commercial-free Olympics coverage on three 
channels (Triplecast) along with the normal over- 
the-air network. However, this venture proved a dis- 
aster as it could attract only 250,000 homes. NBC lost 
more than US$ 60 million and Cablevision lost US$ 
50 million. NBC registered its first loss making year 
under GE in 1991. In 1992, though it reported a 
profit of US$ 204 million, it was far lower than US$ 
603 million profit in 1989. For the 1992-93 season, 
NBC’s only top-ten hit show was Cheers and all its 
episodes had been aired, so it would not be carrying 
on into the next year. 

Welch had decided to sell any of GE’s business di- 
visions if they were not among top 1 or 2 worldwide, 
so he started looking out for potential buyers for 
NBC. In 1992, he came close to finalizing a deal with 
Paramount Communications Inc’s Chairman Martin 
S. Davis, but the latter backed out at the last moment. 

Between 1990 and 1993, NBC had lost nearly 
one-third of its viewers. A number of analysts sug- 
gested that Wright should be replaced. However, 
Welch persisted with him. In 1993, Wright appointed 
Don Ohlemeyer (Ohlemeyer), then executive pro- 
ducer of sports at NBC, as President of NBC West 
Coast. Ohlemeyer and Wright began taking steps to 
bring out NBC from the slump. 

In February 1993, with Cheers (9:00 pm Thurs- 
day) nearing completion, NBC moved Seinfeld (a sit- 
com started in 1989) to Thursday nights (9:30 pm) 
after Cheers. This move clicked as Seinfeld quickly en- 
tered the top ten. After Cheers ended, Seinfeld was 
moved to 9:00 pm. By late 1993, Seinfeld became the 
most popular of all NBC’s shows drawing viewers of 
all ages. In the same year, NBC launched another sit- 
com Frasier, touted as a spin-off of Cheers, and Late 
Night with Conan O’Brien, a talk show. In 1994, NBC 
started another sitcom, Friends. NBC also signed up 
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Must See Television 


Season 


1984-85 


1985-86 


1986-87 


1987-88 


1988-89 


1989-90 


1990-91 


1991-92 


1992-93 


1993-94 


Source: “The Shows of NBC's ‘Must See TV’,” www.cse.psu.edu, 2003. 


Series 


The Cosby Show 
Family Ties 
Cheers 

Night Court 

Hill Street Blues 
The Cosby Show 
Family Ties 
Cheers 

Night Court 

Hill Street Blues 
The Cosby Show 
Family Ties 
Cheers 

Night Court 

Hill Street Blues 
The Cosby Show 
A Different World 
Cheers 

Night Court 

Hill Street Blues 
The Cosby Show 
A Different World 
Cheers 

Dear John... 
LA. Law 

The Cosby Show 
A Different World 
Cheers 

Dear John... 
L.A. Law 

The Cosby Show 
A Different World 
Cheers 

Grand 

L.A. Law 

The Cosby Show 
A Different World 
Cheers 

Wings 

L.A. Law 

A Different World 
Final Appeal 
Cheers 

Wings 

LA. Law 

Mad About You 
Wings 

Seinfeld 


Season 


1994-95 


1995-96 


1996-97 


1997-98 


1998-99 


1999-00 


2000-01 


2001-02 


2002-03 


Series 


Frasier 
LA. Law 
Mad About You 
Friends 
Seinfeld 
Madman Of 

The People 
ER 
Friends 
The Single Guy 
Seinfeld 
Caroline In The City 
ER 
Friends 
The Single Guy 
Seinfeld 
Suddenly Susan 
ER 
Friends 
Union Square 
Seinfeld 
Veronica’s Closet 
ER 
Friends 
Jesse 
Frasier 
Veronica’s Closet 
ER 
Friends 
Jesse 
Frasier 
Stark Raving Mad 
ER 
Friends 
Cursed 
Will & Grace 
Just Shoot Me 
ER 
Friends 
Inside Schwartz 
Will & Grace 
Just Shoot Me 
ER 
Friends 
Scrubs 
Will & Grace 
Good Morning, Miami 
ER 


popular director Steven Spielberg as an executive 
producer of the medical drama ER. 

All these series were primarily targeted at the 
youth. The tremendous success of Seinfeld helped in 
gaining a huge audience for the other primetime se- 
ries like Friends and ER. Seinfeld led NBC’s Thursday 
night primetime during most of its broadcasting pe- 
riod which ended in May 1998. Friends and ER were 
also popular, with Friends becoming one of the most 
popular sitcoms in the history of television in the U.S. 
This made NBC regain its popularity with the 18—49 
year segment and it emerged as the top network in 
the U.S. in the early 1990s. In the meantime, the stock 
market picked up and CNBC gained popularity. It 
doubled its profits to US$ 50 million in 1995. 

In October 1994, it was reported that Time 
Warner and GE were in talks, and there was specula- 
tion that GE was going to sell NBC to Time Warner. 
It was reported that Time Warner was ready to ac- 
quire a 49% stake in NBC for US$ 2.5 billion and 
would manage NBC’s entertainment operations. 
Welch wanted Time Warner to take control of NBC’s 
other operations such as news, sports, etc. also. But 
the deal never materialized. 

In 1995, NBC launched CNBC Asia, a 24-hour 
business news channel for the Asian region. In the 
same year, NBC started NBC Digital Publishing for 
publishing CD-ROMs and other digital products and 
NBC Online Ventures to start websites for its news, 
sports and entertainment channels. In 1995, NBC be- 
came the first television network to launch a full- 
fledged website—NBC.com. 

During the late 1980s and 1990s, when the media 
industry was witnessing consolidations, Wright too 
wanted to acquire other media companies. However, 
the finance department of GE stopped him, citing fi- 
nancial constraints. Wright remarked, “We would try 
to do things, but the financial guys would say, “This is 
going to kill us’””!4 Welch also supported them saying 
that a big media company required huge investment 
which could hit GE’s earnings per share. In the mid- 
1990s, Wright asked Welch why it was possible for 
News Corporation, which was smaller than GE, to cre- 
ate the first global entertainment and news network 
(by acquiring Fox Studios in 1985), while GE was un- 
willing to make NBC a global network (which would 
make and distribute programs globally). 

Welch was convinced, and Wright and he started 
scouting around for possible acquisitions. However, 
acquisitions weren't easy to come by. NBC failed to 
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persuade Ted Turner to merge his Turner Broadcast- 
ing System (TBS), which owned channels such as 
CNN and TNT, with NBC. If it had come through, 
this deal would have made NBC the largest cable net- 
work in the U.S. However, Turner differed with NBC 
on the issue of managing the merged entity and fi- 
nally sold TBS and its assets to Time Warner in 1996. 
Commenting on this, John Malone, CEO of Tele- 
Communications Inc. said, “If NBC had joined with 
Ted (Turner), it would have caught Rupert Murdoch.!5 
They would have married a domestic broadcast net- 
work to worldwide cable networks. It’s all about trying 
to catch Rupert. He’s the guy out in the lead. The 
broad strategy is to take the programming you create 
and to exploit it as a worldwide business by using fa- 
cilities that you own. To become vertically integrated 
worldwide—that’s the game.”!© 

Welch wanted Wright to make NBC a prominent 
part of GE and to go global just like Fox which pro- 
moted and distributed its programs globally. His aim 
was to make NBC the top television network in the 
world. In July 1996, NBC entered into an alliance 
with Microsoft Corporation!” (Microsoft) and 
started MSNBC, a 24-hour cable news channel, and a 
website, MSNBC.com. Microsoft agreed to invest US$ 
220 million for a 50% share in the cable channel and 
to share half of the operating expenses for both tele- 
vision and website for an unspecified time. By the 
end of 1996, MSNBC had 22 million subscribers, the 
highest for any new cable channel. NBC also 
launched CNBC Europe in the same year. 

Again in mid-1999, there were rumors that NBC 
would be sold to Time Warner. In December 1999, 
Welch announced publicly that NBC would not be put 
for sale again. This stance led some analysts to believe 
that Welch was aiming to take on Rupert Murdoch. 

In 1999, NBC bought a 32% stake in Paxson 
Communications Corporation (Paxson) for US$ 415 
million. Paxson owned PAX-TV which completely 
owned or had a financial stake in 72 television sta- 
tions in the U.S., plus contracts with 52 affiliate sta- 
tions.'§ Under this deal, Paxson aired NBC programs 
after they were aired on NBC. The deal, which was vi- 
sualized as the first step towards acquiring Paxson, 
gave NBC the option to acquire a controlling stake in 
Paxson within ten years. However, this would be pos- 
sible only if the FCC raised the rule which did not 
permit companies to own a broadcasting network 
that reached more than 35% of the U.S. households 
(refer to Table 2 for details of FCC rules). 
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TABLE 2 
FCC Rules Before 2003 


@ The owners of a broadcast station were not allowed 
to own daily newspapers in the same market and 
vice versa. 


No company could own broadcast stations that 
reached more than 35% of US households. 

A company should not own more than eight radio 
stations in a single listening area. The number of 


stations varied depending on the population of the 
area. 


A company should not own more than two broadcast 
television stations in a particular market. 

The four major networks—NBC, CBS, FOX and 
ABC—were prevented from merging with each 
other. 


Adapted from “Action Alert: FCC Ready to Roll Back Limits on 
Media Consolidation,” www.air.org, December 5, 2002. 


In 1999, during the dot-com boom, NBC launched 
NBCi (NBC Internet), a publicly held Internet firm. 
NBCi tied up with Xoom.com, a San Francisco-based 
online community center and e-commerce website 
with 7.5 million viewers, and Snap.com, news and 
search website jointly owned by NBC (60%) and 
Cnet (40%). GE owned a 53% stake in NBCi while 
Xoom.com and Snap.com owned 34% and 13% re- 
spectively. NBCi was positioned as a general-interest 
website to attract a large audience and many adver- 
tisers by leveraging the rich content and e-commerce 
experience of the two sites. The site, which oper- 
ated under Snap.com name, included a search facil- 
ity, email, chat, NBC content, e-commerce, etc. and 
was seen as a competitor to Yahoo! Describing 
NBCi, Marty Yudkovitz, President of NBC Interac- 
tive, said, “To users, this means that they will only 
have to go to one place—Snap.com—on the Web to 
search, chat with users of like interest, email... and 
purchase products.”!? 


NBC in the New Millennium 


The year 2000 brought bad news for NBC. Due to the 
dot-com bubble bust,”° Internet advertising fell dras- 
tically. The U.S. economy was experiencing a down- 
turn, and a number of online companies were closed. 
NBCi, which had grown rapidly and employed about 


SECTION A _ Business Level Cases: Domestic and Global 


800 employees, also ran into trouble. It lost US$ 662 
million in 2000 and a number of employees were laid 
off. Apart from the fall in advertising revenues, there 
were other reasons for NBCi’s problems. NBC did 
not have a clearly defined Internet strategy, according 
to some analysts, and it had not differentiated NBCi 
from other portals such as Yahoo! David Card, Ana- 
lyst at Jupiter Research said, “There’s nothing wrong 
with a general-purpose portal, especially for a media 
company that is already a network. But they executed 
horribly. They didn’t take advantage of their TV net- 
work or the natural affinities of their programming. 
On top of that, they were late.”?! 

In April 2001, NBC bought the remaining eq- 
uity stake in NBCi from Xoom.com and Snap.com 
and integrated all its assets. Commenting on the 
acquisition, Wright said, “NBC has been a pioneer 
in new technologies, and the steps we took to create 
NBCi were in keeping with that tradition. However, 
recent changes in the portal space and the Internet 
advertising market have caused us to reexamine 
this initiative. This acquisition will enable us to 
build on our competitive advantage in the Internet 
arena while leveraging our core competencies as a 
network.”?2 

On September 7, 2001, Jeffrey R. Immelt (Im- 
melt), who was working as President and CEO of 
GE Medical Systems, replaced Welch as the Chair- 
man and CEO of GE. Immelt was keener on media 
businesses than his predecessor and thus he com- 
plemented Wright’s ambitions. In April 2002, NBC 
purchased the broadcast and cable business of Tele- 
mundo Communications Group (Telemundo), a 
Spanish television network, for US$ 1.98 billion in 
equity. The acquisition of Telemundo made NBC the 
only major television network to devote a full chan- 
nel to the rapidly growing Spanish-speaking popula- 
tion in the U.S. 

This deal resulted in a feud with Paxson. With the 
acquisition of Telemundo, NBC owned three stations 
each in four markets—New York, Dallas, Chicago 
and Miami; this could be considered a violation of the 
FCC rule.?3 However, since NBC had a 32% stake (less 
than the FCC threshold of 35%) in Paxson, the sta- 
tions were not counted as “NBC-owned” by the FCC. 
According to Paxson, this was violating their con- 
tract, as NBC would not be able to purchase it in fu- 
ture. In December 2001, Paxson commenced a 
binding arbitration process against NBC. It also 
made a filing with the FCC requesting it to disallow 


NBC from acquiring Telemundo. In April 2002, the 
FCC rejected the appeal stating that it was a private 
matter of NBC and Paxson. 

In December 2002, NBC acquired Bravo cable 
network, managed by Rainbow Media Holdings 
LLC, a subsidiary of Cablevision Systems Corpora- 
tion (Cablevision) for US$ 1.25 billion. Industry an- 
alysts felt the acquisition was a good bet as Bravo 
reached more than 68 million homes in the U.S. It 
generated close to US$ 100 million in cable licensing 
fees, and earned about US$ 60 million through ad- 
vertising in 2002. 

In June 2003, FCC revised the media rules and in- 
creased the national television ownership limit from 
35% to 45%. However, this ruling was stayed by the 
U.S. Court of Appeals for the Third Circuit in 
Philadelphia, after some coalition groups such as the 
Media Alliance, Fairness and Accuracy in Reporting, 
the Center for Digital Democracy and the Consumer 
Federation of America appealed against the proposed 
changes. They alleged that the new rules would give a 
few media companies too much control over the in- 
dustry which would nullify the public voice. This fur- 
ther aggravated the disagreement with Paxson.”4 


Forming NBC Universal 


Wright had long been interested in acquiring com- 
panies that created content. This was something he 
couldn’t do under Welch. However, in mid-2003 
when Vivendi Universal Entertainment (Vivendi), 
the French media and telecommunications com- 
pany, announced the sale of its U.S. entertainment 
business—Universal Pictures, Universal Parks, Univer- 
sal Television and a number of cable channels, many 
U.S. media giants were interested. Metro Goldwyn 
Mayer (MGM), Viacom, Liberty Media and NBC 
competed with each other to acquire Universal’s assets. 

One of Vivendi’s largest shareholders, Edgar 
Bronfman (Bronfman),2° made an offer of €13 billion 
in cash to buy all of Vivendi’s assets and promised to pay 
off some of the debts of the division. Wall Street analysts 
estimated that Vivendi was worth US$ 11 billion. Bronf- 
man’s high offer forced MGM and Liberty Media out 
of the bidding. There was speculation that Bronfman 
would be selected. However, Vivendi preferred NBC 
over Bronfman, and thus NBC had its first big acquisi- 
tion under Wright. Vivendi’s preference for GE (NBC) 
was surprising because GE wanted to be a majority 
stakeholder and was not interested in putting cash into 
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the deal. Vivendi may have not wanted to be fully 
taken over by Bronfman. NBC was keen to leverage on 
Universal’s rich content in its film and television pro- 
duction divisions. It also intended to sell and distrib- 
ute Universal’s DVD titles, television programs and 
films in more than 200 countries. 

In October 2003, Vivendi and GE signed agree- 
ments to combine Vivendi’s U.S. entertainment assets 
with NBC. The new company was named NBC Uni- 
versal and was expected to generate US$ 15 billion in 
revenues every year while its assets were worth around 
US$ 43 billion. As per the deal, GE paid US$ 3.8 billion 
in cash and assumed Vivendi’s US$ 1.7 billion debt. 
GE also allowed Vivendi to acquire a 20% stake (worth 
US$ 8.6 billion) in NBC Universal. Wright was ap- 
pointed as the CEO of the new entity. Commenting 
on the importance of the deal, Immelt said, “With 
this merger, NBC will stay in the forefront of the fun- 
damental changes taking place in television and 
other media. The new NBC Universal will have the 
assets, the management team and the operating focus 
to prosper in a digital world and enhance value for 
GE and Vivendi Universal shareholders.”*° The merger 
was completed by May 2004 (refer to Exhibit 8 for 
businesses of NBCU). 


NBC Slips in Ratings 


The ratings woes for NBC started in February 2001, 
when CBS shifted its blockbuster reality series 
Survivor to Thursdays (between 8:00 and 9:00 pm) 
opposite Friends on NBC. To counter this, NBC in- 
creased the duration of Friends by 10 minutes (up to 
8:40 pm) to affect the second half of Survivor. CBS 
also moved its crime series CSI: Crime Scene Investi- 
gation after Survivor to take on NBC’s Will & Grace. 

When the ratings for the first week were reported, 
Survivor beat Friends convincingly even in the 18-49 
demographics. Though NBC was still the winner 
with four of its shows featuring in the Top 5, CBS ex- 
posed NBC’s vulnerability on Thursday nights. CSI 
had lost to Will & Grace, but its popularity rose con- 
tinuously. Even so, NBC had topped the overall rat- 
ings for the year 2001-02. 

CBS tightened the screws starting from the 
2002-03 season. Led by the increasingly popular CSI, 
CBS became the most watched network for the 
2002-03 season. CSI, watched by 26.2 million viewers, 
comfortably overtook Friends which had 21.8 million 
viewers. Other shows of CBS’s such as Survivor and 
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Everybody Loves Raymond also featured in the top ten. 
On the whole, CBS had four series in the top ten while 
NBC and Fox had three each. CBS’s average viewer- 
ship increased by 2% as compared to the previous sea- 
son, while NBC’s decreased by 2%. The CBS shows 
continued their dominance even during the 2003-04 
season with CSI being the most watched show and 
CBS being the top network in terms of viewership. 

The start of 2004 spelled more trouble for NBC. 
Its blockbuster sitcom Friends was due to end in May 
2004 while Scrubs was receiving moderate ratings. 
Friends had been the linchpin for NBC’s dominance 
on Thursday nights and the network had still to find 
another suitable show to match the blockbuster. 
Frasier, another sitcom aired on Tuesday nights, was 
also due to end in May. 

Meanwhile, NBC started The Apprentice in Janu- 
ary 2004 on Thursday at 8:30 pm. The popular one- 
hour show was shifted to Wednesday nights after the 
first two weeks. However, it could not match the 
popularity of FOX’s American Idol. In the face-off, 
American Idol attracted 29 million viewers while The 
Apprentice managed only 12 million viewers. NBC 
shifted back the show to Thursday nights at 9:00 pm 
from the next week. This shuffle was also aimed at 
strengthening NBC’s Thursday lineup after Friends 
was over. Commenting on the shuffling, Mitch 
Metcalf, Head of Scheduling at NBC said, “Two of 
the hottest shows on television right now are “The 
Apprentice’ and ‘American Idol? We think it’s a dis- 
service to viewers to have them squaring off against 
each other. We consider these moves a ‘win-win’ for 
NBC and the audience.”?” 

In early 2004, NBC had about 14 new shows in 
development. At that time, it was reported that 
Friends would be replaced with Father of the Pride, 
which contained computer-generated animation by 
Dreamworks SKG.?° However, later NBC announced 
that Friends would be replaced by another sitcom 
Joey with Matt LeBlanc (of Friends fame) in the lead 
role as an aspiring actor who wanted to make it big in 
Los Angeles. 

There were very high expectations of Joey in the 
media and in the audience. NBC spared no efforts in 
promoting Joey. It advertised in more than 6,500 
movie screens which were showing big films like 
Spider-Man 2, I, Robot, etc. Meanwhile, analysts felt 
that NBC would be much weaker after Friends. Gail 
Berman, President of FOX Entertainment said, “We 
believe that NBC will remain competitive on Thurs- 
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day night. But we also believe that they will be down 
significantly from where they were with Friends??? 

Meanwhile, CBS announced that it would start 
the second spin-off of CSI called CSI: New York (CSI: 
Miami was the first spin-off announced in 2002). 
The new show was scheduled for October 2004 
(Wednesday 10:00 pm) airing and would take on 
NBC’s super hit show Law & Order. 

The first episode of Joey was aired on September 9, 
2004 and was watched by 18.5 million viewers. Con- 
trary to NBC’s expectations, most of them termed the 
show “average” and said it was no match for Friends. In 
September 2004, NBC as a whole lost 16% of its audi- 
ence, with Joey losing 48%. Also, CSI: New York com- 
fortably surpassed Law e& Order to take the Wednesday 
night crown for the first time. About 18.51 million peo- 
ple watched the premier of CSI: New York which was 2 
million more than Law e& Order. This continued even 
after the first week. Also, NBC’s Thursday night show 
ER was beaten by CBS’s, Without a Trace (which 
showed an FBI’s Missing Persons Squad searching for 
missing persons) for the first time. As a result, CBS now 
took over NBC’s primetime viewership. 

The decline of popularity for Joey continued as 
people thought it was awful and lacked humor. Other 
NBC shows such as Father of the Pride, LAX and 
Hawaii had also been disappointments. The failure 
of Joey resulted in NBC slipping to fourth position 
among the 18-49 year olds and brought down its ad- 
vertising revenues significantly. The advertising com- 
mitments which were US$ 2.9 billion for 2004-05 
season, slipped to US$ 1.9 billion for the 2005-06 
season. Advertisers were not impressed by NBC’s 
2005-06 schedule and shows which included sitcom 
My Name Is Earl, drama E-Ring, and the reality series 
Three Wishes. On the other hand, ABC which 
climbed to third in rankings was expected to increase 
its advertising revenues by US$ 500 million. 

Further, NBC’s Sunday night successes like Cross- 
ing Jordan and Law & Order: Criminal Intent started 
facing stiff competition from ABC’s Desperate House- 
wives. In fact, NBC’s executives had rejected the script 
of Desperate Housewives when its writer Marc Cherry 
approached them before finalizing the deal with ABC. 
Series like American Dreams (aired during ABC’s real- 
ity show Extreme Makeover: Home Edition) and ER 
(aired during CBS’s Without a Trace) decreased view- 
ership for NBC. On the other hand, CBS had a strong 
2004-05 season with Survivor, CSI: Miami (Monday). 
NBC’s management was very disappointed with the 
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Businesses of NBC Universal 


: 


Production and 
Distribution 


Television 
Network 


¢ NBC Television Network ¢ NBC Universal Television 


¢ Telemundo Television Studio 
Network ¢ NBC Universal Television 


¢ NBC Entertainment Distribution 
e NBC News 


¢ NBC Universal Sports 
and Olympics 


¢ NBC Universal Cable 
° Bravo 

¢ CNBC 

¢ CNBC World 

¢ MSNBC 

¢ Mun 

¢ Paxson 

¢ SCIFI Channel 

¢ Sleuth 

¢ Telemundo Puerto Rico 
¢ Universal HD 

¢ USA Network 

¢ NBC Weather Plus 


International 
Channels 


¢ CNBC Europe and 
CNBC Asia Pacific, 
SCI Fl, etc. 


¢ HBO (Asia), 
HBO (China), etc. 


Source: www.nbcuni.com. 


decline in ratings and felt that it would take at least 
two years to turn things around. Commenting on this, 
Jeff Zucker (Zucker), President of NBC Universal said, 
“There’s no question we’re in a downturn right now, 
and it doesn’t turn around overnight.”*° 


The Turnaround Efforts 


To revive its sagging fortunes, NBC turned its focus to 
sports. Zucker said, “Sports is going to play a critical 
role in the rebuilding of NBC prime time.”*! On April 
18, 2005, NBC finalized an important six-year deal 


Film Parks and 
Resorts 
¢ Universal Studios 
Hollywood 


¢ Universal Pictures 
¢ Focus Features 


¢ Universal Studios Home * Universal Orlando 


Entertainment ¢ Universal Studios Japan 


¢ Universal 
Mediterranea (Spain) 


with the National Football League (NFL) to bring 
back the NFL telecasts to the channel after having lost 
the rights to CBS in 1998. The deal was the result of 
the ABC’s, decision to not renew the contract with 
NFL for the NFL season starting in 2006. The deal, 
worth approximately US$ 3.6 billion, would give NBC 
the right to broadcast primetime American football*” 
on Sunday nights (Sunday Night Football) and the 
highlights of the Sunday afternoon games on its pre- 
game show (scheduled before the start of the Sunday 
night game). NBC also bagged rights to broadcast two 
Super Bowls in 2009 and 2012. 
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The deal was expected to revive NBC’s fortunes. 
Sunday nights had usually more viewership and ABC 
had been dominating the slot with hits like Extreme 
Makeover: Home Edition (8:00-9:00), and Desperate 
Housewives (9:00—10:00). The NFL telecast was expected 
to bring advertising revenues up to US$ 6 million per 
hour. Elaborating on this, Wright said, “Content is king 
at NBC Universal and NFL programming represents 
the very best in strong and consistently well-perform- 
ing content. We are thrilled to be re-igniting our part- 
nership with the NFL and joining with them in moving 
the 36-year American institution of Monday Night 
Football to Sunday Nights.”>* 

NBC also banked on the winter and summer 
Olympics, for which it had rights till 2012.*4 It 
hoped to gain both viewers and advertising revenues 
with the most watched sporting event. NBC Univer- 
sal planned to sell specific events of the Olympics 
through its cable television, Internet and video-on- 
demand format to cash in on the viewer’s interest for 
real-time highlights. 

NBC also had high hopes on The Apprentice show 
with Martha Stewart*? (Stewart) on September 21, 
2005. The series, in which 16 candidates competed 
for an opportunity to work with Stewart, was named 
The Apprentice: Martha Stewart. The show’s original 
host Donald Trump made way for Stewart and acted 
as one of the executive producers. However, the show 
was unable to match the popularity of the original 
version and was thus limited to just one series. How- 
ever, NBC claimed that it always wanted to telecast 
only one series with Stewart. 

Commenting on NBC’s futile efforts, Bill Carroll, 
Vice-president and Director of Programming at Katz 
Television Group, said, “NBC is struggling and exec- 
utives have to be disappointed. The one bright spot is 
My Name Is Earl but there’s not much other than 
that. Having the Winter Olympics on the near hori- 
zon and football for the Fall will help but ultimately, 
it is series programming that makes the difference 
and NBC hasn’t been able to make a turnaround in 
that area yet.”>° 

In December 2005, NBC inked a deal with Apple 
Computers Inc.%7 to sell its television shows through 
iTunes Music Store, from where people could down- 
load and play on an Apple video iPod. Under the 
deal, NBC offered about 300 specific episodes from 
its new shows such as Law & Order, and The Office, 
and old shows such as Alfred Hitchcock Presents etc., 
through the iTunes Music Store. 
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In the same month, NBC announced that it 
would reshuffle its Thursday lineup in January 2006 
by removing the struggling Joey and The Apprentice 
and moving the hit comedy My Name Is Earl from 
Tuesday to Thursday. The new lineup consisted of 
Will & Grace (which was to end in May 2006), fol- 
lowed by Four Kings, My Name Is Earl, The Office, 
and the long standing ER at 10:00 pm. The shuffling 
gave NBC four comedy shows continuously on 
Thursday nights. Commenting on this, Kevin Reilly, 
President of NBC Entertainment, said, “Certainly 
destination comedy has been part of NBC’s identity 
for a long time, and reassembling those blocks is a 
priority. With the success of Earl this year and with 
Office finding its legs, we have the makings of a block 
of shows we felt perfectly fit the profile of an NBC 


Thursday night comedy lineup.”*® 


What Next? 


NBC’s revenues for the year 2005 were down by 23% to 
US$ 5.1 billion while all other networks gained rev- 
enues (refer to Table 3 for revenues of networks in the 
years 2004 and 2005). The year 2006 had not changed 
NBC’s fortunes by much. NBC’s hopes for the Winter 
Olympics in February 2006 were dashed as viewership 
was down 34% as compared to the 2002 Winter 
Olympics. Though the poor performance of the U.S. 
athletes was one of the reasons, the viewership loss was 
primarily due to competition from American Idol, Des- 
perate Housewives, Grey’s Anatomy, Survivor, etc. NBC’s 
aggressive cross promotion of its Olympics coverage on 
USA Network, CNBC, and NBCOlympics.com couldn't 
increase its viewership. Commenting on this, Jordan 
Breslow, Director of Broadcast Research at MediaCom 


TABLE 3 


Revenues of Television Networks for the Years 
2004 and 2005 


Revenues (in million US$) 


Network 2004 2005 Growth 


Source: John M. Higgins, “CBS: In the Money,” January 9, 2006. 


said, “The Olympics rarely go up against original pro- 
gramming, and the other networks decided to put their 
best products forward. It has never gone up against 
American Idol, and I don’t think anyone should be sur- 
prised that the older-skewing Olympics should not 
have any impact on ‘Idol. I look at the Olympics as fall- 
back programming. It’s like, take your pick of first-run 
product and if there isn’t anything there, then, great, 
tune into NBC.”*? 

In March 2006, Joey returned on NBC and this 
time against American Idol on Tuesday. The serial at- 
tracted only 4 million viewers as against 7.28 million 
when it was aired on Thursdays, and was immedi- 
ately pulled back. In April 2006, Katie Couric, the 
Co-host of the Today show, the most profitable news 
program on television generating close to US$ 500 
million in advertising revenues annually for NBC, 
announced that she was moving to CBS, after being 
with NBC for 15 years. Some analysts said that it 
would have a major impact on NBC. 

In May 2006, NBC announced its schedule for 
2006-07, which included the important Sunday Night 
Football and six new dramas such as Friday Night 
Lights, Studio 60 on the Sunset Strip, Kidnapped, and 
four comedy series such as Twenty Good Years and 30 
Rock, etc. Commenting on this, Reilly said, “The face 
of NBC is changing. We took the first step this season 
with Thursday hits My Name Is Earl and The Office. 
Next season we'll add momentum and excitement 
with the addition of ‘Sunday Night Football’ and es- 
tablish a foundation of quality across the week by 
standing behind shows that each say something about 
who we are.”*9 

However, NBC announced a revised lineup in the 
very next week, after ABC announced that it was 
moving its Grey’s Anatomy to Thursday 9:00 pm slot 
during which NBC planned to air its big bet Studio 
60 on the Sunset Strip. NBC also shuffled some of its 
other programs which were against its rival’s big hits. 
Reilly said that NBC aimed to not to put its best bets 
against top programs of the rivals to allow them to 
gain popularity. 

Analysts felt that NBC could not continue with 
such defensive strategies for long and advocated that 
it should take some measures to come back strongly. 
They found fault with NBC pushing Studio 60 on the 
Sunset Strip to Monday night at 10:00 pm. They felt it 
should have been shown early to gain a larger audi- 
ence, and also to avoid clashing with ESPN’s Monday 
Night Football. 
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Analysts felt that NBC was unable to leverage the 
brand image it had built through its hit shows like 
Cheers, Friends, and Seinfeld. It couldn't develop great 
new programs to fill the slots vacated by Friends and 
other hit shows. David Thomas, a Chicago-based 
writer and publisher of blogs—Miami Dolphins and 
OrangeAndTeal.com—said, “NBC could never fill 
that 8:30 p.m. slot between Friends and Seinfeld ever. 
It was poor development. That slot was like the sure 
sign of death for a new show... . If you couldn't get 
success there for all those years, the development 
everywhere else was probably not doing so well.... 
There was never an interesting drama or cult hit like 
Alias. So they had no credibility. And then they lost 
the folks like us who loved the network but went else- 
where like HBO for good content?”*! 

Despite NBC’s poor show, some analysts said that 
the network was finally making serious turnaround 
efforts. They supported NBC’s rescheduling and felt 
that it was important for the network to shield its new 
big programs against the established mighty ones. As 
NBC acquired Studio 60 on the Sunset Strip by winning 
a bid against CBS and would pay around US$ 3 million 
per episode, it was important for it to be off the compe- 
tition to gain advertising revenues and viewers. Ana- 
lysts were optimistic about the advertising revenues 
that could be generated by the drama Friday Night 
Lights, and the NFL games. Satisfied with the efforts of 
NBC, John Rash of Campbell Mithun, a marketing 
communications agency, said, “I’m encouraged at the 
direction NBC is headed. They’ve definitely got some 


buzz going for a few new shows.”4? 
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ating systems such as Windows XP, home entertainment products, 
owns an internet portal MSN and has presence in the television 
market. For the year ended June 2005, Microsoft's annual revenues 
were US$ 39.8 billion and profits were US$ 12.25 billion. 

Affiliate stations are television stations owned by other compa- 
nies which enter into a contractual agreement with the network 
stations to air programs of the network. 

Deborah Solomon, “NBC Links up With Xoom, Snap to Form 
New Net Firm,” www.sfgate.com, May 11, 1999. 

Between 1995 and 2000, a number of firms that provided prod- 
ucts and services related to or by using the Internet grew rapidly 
in number, as many individuals ambitiously started their own 
companies. The firms, known as dot-com companies, offered 
more or less similar products and services. The uncontrolled pro- 
liferation of such companies ended with the bubble bursting in 
March 2000 leading to the closure of many such companies. 
Aparna Kumar, “Short Life, Long Death of NBCi,’ www.wired.com, 
April 12, 2001. 

“NBC to Acquire NBC Internet Inc. (NBCi),” www.prnewswire.com, 
April 9, 2001. 
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. In addition, the acquisition resulted in NBC owning three stations 
in Los Angeles—one already owned by NBC (KNBC-TV, Channel 4) 
and the other two (KWHY-TV Channel 22 and KVEA(TV) 
Channel 52) acquired from Telemundo. NBC requested FCC for 
one year time to divest KWHY-TV, Channel 22). 

The dispute ended in November 2005, when NBC agreed to 
buy a controlling stake in Paxson. Under the deal, NBC got an 
18-month’s time to buy all of Bud Paxson’s shares. If the federal 
rules didn’t change within the next 18 months, NBC could transfer 
the right to a third party. In case the third party could not exercise 
the rights, NBC would have to pay US$ 105 million to Paxson’s 
shareholders. 

Bronfman was the biggest shareholder of VU. He was heading 
Seagram in 2000 when it merged with Vivendi to form Vivendi 
Universal. 

Kenneth N. Gilpin, “GE and Vivendi Agree on Terms of NBC Uni- 
versal Merger,” www.nytimes.com, October 8, 2003. 

“Idol Sends NBC, Apprentice Scrambling,” www.zapt2it.com, 
January 23, 2004. 

Dreamworks SKG was a studio started by noted film director 
Steven Spielberg, and David Geffen and Jeffrey Katzenberg in 
1994. It was sold to Viacom in late 2005. 

Ronald Grover, “Filling the Shoes of Missing Friends,” www 
-businessweek.com, August 18, 2004. 

Andrew Wallenstein, “NBC Doldrums Might Continue, Reilly 
Admits,” www.mediaweek.com, July 25, 2005. 

Paul J. Gough, “Zucker: NBC Expected Upfront Hit,” www 
.mediaweek.com, June 22, 2005. 

American football, called football in America and Canada, is dif- 
ferent from the normal football and is played with an oval shaped 
ball. The game closely resembles rugby. 

“NEL Returns to NBC,” www.thefutoncritic.com, April 18, 2005. 
NBC had acquired Olympic broadcasting rights for the U.S. for 
Athens (2004), Torino (2006), Beijing (2008), Vancouver (2010) 
and London (2012). 

Martha Stewart, born in August 1941, is a multimedia and 
lifestyle entrepreneur. In October 2004, Stewart was jailed for five 
months at a federal prison for lying to federal investigators, in 
connection with her involvement in a dubious stock sale of Im- 
Clone Systems, a pharmaceutical company. 

Paul R. La Monica, “ABC and CBS Clean House During Sweeps,” 
www.money.cnn.com, November 30, 2005. 

Based in Cupertino, California, Apple is considered the pioneer of 
the personal computer revolution in the late 1970s. Started by 
Steve Jobs and Steve Wozniack in 1976, Apple started manufac- 
turing computers and later developed the powerful Macintosh 
range of computers. Apple now is more famous for its iPod, a 
hard-drive based music player. For the financial year ended 
September 2005, Apple’s sales were US$ 13.93 billion and profits 
were US$ 1.335 billion. 

Andrew Wallenstein, “NBC to Shuffle Primetime Lineup in January,” 
www.hollywoodreporter.com, December 2, 2005. 

Kevin Downey, “NBC’s New Big Worry: Losing Sweeps,” 
www.medialifemagazine.com, February 16, 2006. 

“NBC Announces 2006-07 Primetime Schedule,” www.comingsoon 
net, May 15, 2006. 

Diego Vasquez, “On Giving The Axe To NBC’s Jeff Zucker, 
www.medialifemagazine.com, June 15, 2006. 

Brooks Barnes, “Can ‘Studio 60° Save NBC,” www.online.wsj.com, 
May 15, 2006. 


Tsingtao Brewery Co., Ltd. (A) 


This case was prepared by Shengjun Liu, Richard Ivey School of Business, 


the University of Western Ontario. 


O: July 31, 2001, Peng Zuoyi, the charismatic 
general manager of Tsingtao Brewery Co., Ltd. 
(Tsingtao Brewery), died of a sudden heart attack 
while swimming in the sea. This sudden event made 
the company, which had been running fast on the 
road of acquisition, lose its “driver.” Since 1996, Peng 
had expanded Tsingtao Brewery to a giant, by merg- 
ing dozens of beer enterprises. As a result, the com- 
pany raised its market share from 2.2 per cent in 
1998 to 11 per cent in 2001, and regained the leading 
position in China. Nonetheless, frequent acquisitions 
also led to some negative effects. Although as its 
major business revenue rose from RMB1.05 billion 
in 1993 to RMB5.28 billion in 2001, the net profit de- 
creased from RMB225 million to RMB103 million.! 
By the end of April 2002, one-third of the company’s 
48 subsidiaries were making profits, another one-third 
were breaking even and the remaining subsidiaries 
were in deficit.” Investors doubted the value of com- 
pany’s acquisitions: the H-share price of Tsingtao 
Brewery decreased by 52.38 per cent while the Hang 


Dr. Shengjun Liu prepared this case solely to provide material for 
class discussion. The author does not intend to illustrate either effec- 
tive or ineffective handling of a managerial situation. The author may 
have disguised certain names and other identifying information to 
protect confidentiality. 

Ivey Management Services is the exclusive representative of the 
copyright holder and prohibits any form of reproduction, storage or 
transmittal without its written permission. This material is not cov- 
ered under authorization from CanCopy or any reproduction rights 
organization. To order copies or request permission to reproduce 
materials, contact Ivey Publishing, Ivey Management Services, c/o 
Richard Ivey School of Business, The University of Western Ontario, 
London, Ontario, Canada, N6A 3K7; phone (519) 661-3208; fax 
(519) 661-3882; e-mail cases@ivey.uwo.ca. 

Copyright © 2005, CEIBS (China Europe International Business 
School) Version: (A) 2006-01-13 
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Seng Index increased by 45.30 per cent between 1995 
and 2001. 

On August 29, 2001, the board of Tsingtao Brewery 
appointed Jin Zhiguo, ex-president of the North 
China Region, as general manager.’ Jin began his em- 
ployment in the company in 1975, as a worker. Later, 
he worked as a workshop head, as an assistant to the 
factory manager and as the general manager of 
Xian subsidiary. Jin was recognized by his competi- 
tors as a person who was a tough rival and had a 
good knowledge of beer. In 1996, he was appointed 
as general manager of the Xi’an subsidiary. Within 
four years, he turned the company from a loss-maker 
into a profit-generator. The sales volume of Xian 
subsidiary rose from 30,000 tons to 180,000 tons, 
with the annual profit reaching more than RMB70 
million, half of the total profit of all of Tsingtao 
Brewery’s acquired subsidiaries. Although it was the 
third time for him to face a great challenge, Jin still 
felt nervous. The excessive expansion put extreme 
pressures on funds and personnel in the company. 
Approximately 50 subsidiaries needed to be restruc- 
tured, and 100 brands needed to be refreshed. Jin 
remarked: 


In the past few years, Tsingtao Brewery was 
pursuing an expansion growth strategy, which 
was like driving a car on an expressway and even 
sometimes overtaking other cars. The situation is 
highly risky and there is danger of losing control 
in the integration of acquired companies. 


After a careful investigation, Jin believed that the 
company should change its strategy from “growing 
large to become powerful” to “becoming powerful to 
grow large.” The current challenge of the company 
was implementing the post-acquisition integration. 
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China’s Beer Industry 
General Situation 


China’s beer producing can be traced back to the be- 
ginning of the 20th century. By 1949, China’s annual 
beer output was only 7,000 tons. In the period from 
1980 to 2001, the output enjoyed an annual growth 
rate of six per cent, compared with America’s one per 
cent. Until 2000, beer accounted for 78 per cent of the 
total output of alcoholic beverage drinks. In 2001, beer 
output reached 22.74 million tons (see Exhibit 1). 
After nine years of being the second largest beer mar- 
ket, China overtook the United States as the world’s 
largest beer producer in 2002. 

The beer brewing process consists of four basic 
but sophisticated procedures: making malt, boiling, 
fermentation and aging. The beer industry was con- 
sidered both capital- and technology-intensive; 
therefore, entry barriers into the industry were quite 
high.* Moreover, brewing equipment needed to be in 
line with strict sanitation standards, and beer com- 
panies were difficult to transform into other busi- 
nesses. As a result, many brewers had to struggle for 
survival despite continuous losses. Furthermore, 
more than 90 per cent of beer producers in China 
used glass bottles. Due to the drawbacks of glass 
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bottles, such as their friability and short shelf-life, pro- 
ducers had a small market coverage. Consequently, re- 
gional markets were largely dominated, usually with 
no more than three beer companies. Compared with 
multinational companies, whose normal production 
capacities were more than 10 million tons annually, 
most Chinese beer producers were on a smaller scale, 
with approximately 200,000 tons in annual output 
capacity. 


Industry Competition Competition was extremely se- 
vere in the beer industry in China. Most companies 
sought to differentiate their products by packaging, 
because they all shared similar core technologies and 
techniques purchased from developed countries. Al- 
though there were more than 1,000 kinds of beers in 
the United States, almost all the beers in Chinese 
market were ales. Due to the similarities in taste, 
most beer brands competed by means of advertising, 
price-cutting and government protection. Manage- 
ment, marketing and production scales became key 
factors in determining competence.” Since the re- 
moval of investment constrictions in the beer indus- 
try in 1994, more than 700 beer companies had 
emerged. Most of them were small, poorly equipped 


Beer Output and its Growth in China, 1980 to 2001 (in 000s tons) 
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Financial Indices of the Beer Industry in China (RMB millions) 


Indices 


Production value 328.0 
Output (10,000 tons) 1,681.9 
Sales revenue 363.0 
Earning before tax 80.0 
Profit 22.0 
Profit per ton 130.8 


Increase (%) 1998 


Y2Y Y2Y 
Increase (%) 2001 


Source: Shi Yanping, “Mergers, Acquisitions and Restructuring: An Intensified Integration in the Beer Industry,” C/TIC Securities Research, 


2002, No. 9. 


and badly managed. They were owned by the state or 
a collective and tried to survive by means of local 
protection and price wars. By the end of 2001, there 
were more than 500 beer companies in China, an av- 
erage of one beer company for every three counties. 
However, only 23 companies reached an output of 
more than 200,000 tons annually, accounting for 
50.4 per cent of the total output. Seventy-nine com- 
panies had an output between 50,000 and 200,000 
tons annually, accounting for 20.8 per cent of the 
total output. The lack of economies of scale resulted 
in the loss of 41.7 per cent of the companies in the 
industry. This industry situation encouraged Peng 
Zuoyi to implement his aggressive expansion plan. 
Peng said in a humorous tone: “In front of us are 
wolves, behind us are tigers and in the middle are 
mice. We will beat mice first and then tigers and 
wolves.”® 

After 1996, the beer market changed to a buyer’s 
market, due to the slowdown of demand. The fiercer 
competition reduced the profitability of large com- 
panies, threw medium and small companies into cor- 
ners and slackened the increase of profit and revenue 
in the beer industry (see Exhibit 2.”) The beer indus- 
try had become one of the most competitive and 
market-oriented industries in China. The industry’s 
competition could be divided into three levels. The 
first level of competition was between domestic pro- 
ducers and foreign producers. In the early 1990s, 
more than 50 foreign brands rushed into China and 
seized the high-grade market. The second level was 
the competition among major domestic producers. 
Tsingtao Brewery, China Resources Beer (CR Beer) 


and Yanjing Beer initiated the “big fish eating little 
fish” acquisitions by taking advantage of their strong 
brands and abundant capital. All three, who had a 
production capacity of more than two million tons, 
formed the first group. Harbin Beer, Chongqing 
Beer and Zhujiang Beer formed the second group of 
competitors with a production capacity of about 
one million tons each (see Exhibit 3). The third level 
of competitors was the alliance of middle- and small- 
sized enterprises. Due to their complementary brands, 
technology and management, they chose to respond to 
competition in a cooperative way, by sharing re- 
sources, markets and benefits. 


EXHIBIT 3 
China’s Top 10 Brewers in 2001 (in 10,000 tons) 


Ranking 


Tsingtao Brewery 
Yanjing Beer 

Zhujiang Beer 

Sichuan CR Lanjian Beer 
Golden Star Beer 

Harbin Beer 

Chongqing Beer 
Shenyang CR Snow Beer 
Huiquan Beer 
Jinlongquan Beer 


1 
2 
3 
4 
5) 
6 
7 
8 
9 


— 
Oo 


Source: China Beer Association. 
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At present, global beer consumption amounted to 
130 million tons. Despite having the largest popula- 
tion in the world, China had a per capita beer con- 
sumption of only 18 litres, much less than the global 
average level of 25 litres, and 83 litres, 55 litres and 
30 litres in America, Japan and Hong Kong respec- 
tively. Hence, with improving living standards and 
growth in the rural markets, a steady growth was ex- 
pected in China’s beer consumption. In fact, the 
Chinese market could be described as a combination 
of regional markets, as very few companies were al- 
lowed to engage in nationwide marketing. There was 
a dominant beer producer in almost every major city— 
people from Beijing drank Yanjing beer; Tsingtao 
people preferred Tsingtao beer and Guangzhou people 
were loyal to Zhujiang beer. 


The Three Beer Giants 


In China, Tsingtao Brewery, Yanjing Beer and CR 
Beer accounted for 30 per cent of the national mar- 
ket, and were humorously referred to as the “Three 
Kingdoms.’ 


Tsingtao Brewery Tsingtao Brewery, the former Tsingtao 
Company Stock of the German Beer Corporation, 
established by British and German businessmen in 
1903, was the first beer producer in China. In 1993, 
Tsingtao Brewery was transformed from a state- 
owned enterprise (SOE) to a joint stock company and 
issued H-shares in the Hong Kong Stock Exchange 
and A-shares in the Shanghai Stock Exchange.’ By the 
end of 2001, Tsingtao Brewery had established manu- 
facturing bases in 17 provinces, with a total annual 
capacity of more than three million tons. Tsingtao 
Brewery was the largest brewery with respect to output, 
sales, earnings before tax, market share and export. As 
the most famous Chinese beer brand, Tsingtao Brewery 
focused on high-grade beers and successfully sold its 
Tsingtao Beer, made from Laoshan spring water, to de- 
veloped countries, accounting for half of China’s total 
beer export. 

In spite of its famous brand, Tsingtao Brewery 
market dominance was once surpassed by Yanjing 
Beer and CR Beer, in the mid-1990s. After 1996, 
Tsingtao Brewery switched from its focus on a high- 
grade market to a mass market, to implement its 
strategy of “reducing cost by low-end beer and 
making money by high-grade beer.” Meanwhile, 
Tsingtao Brewery tried to raise its market share 
through a series of acquisitions, building its exis- 
tence from South China to North China with an 
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emphasis on the Yangtze Delta and Zhujiang Delta, 
the most developed areas in China. In the hinter- 
lands, its North Department, Northeast Department 
and Luzhong Department constituted a powerful 
triangle (see Exhibit 4). 


Yanjing Beer The Beijing-based Yanjing Beer (Yanjing) 
surprised Chinese by its quick growth. Established in 
1980, Yanjing Beer’s total assets amounted to RMB6.3 
billion, and its output reached 1.7 million tons in 
2001. Thanks to its 85 per cent market share in Beijing, 
Yanjing Beer was the number one producer in 1995. 
Yanjing also expanded by acquiring companies that 
had large market shares, abundant assets, sound 
management and mature corporate cultures. By the 
end of 2001, Yanjing Beer owned 14 subsidiaries. In 
2000, Yanjing entered Shandong market as a counter- 
attack to Tsingtao Brewery’s acquisition of Beijing- 
based Five-Star Beer. Yanjing acquired Wuming Beer 
and Sankong Beer, which were respectively the third- 
and second-largest producers in Shandong, the 
hometown of Tsingtao Brewery, and which together 
accounted for 25 per cent of Shandong market. 


CR Beer China Resources was one of China’s “win- 
dow companies” in Hong Kong. It successfully ex- 
panded its business from an agent to a well-diversified 
business in both Hong Kong and the Chinese main- 
land. Its principal activities covered retail, beverage, 
food processing and distribution, and textile and pe- 
troleum distribution. In 1993, China Resources set up 
CR Beer Co., Ltd. as a joint venture with South 
African Breweries (SAB). China Resources controlled 
a51 per cent stake of CR Beer. China Resources also es- 
tablished Shenyang CR Snow Beer, Dalian CR Beer and 
Anshan CR Beer, thereby controlling the Northeast 
China market. In addition, CR Beer acquired Lanjian 
Beer, the second largest producer in Southwest 
China. Although most of CR Beer’s management 
were not beer experts, SAB was one of the top four 
beer producers in the world,!° and China Resources 
was also powerful in terms of capital availability.!! 
By the end of 2001, CR Beer controlled 24  sub- 
sidiaries with a total annual capacity of more than 
three million tons. 


Foreign Beer Producers 


In the mid-1990s, nearly 60 foreign beer producers, in- 
cluding Budweiser, Heineken, San Miguel and Carls- 
berg, established joint ventures in China by focusing on 
high-grade markets. However, most were unsuccessful, 
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Tsingtao Brewery’s Organization Chart 


Board of Directors Budsetolsa Executive Committee 


—-——- 


| Supervisory | 
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President Office 
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Source: www.tsingtaobeer.com.cn. 
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due to prices, tastes and positioning strategies incom- 
patible with the Chinese market. Some chose to with- 
draw parts of their investment or retreat from the Chi- 
nese market. Li Guirong, chairman of the board of 
Tsingtao Brewery, made an analysis: 
There are several reasons for foreign brewers’ bad 
experience in China. First, they focused on high- 
grade products while the consumption structure 
is like a pyramid where high-grade market is 
small and highly competitive. Second, they in- 
vested heavily in fixed asset, incurring high costs. 
Third, their personnel, operation and marketing 
expenses are higher than those of local producers. 
Fourth, the marketing methods that work well in 
developed countries prove to be ineffective in 
China due to the immature market and country 
difference. Finally, local brewers know Chinese 
consumers much better than foreign brewers. 


Many foreign brands returned to China after its ac- 
cession into the World Trade Organization in 2001. 
They changed strategies by putting more emphasis 
on localization and affinity and by teaming up with 
local brands, hoping to seize the booming market in 
an incremental way. 


Performances of Listed Beer Companies 


By the end of 2001, there were six listed beer compa- 
nies in China: 


e@ Tsingtao Brewery, 
e@ Yanjing Beer, 
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Lanzhou Yellow River Beer, 
Chongqing Beer, 

Honghe Guangming and 
Tibet Development. 


The average earnings per share (EPS) of the six com- 
panies dropped from RMBO0.23 in 2000 to RMB—0.03 
in 2001, and the average return on equity (ROE) de- 
creased to —2.09 per cent. Tsingtao Brewery’s EPS 
and ROE ranked fifth, thus missing qualifications for 
a rights offer (see Exhibit 5).!? 

In 2001, the price of raw material for beer produc- 
tion rose quickly and pushed up the cost of listed com- 
panies. As a result, the average expenses increased by 
68.76 per cent over the previous year. Again, the sales 
profitability, major business profitability and return on 
assets of Tsingtao Brewery ranked fifth (see Exhibit 6). 

However, Tsingtao Brewery performed best in 
terms of growth of revenue. In 2001, Tsingtao Brewery’s 
major business increased by 40.11 per cent, com- 
pared with the industry average of 22.57 per cent (see 
Exhibit 7). 


Acquisitions 

The Expansion Motivation Among Chinese brewers, 
Tsingtao Brewery was the first to enter the market 
but the last to become market-oriented. In 1996, its 
annual output was as low as 350,000 tons. In the same 
year, Peng Zuoyi, the newly appointed general man- 
ager, set a grand goal for Tsingtao Brewery—to have an 
output of five million tons by 2005, and eight million 


Comparison Among Listed Beer Companies, 1999 to 2001 


Debt/Asset (%) 
Companies 2000 


Yanjing 

Tsingtao 

Chongqing 

Tibet Development 
Lanzhou Yellow River 
Honghe Guangming 
Average 


4.4] 
51.10 
29.85 
39.70 
49.53 
10.53 
30.85 


Source: 2001 Annual Reports of relevant companies. 


Net Profit/Number 
of Shares 


Net Profit/Equity (%) (RMB per share) 


1999 2000 2001 1999 2000 2001 


7.96 
3.47 
BEB) 
9.02 
(44.92) 
6.10 
(2.09) 
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Comparison of Profitability of Listed Beer Companies, 1999 to 2001 


Gross Margins/Sales (%) 


Company 1999 2000 2001 


44.48 
40.14 
49.14 
53.45 
32.89 
46.89 
44.49 


Yanjing 
Tsingtao 


Chongqing 

Tibet Development 
Lanzhou Yellow River 
Honghe Guangming 
Average 


Source: 2001 Annual Reports of relevant companies. 


tons by 2010. In 1993, Tsingtao Brewery got listed on 
the Hong Kong Stock Exchange and raised HK$890 
million, and then raised HK$638 million in the 
Shanghai Stock Exchange in the same year. Sufficient 
capital reserves facilitated Tsingtao Brewery’s acquisi- 
tions. Meanwhile, the resounding “CSH phenome- 
non” further encouraged Peng’s aggressive plan.!4 

Since the 1990s, beer multinational companies 
(MNCs) expanded their business in China through 
establishing factories, acquiring factories or original 
equipment manufacturers (OEM), or entering such 
important markets as the Zhujiang River Delta and 
the Yangtze River Delta. Many gained exclusive sales 
in hotels, which seriously threatened the market for 
high-grade Tsingtao beers. By 1996, the consumption 
of high-grade beer was about one million tons, 
which was six per cent of total beer consumption. 
Foreign brands, Tsingtao Brewery and other brewers 
respectively accounted for 630,000, 300,000 and 
100,000 tons in total volume of high-grade beer con- 
sumption. To respond to the foreign impact, Tsingtao 
Brewery put forward the strategy of “low-cost expan- 
sion, high jump-off point” to raise its market share. 

In addition, the environment was favorable for ex- 
pansion. Tsingtao Brewery was one of the 512 pillar 
SOEs listed by the State Council, one of the 10 beer 
enterprises supported by the Light Industry Institute 
and one of the eight key enterprises listed by Shandong 
municipal government. The strong position made 
the company qualified for many favorable policies 
concerning acquisitions. !4 


Business Revenue (%) 


1999 


Net Profit/Major 
Net Profit/Asset (%) 


2000 2001 1999 2000 2001 


Expansion Strategy Peng judged that Tsingtao Brewery 
was facing a historic opportunity for acquisition of 
other companies: 


First, the government encouraged large compa- 
nies to take over medium- and small-sized enter- 
prises by favorable policies; second, many foreign 
brewers wanted to retreat due to poor perform- 
ance; third, many local government invited Ts- 
ingtao Brewery to acquire some unprofitable beer 
SOEs. 


Thus, Tsingtao Brewery decided to realize an ex- 
traordinary growth, based on the concepts of a “big fa- 
mous brand strategy,’ “pyramid ideology,” “low-cost 
expansion, high jump-off point,” “fresh rate manage- 
ment” and “regional department system.” The “big fa- 
mous brand strategy” was considered the core of its 
company strategy, implying that the Tsingtao brand 
facilitated growth and interactively enhanced the value 
of other companies that were associated with it. Before 
1996, Tsingtao Brewery considered itself a “nobleman” 
and focused on high-grade products. Unfortunately, it 
was finally surpassed by Yanjing Beer, which focused 
on medium- and low-grade products. The “pyramid 
strategy” was intended to form a high-medium-low 
product structure for creating more market space (see 
Exhibit 8). The “fresh rate management” was a quality 
strategy to ensure that customers living in Tsingtao 
could drink fresh beer produced within one week, and 
customers in Shandong province could access the beer 
produced within one month. 
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EXHIBIT 8 
The Product Pyramid 


Superior beer —— 
Tsingtao beer 


High-quality beer 


Average beer 


Tsingtao Brewery 
beer family 


Preparation Tsingtao Brewery held that proposed ac- 
quisitions should be low cost and profit-oriented to 
avoid possible burdens. Tsingtao Brewery made de- 
tailed plans to guide acquisitions: 


e@ The Development Department organized other 
related departments, including finance, produc- 
tion and quality control, to conduct a feasibility 
analysis. Final decisions would be made by the 
board. 


e@ All acquisitions adhered to four principles: (1) rea- 
sonable market arrangement: a target should have a 
minimum market circle with a radius of 150 kilo- 
metres without overlap with other subsidiaries; 
(2) significant demand potential: the local popula- 
tion density, consumption level and consumption 
habit should be in line with beer sales; (3) qualified 
staff: teams were to be created with skillful workers 
and experienced managers and (4) a balance of 
short-term and long-term interests. 


e Annual investment budget should be approved 
by the board, and each acquisition should be 
sanctioned by the general manager. 


@ Any investment of more than RMB10 million was 
to be evaluated by the board. 


@ Restrictions on the size of the deals: no more 
than RMB10 million for a capacity of 30,000 
tons and corresponding production startup in- 
vestment should be no more than RMB5 million; 
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no more than RMB30 million for a capacity of 
50,000 to 60,000 tons and corresponding produc- 
tion startup investments should be no more than 
RMB15 million. 


To facilitate the expansion plan, Tsingtao Brewery 
adjusted its organization structure accordingly. First, 
it switched to a regional department system, and set 
up South China Holdings, East China Holdings, 
North Department, Northeast Department, Huaihai 
Department, Luzhong Department and Southwest 
Department. In the new system, Tsingtao Brewery 
was the hub of the entire system, controlling strategic 
decisions, capital operations, and investment and 
corporate culture. Regional departments were re- 
sponsible for making profits and regional manage- 
ment decisions, and all subsidiaries were in charge of 
quality control and cost control. 

Tsingtao Brewery established the Development De- 
partment, which specialized in acquisition implemen- 
tation, and the Investment Management Department, 
which specialized in after-acquisition integration.'> 
The Investment Management Department generally 
entered the acquired subsidiary when negotiations 
ended. The five employees of this department were in 
charge of transplanting Tsingtao Brewery’s manage- 
ment model, harmonizing the relationship between 
subsidiaries and headquarters, and monitoring pro- 
duction and operation. Upon receiving complaints 
from the subsidiary, the Investment Management De- 
partment made on-site investigations and handled 
possible problems. Each month, the department 
would submit two reports on the acquired subsidiaries 
to the board: one on production and operation and 
the other on sales performance. Both reports were the 
basis for the subsidiaries’ performance appraisal.!° 
The chief executives of all subsidiaries were called to 
headquarters to make reports every half year. 


Integration Plan The transplant of the Tsingtao Brewery 
model was regarded as the core of integration. The 
so-called Tsingtao Brewery model consisted of one 
core, six systems and two supports. One core referred 
to a combination of scientific and strict management 
and harmonious interpersonal relationships. Six sys- 
tems included quality assurance, production, human 
resource management, marketing, financial manage- 
ment, and development and innovation systems. Two 
supports were technologies and corporate culture. 
To implement the integration, Tsingtao Brewery 
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established an integration team led by a vice general 
manager. The team would enter the acquired target 
when negotiations were completed and stayed only 
until the target passed its final examination. Duties 
of the team included the following: 


1. Inoculating Tsingtao Brewery culture—The team 
focused on people, publicizing the history of 
Tsingtao Brewery and educating employees to 
share the honors and duties. Tsingtao Brewery 
tried to make employees more aggressive through 
post-competitions in acquired subsidiaries. More- 
over, subsidiaries set positions paralleled to those 
of Tsingtao Brewery and introduced an interac- 
tive selection system in which employees elected 
their favorite managers, and managers selected 
employees. Staff training was another key ele- 
ment. Tsingtao assigned experienced workers to 
educate workers in newly acquired organizations 
and organized face-to-face training courses. Finally, 
Tsingtao Brewery emphasized internal promotion 
and annual salary bonuses. Managers were re- 
quired to sign subcontracts with subordinates to 
spread out responsibilities. 


2. Building rules and systems to enforce the Tsingtao 
Brewery model—Most of the targets set out by 
SOEs did not have effective regulations and man- 
agement systems. The rules and systems of the 
team required that all new mergers were well- 
organized and systematic without repetition, and 
overlap was to be abided by all employees. After a 
thorough investigation, the team was expected to 
make suggestions for improvements in nine areas 
that included general management, material, 
production, statistics, equipment, computation, 
human resources, finance and marketing. Mean- 
while, the subsidiaries were required to work out 
a detailed schedule and arrangement of duties 
under the supervision of the team. The team 
would re-examine and confirm the working 
schedule after one or two months and provide a 
formal appraisal and further suggestions about 
half a year later. 


3. Implementing the ISO 9000 system—Tsingtao 
Brewery’s ISO team consisted of members who 
were well-trained and had related certifications. 
When the acquired subsidiary reached basic qual- 
ifications, the ISO team would provide on-site 
guidance. Before formal authentication, the ISO 
team would conduct a pre-authentication. 
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4. Sharing market networks—Subsidiaries were ex- 
pected to implement a marketing system charac- 
terized by fresh rate management, direct supply, 
intensive networks and market expansion. The 
implementation would be conducted by the mar- 
keting and sales department, as well as by the ac- 
quired subsidiary. The detailed measures of this 
system included segmenting the market accord- 
ing to the pyramid ideology, fully utilizing the 
Tsingtao brand, enhancing the value of local brands 
and carefully positioning products, strengthening 
market networks, implementing fresh rate manage- 
ment, enhancing market management and feed- 
back, and establishing a common information and 
fund network to share resources. 


5. Establishing a financial management system focus- 
ing on complete budget management," cost control 
and fund management—The subsidiary needed 
to improve its financial structure and strengthen 
its financial analysis and cost control. In addition, 
Tsingtao Brewery sent a financial director to each 
subsidiary. 


6. Absorbing the Tsingtao Brewery techniques—As 
soon as the acquisition was complete, a technique 
team would be sent to diagnose the production 
operation of the subsidiary, and recommend 
improvements to its product quality, technique 
design and production procedure. The head- 
quarters would review the improvements, exam- 
ine beer quality periodically and organize beer 
contests. 


Acquisitions By April 2002, Tsingtao Brewery had ac- 
quired 47 beer companies in 17 provinces. The total 
output of the acquired companies reached 2.02 million 
tons in 2001, which was approximately 80 per cent of 
the total output of Tsingtao Brewery. 

In 1994, Tsingtao Brewery took over Yangzhou 
Beer for RMB80 million, starting its expansion bat- 
tle. It then acquired Xi’an Hans Beer in 1995. In 1997 
and 1998, Tsingtao Brewery merged two and three 
small beer companies respectively in Shandong 
province. Most acquisitions happened in 1999 and 
2000, when Tsingtao Brewery purchased a total of 
30 companies. In 1999, Tsingtao Brewery took over 
14 beer companies—half of them located out of 
Shandong province—with a total output of 1.5 mil- 
lion tons for a cost of more than RMB400 million. In 
2000, Tsingtao Brewery acquired 16 companies with 


a total output of 1.2 million tons for about RMB600 
million. It purchased controlling stakes of Shanghai 
Carlsberg, Beijing Five Star and Beijing Sanhuan Beer 
for RMB150 million, US$10 million and US$12.5 
million respectively. In 2001, Tsingtao Brewery 
slowed down its expansion and acquired only nine 
companies with a total output of 600,000 tons for 
RMB260 million (see Exhibit 9). The frequent acqui- 
sitions resulted in a sharp increase in asset and pro- 
duction capacity (see Exhibits 10 to 13). As Peng 
commented, “We are in battle for 360 days a year.” 

In 2000, those subsidiaries that had joined Tsingtao 
before the end of 1999 achieved output of 927,500 tons 


EXHIBIT 9 
Geographic Distribution of Acquired Subsidiaries 
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(up 57.6 per cent year to year), revenue of RMB2.47 
billion (up 123.8 per cent year to year) and profit of 
RMB63.4 million (up 580 per cent). Meanwhile, 
subsidiaries that had joined Tsingtao Brewery be- 
fore the end of 1998 produced 551,600 tons in 2000 
(up 60.11 per cent year to year), reaching a revenue 
of RMB1.74 billion (up 93.58 per cent year to year) 
and profit of RMB96.1 million (up 379 per cent 
year to year). The most significant example of 
growth was Xi’an subsidiary that raised its output 
from 25,000 tons in 1996 to 180,000 tons in 2000, 
turning a loss of RMB24.3 million into a profit of 
RMB75.4 million. 


MAP OF CHINA 
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Asset Increase of Tsingtao Brewery, 1997 to 2001 
(in RMB100 million) 
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Risks and Challenges 


Tsingtao Brewery adopted various acquiring means, 
including bankruptcy and bearing debt and mergers 
with the benefit of interest exemption.!® Many ac- 
quired companies had a heavy debt burden, due to 
the high interest rate in the 1980s, when most of 
these companies were founded. Tsingtao Brewery 
promised to repay the principal when the acquired 


EXHIBIT 11 


Changes in Tsingtao Brewery Output, 1978 to 2002 
(in 10,000 tons) 
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Source: “Tsingtao Brewery Strategic Expansion,” www.holyhigh.com. 
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companies began making profit, under the condition 
of interest exemption. Tsingtao Brewery’s integration 
effort won praises from some local governments: 
“Companies that foreigners and local people felt 
[were] helpless have been activated, showing the 
value of Tsingtao Brewery model.” 

However, the low acquisition cost may have im- 
plied a high integration cost.!? One symptom was 
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EXHIBIT 12 
Acquired Assets and Liabilities by Year (RMB10,000) 
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Source: Company files. 


the high expenditure of technology improvement, Tsingtao Brewery spent much resources in saving 

which ranged from millions to tens of millions (see them, which may negatively influence Tsingtao 

Exhibit 14). Wang Wei, a mergers and acquisitions itself rather than achieving economies of scale. 

(M&A) expert said: A research fellow of an investment bank pointed out: 
Tsingtao Brewery’s acquisitions have obvious char- Peng’s aggressive plan has brought about huge fund 
acteristics of a planned economy. Though many pressure to Tsingtao Brewery. With the excuse of 
targets are problematic and should bankrupt, economies of scale, many useless companies joined 

EXHIBIT 13 


Change in Acquired Capacities by Year (in 10,000 tons) 
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Investment In Technology Improvement and Policy Benefits by Year (RMB10,000) 
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Tsingtao Brewery. Taking into consideration ... 
possible government intervention behind the 
scene, these kinds of acquisitions will do harm to 
Tsingtao Brewery’s profitability in the end. 


Wu Feng of the Investment Management Depart- 
ment said: 


Seemingly, many acquired companies have many 
difficulties in product quality and market expan- 
sion. The fundamental reason for it is poor man- 
agement. ... Sometimes they prefer plots to 
strategies and prefer maneuvers to plots. 


Zhang Ruixiang, the securities representative of 
Tsingtao Brewery, said: 


Frankly speaking, few acquired companies are 
profitable because we acquired many problem 
companies. Despite an increase in market share, 
profit decreased. Even if Peng was alive, he would 
have slow[ed] down expansion due to [the] cur- 
rent situation. 


The Quality Management Department found in 
investigation: 


Tsingtao Brewery’s subsidiaries are rather scat- 
tered and it is really a challenge to manage so 
many companies. Frequent price wars often lead 
to bad product quality or less profit despite heavy 
investment. Some managers ignored quality 
control and internal management. 


1999 2000 2001 2002 


I) Policy benefits 


In December 1994, Tsingtao Brewery took over 
Yangzhou Beer Factory in Jiangsu province at a cost of 
RMB80 million. Despite its estimated annual capacity 
of 50,000 tons, the factory only realized an output of 
20,000 tons. After consuming a lot of money in tech- 
nology improvements, the factory failed to increase 
its sales. As a result, it suffered a loss of RMB50 mil- 
lion despite doubling its output in three years. How- 
ever, Tsingtao Brewery had forecasted optimistically 
that Jiangsu province was a high-potential beer mar- 
ket without any influential brewer. Peng concluded in 
an emotional tone: 


Hereafter, never will Tsingtao Brewery make any 
acquisitions beyond its advantage and ability, 
any acquisitions without sound growth prospect 
and any acquisitions with high cost and low 
profitability. 


Tsingtao Brewery’s daring acquisitions had been 
questioned by investors again and again. Its stock 
price declined after every announcement of acquisi- 
tion was published. During the 1995 to 2001 period, 
the Hang Seng index climbed 45.3 per cent while the 
stock price of Tsingtao Brewery decreased by 52.4 per 
cent. With the increase of output, its profit declined 
year by year. In 1993, it reached an output of 300,000 
tons with a profit of RMB225 million. In 1995, 2000 
and 2001, its profit dropped to RMB170 million, 
RMB92 million and RMB103 million respectively. 


In its 2001 annual report, Tsingtao Brewery attrib- 
uted the poor performance to the heated competi- 
tion, negative policy and management turnover: 


Initiated by our company, the beer industry is un- 
dergoing restructuring. Beer giants all choose 
[the] purchase of medium- and small-sized com- 
panies as their strategies, resulting in the changing 
of competition pattern. Beer giants have all pene- 
trated some key regional markets, seizing market 
shares, and intensifying competition.”° Since May 
1, 2001, the consumption tax has been raised 
from 220 to 250 yuan per ton for beers with a 
price of more than 3,000 yuan per ton, reducing 
our profit by 10 million yuan. In the second half 
of 2001, beer consumption dropped greatly and 
the sales growth rate decreased from 4.6 per cent 
in the first half to —0.6 per cent in the second 
half. Sales decreased by 38.5 per cent in the fourth 
quarter over the third quarter in [the] medium 
and high-grade market. The sudden death of Peng 
Zuoyi, our former general manager, did influence 
the company’s operation, sales, and staffs. 


Nonetheless, its poor performance was consid- 
ered the result of an unsuccessful integration by 
some analysts.?! According to a report by Nomura 
International Hong Kong, half of the 46 acquired 
subsidiaries were running a deficit in 2001. Among 
46 acquired subsidiaries, South China Department, 
Xi’an subsidiary and Tsingtao subsidiary made a profit 
of RMB150 million, RMB80 million and RMB170 
million respectively. Comparatively, Tsingtao Brewery 
suffered a severe loss in the region of East China, 
North China and Northeast China, even in the two 
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largest cities, Shanghai and Beijing (see Exhibit 15). 
Jin Zhiguo admitted that:?? 


Among all the acquired subsidiaries, one-third 
are profitable, another one-third are losing 
money and the remaining subsidiaries narrowly 
make ends meet. Except for Tsingtao and 
Weifang, Tsingtao Brewery failed to gain a market 
share of more than 30 per cent in all neighboring 
markets. This high-investment-low-profit situation 
will definitely lead to an increase in sales expenses 
and consequently influence profitability. 

Losses may be attributed to several reasons. 
The first is the poor cost control, loose budget ex- 
ecution and high-cost marketing operation; the 
second is the unreasonable product structure, low 
price and low profitability; the third is the lack of 
modern marketing concepts and techniques and a 
scientific analysis of marketing plans. 

We have invested in 48 subsidiaries which 
requested a lot of capital and managers. We now 
feel that it is hard to meet these requirements. We 
have sent too many people from headquarters 
into the integration process. Some employees 
from headquarters considered themselves gods 
and looked down upon local managers, turning 
the integration into an individual show. 


Sun Mingbo, the vice-general manager of Tsingtao 
Brewery and chief in M&A, said: 


Hubris did exist in the process of acquisition. 
Sometimes we underestimate competitors, and 
sometimes we are overconfident in our brand 
power. The lack of talented people is the primary 
bottleneck of integration. Tsingtao Brewery does 


The Most Profitable and Unprofitable Subsidiaries in 2001 (RMB10,000) 


Subsidiaries Assets 


Ranking 


Xi’an 50,179 
Shenzhen Asahi 83,591 
Shenzhen Sales 11) Se) 
Last Beijing Sanhuan 29,163 
Second last East China Sales 3,631 
Third last Xingkaihu 13,955 


Source: 2001 Annual Report of Tsingtao Brewery. 


Major 
Business Net 
Revenue Profits 


66,792 6,483 
39,122 6,333 
69,641 2,611 
12,674 (3,590) 
6,287 (3,573) 
4,595 (1,716) 
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EXHIBIT 16 
Number of Acquired Employees by Year 
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have a scientific integration method, but reality is 
always different from what you expected. 

In China’s SOEs, employment is the utmost 
issue and also a focus of local government. Thus 
it is difficult to shut down a factory without con- 
sidering the local employment, so you have to act 
cautiously [see Exhibit 16]. Many employees had 
outdated concepts and reimbursed all their 
expenses including family expenses. It would take 
a long time to change their mindsets. It is a big 
challenge to prepare enough managers because 
internal training is time-consuming and external 
recruitment is often unsuccessful. 

Zhang Ruixiang said: 

What worries us most are Shandong province 
and Northeast China, where there is heated com- 
petition or low consumption ability. We try to 
minimize our losses. In South China and coastal 
regions, there is a huge growth potential. With 
the government’s favorable policies, the demand 
in western regions will increase gradually. 


Admittedly, some integration turned out to be very 
successful, such as the South China Department. Led by 
Yan Xu, a competent professional manager recruited by 
Peng Zuoyi, Tsingtao Brewery’s market share increased 
184 per cent in South China in one year. Some sub- 
sidiaries, including Sanshui, Zhujiang and Shenzhen 
Asahi, made considerable profits in the same year they 
were acquired. Yan Xu said: 


The successful integration should be attributed 
to both sound conditions of these companies 
and strong integration ability. A favorable factor 
is that Southern people have a strong market 
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2002 


consciousness and make analysis from a pure 
business perspective, making it easy to establish a 
cooperative relationship. 


According to Tsingtao Brewery’s acquisition strat- 
egy, Tsingtao Brewery should send three managers— 
the general manager, chief engineer and financial 
director—to each subsidiary. It was hardly possible 
to prepare more than 100 managers for these sub- 
sidiaries in a short period. Jin Zhiguo admitted that 
what Tsingtao Brewery needed most was effective man- 
agement. From the eyes of the media, Tsingtao Brewery 
was still in an SOE style. Executives at the general man- 
agement level still had administrative titles equivalent to 
those of government officials, making turnover a difficult 
decision. In order to eliminate government intervention, 
Jin planned to recruit vice general managers publicly. 

Brand integration was another challenge. Having 
acquired several companies in the same regions, 
Tsingtao Brewery found itself trapped in two conflicts— 
conflict between different local brands and conflict of 
local brands and the Tsingtao Beer brand. As an illus- 
tration, Tsingtao Brewery took over three factories in 
Weifang—Weicheng, Shouguang and Angqiu. Tsingtao 
Brewery made Weicheng produce Lanzai beer, a local 
brand owned by Shouguang. However, the two com- 
panies had been direct competitors for years and could 
not sit together to resolve discrepancies. As a result, 
Tsingtao Brewery still lost money despite its 80 per 
cent market share in Weifang. Although Tsingtao 
Brewery wanted to shut down some factories, it was 
committed to not reducing staff. Taking into consider- 
ation the probable resistance from local government, 
Tsingtao Brewery had to give up this idea. 


As expressed by an expert, Tsingtao Brewery was 
very careful in using its core brand: 


Tsingtao Brewery didn’t give everything to its sub- 
sidiaries. For example, beers with the brand 
“1903” could only be made [at Tsingtao head- 
quarters]. As far as the use of brands is concerned, 
subsidiaries either adopted original brands plus 
“Produced by Tsingtao Brewery” or put “Tsingtao 
Brewery” before the original brand names. No ac- 
quired subsidiary could use the core brand name, 
avoiding the risk of destroying this valuable asset. 


Tsingtao Brewery had more than 100 brands, and the 
output for its core brand had reached 600,000 to 
700,000 tons in 2001, about one-fourth of total out- 
put. A consultant analysed: 


Tsingtao Brewery’s core brand should realize an 
output of one million tons or one-third of the 
total. Moreover, it should develop several re- 
gional brands such as Hans and Five-Star as the 
second rundle. Other brands should go their own 
way to form the third rundle. 


Though Tsingtao Brewery had regained the position 
of top seller, an article pointed out sharply: 


Companies acquired by Tsingtao Brewery each do 
things in their own way, continuing [the] original 
brand, original production line and sales region, 
and the only change is the beer itself. The output 
of 1.8 million tons in 2000 was nothing but a sim- 
ple sum of all subsidiaries. The largest single- 
factory output of Tsingtao Brewery is 400,000 
tons; much lower than the 800,000 tons of Yanjing 
Beer. Tsingtao Brewery is probably the only brewer 
that has so many small-sized subsidiaries with so 
many brands in the world. On average, the capac- 
ity of each subsidiary is as small as 45,000 tons.”° 


An investigation by the investment management 
department found: 


Since each subsidy has its own sales team, there 
are some overlap of sales networks and internal 
conflicts in the same market sometimes. 


In addition, it was a real challenge to hold a meet- 
ing of chiefs of all subsidiaries due to the difficulty in 
time arrangements and the huge travel costs. Li 
Guirong was worried: 


The size expansion and increase in management 
levels have caused information delay and distor- 
tion and some wrong executions. If we do nothing 
with this, Tsingtao Brewery will definitely catch 
the so-called “big company disease.” 
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Tsingtao Brewery’s financial condition was not 
optimistic either. By mid-2001, its debt-asset ratio 
was 56 per cent, and its current ratio and quick ratio 
were on the low side. Meanwhile, its short-term loan 
and liquid liabilities reached RMB2.5 billion and 
RMB4.3 billion respectively. Without the financing 
cash flow, its net cash flow would have been negative 
for two consecutive years. After raising RMB787 
million through seasoned offering in February 2001, 
its financial condition improved greatly, and the 
debt-asset ratio dropped to 40 per cent. However, 
Zhang Ruixiang said: 


In the beer industry, a debt-asset ratio of 60 per 
cent is reasonable due to the capital-intensive na- 
ture of beer industry. Since the production cycle 
of Tsingtao Brewery is relatively long, it should 
have a reasonable debt-asset ratio. 


Frequent acquisitions also pushed up its opera- 
tion and management expenses. In 1998, the opera- 
tion and management expenses of Tsingtao Brewery 
were RMB402 million, about 76.3 per cent of major 
business profit. By 2001, the number rose to RMB1.380 
million and 88.4 per cent respectively. Meanwhile, the 
corresponding expenses of all subsidiaries rose from 
the RMB85.4 million in 1998 to RMB929.4 million 
in 2001, increasing by 1,088 per cent. The correspon- 
ding profit increased from the RMB91.2 million in 
1998 to RMB889.7 million in 2001, increasing 976 
per cent.74 


Facing the Crisis 


Jin Zhiguo earned fame through the successful inte- 
gration of Tsingtao Brewery Xi'an Company. After 
the acquisition of Xi’an Hans Beer in 1995, Jin was 
appointed as the new general manager in 1996. At 
that time, Tsingtao Brewery’s market share in Xian 
was less than one per cent, and the output was as low 
as 20,000 tons, resulting in an annual loss of RMB24 
million and a debt-asset ratio of 64 per cent. By 
counting beer bottles in the open market every night, 
Jin obtained first-hand sales information. Then he 
managed to smooth the sales network channel and 
stimulate dealers. Within four years, Tsingtao Brew- 
erys market share jumped to more than 90 per cent 
with a profit of RMB70 million. A small change re- 
flected Jin’s management style: two-thirds of the gen- 
eral manager’s office in the Tsingtao Beer Tower had 
been the manager’s working area and one-third had 
been for meeting guests before Jin moved into office. 
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Now only one-third was used for working and two- 
thirds had been allocated to guests. 

After taking the post, Jin suddenly stopped the un- 
reasonable expansion of Tsingtao Brewery and con- 
ducted only two acquisitions in one year. Recognizing 
the importance of integration, Jin held that Tsingtao 
Brewery should change its strategy from “growing 
large to become powerful” to “growing powerful to be- 
come large.” He said: “Acquisition is only a means 
while integration is essence!” 

Jin had his own experience of integration: 


Integration teams should be concerned with the 
emotion of their staff. It needs to be borne in 
minds that you should not act as a god, and 
rather as a missionary assisting them in trans- 
forming concepts and improving management 
and technology. 

The after-acquisition integration is actually a 
Revolution, of which the most important part is 
concept transformation. 


Jin also called on a slogan of “Speculating today on 
the prospect of the future”: 


No company alone can monopolize the beer 
market in China. The future market would be 
dominated by five to 10 regional giants. There is 
no need for Tsingtao Brewery to exert its force in 
every corner and fight for every regional market. 
Thus the market competition will become more 
rational rather than destructive. 


A focus on integration doesn’t necessarily mean a 
slowdown of growth. Jin explained: 


Hereafter, Tsingtao Brewery should help each 
subsidiary to develop its full potential and 
strengthen market development. Meanwhile, 
Tsingtao Brewery will choose suitable targets in 
non-existence market or high-consumption mar- 
ket to perfect its market arrangement. 


Jin Zhiguo, a practice-oriented person, investi- 
gated all the subsidiaries within two months after his 
inauguration. His final conclusion was that Tsingtao 
Brewery should make a strategic transformation, 
from “growing large to become powerful” to “growing 
powerful to become large,” from external expansion 
to “system integration and mechanism innovation so 
as to enhance core competence.” Jin said: 


Tsingtao Brewery has merged 47 beer companies 
and set up nine regional departments or holding 
companies with a sales team of more than 5,000 
people. Cost is rising, hierarchy is becoming 


more and more bureaucratic, and power-control 
and self-interest is moving in the wrong direc- 
tion. The “big company disease” is worsening due 
to the concentration of operation risk. 

Tsingtao Brewery is still a production and 
finance oriented company in that its complete 
budget management emphasizes control rather 
than market. 


Jin Zhiguo had a strong sense of crisis: 


Guided by the Big Famous Brand Strategy, Tsingtao 
Brewery has made significant achievements. 
However, these achievements were a result of the 
maladjustment of foreign brewers, the poor man- 
agement of most domestic companies, the lack of 
dominant players in the industry, the inertia of a 
long-history company and the grasp of opportu- 
nities. We are still young and immature and 
should be aware of continuity and cruelty of 
competition. 

God only blesses those who are well prepared. 
To face changes, Tsingtao Brewery should focus 
on developing its core resources from now on, 
which is beer itself including beer-related people, 
technology, networks, brand, and so on. 

What helped Tsingtao Brewery survive over 
the past 100 years were results of its brand, prod- 
uct as well as its culture—the most important 
factor. The culture management of Tsingtao 
Brewery still needed improvement. The highest 
destination of beer business is making it an art 
and taking into consideration the cultural char- 
acteristics of beer. 

If the size of a company doubled or tripled 
in a short time, former operation models must 
be updated and the company’s environment, 
mission and core competence shall be adjusted 
accordingly. 


A comment in China Business said: 


The major challenge of Tsingtao Brewery is to 
integrate the different cultures and values of 
more than 40 subsidiaries. Discrepancy of value 
is considered the primary reason for the failure of 
most acquisitions in the world. Though Tsingtao 
Brewery has a 100-year history and rich culture, it 
also has a malpractice of old SOEs including the 
obscure property rights, poor incentive systems, 
and a lack of professional managers. Moreover, it 
acquired various kinds of enterprises including 
SOEs, foreign invested companies, joint ventures 
and collectively owned enterprises, which have 
different cultures and values.?° 


Overlooking the beautiful beach of Tsingtao, Jin 
Zhiguo fell into deep thoughts. What should he do to 
reorganize the jumbled system, integrate various re- 
sources and enhance the performance so that Tsingtao 
Brewery could “grow powerful to become large”? 


ENDNOTES 

1. Yuan is the basic unit of the Chinese currency, Renminbi (RMB), 
which literally means “the people’s currency.” In 2003, US$1 was 
equivalent to 8.28 yuan. 

2. Yuan Zhaohui, “Tsingtao Brewery in Strategic Restructuring,” 
Securities Market Weekly, August 12, 2002. 

3. According to the board’s announcement, Jin Zhiguo possessed the 
capability and experience of whole programming and leadership, 
and had strategic vision, as well as a strong innovative conscious- 
ness. He would surely endure more risky and challenging tasks. 

4. It takes about RMB500 million to build a well-equipped beer fac- 
tory with a capacity of 100,000 tons. 

5. In the first three quarters of 2001, 41 per cent of beer companies 
lost money. The 90 large beer companies accounted for 55.9 per 
cent of the total sales and 60.2 per cent of the total profit, the 144 
middle-sized companies accounted for 23.9 per cent of the total 
sales and 24.96 per cent of the total profit. 

6. The beer industry concentration in China was relatively low. By 
1999, there were only 19 companies with an annual output of 
200,000 tons, accounting for 35.3 per cent of the total output. In 
comparison, the top 10 manufacturers controlled 94 per cent of the 
market in the United States, and 48.2 per cent by A-B alone. In Japan, 
the top four manufacturers grabbed a 80 per cent market share. 

7. In 1997 and 1998, the sales per ton decreased by 7.5 per cent and 
4.99 per cent respectively on a year-to-year basis. 

8. “The Romance of Three Kingdoms” was one of the most popular 
historical novels of China. The story tells of the epic battles 
among the three kingdoms for the dominance of all of China, 
from 184-286 AD, a total of 96 years. 

9. A share referred to the stock issued by a mainland company in 
domestic stock exchanges, and denominated and traded in RMB. 
H share referred to the stock issued by a mainland company in 
the Hong Kong Stock Exchange, denominated and traded in 
Hong Kong dollars. 

10. SAB was a public company listed in London and South Africa, and 
the second largest beer producer in the world in terms of sales. 

11. By the end of 2002, China Resources’ assets amounted to HK$56 
billion with a revenue of HK$32.2 billion. The company had 
80,000 employees and five listed companies, as the largest Chinese 
enterprises in Hong Kong. 
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it had invested in more than 100 joint ventures in various indus- 
tries, including beer, rubber and so on, with a total investment of 
RMB2.5 billion. It also reorganized Beijing Beer Factory, 
Hangzhou Beer Factory, Yantai Beer Factory, etc. to form the 
China Beer Holdings registered in Bermuda, and then made an 
initial public offering (IPO) in Toronto. More recently, CSH sold 
beer assets to Asahi, a Japanese brewer. 

Such favorable policies included interest exemption, exemption 
of value-added tax (VAT), consumption tax, operation tax, city 
maintenance and construction tax, additional education ex- 
penses, land tax and other local taxes temporarily and exemption 
of Fixed Asset Investment Tax Suspended. 

These two departments were later integrated into one depart- 
ment: the Strategic Development Department. 

The centre for economic responsibility appraisal was a budget 
management system in which development plans were made on 
the basis of the economic objectives of Tsingtao Brewery. Perfor- 
mance appraisal was a quantitative description of profit, output, 
sales and asset objectives. 

A complete budget was an integration of the operation budget, 
the capital expenditure budget and the financial budget. Sub- 
budgets were well connected and coherent. A complete budget 
started from operation objectives, analysed and forecasted market 
demand, focused on the sales budget and included aspects such as 
production, cost and cash income and expenditure. The complete 
budget also analysed the influence of operation activities on fi- 
nancial conditions and profits and ended with a foreseeing finan- 
cial report. 

In an acquisition by bearing debt, the acquirer gained all assets 
and debts of the target without any payment. Thus, the acquiring 
company could increase its capacity quickly if only liquid funds 
were available. 

It would take RMB6 billion to invest in a new company with an 
output of two million tons, while an equivalent output could be 
achieved through acquisitions for only RMB1 billion. 

Due to the fury fight between Tsingtao Brewery and Yanjing Beer 
in Shandong province, the 42 beer companies there reached an 
output of 2.8 million tons and raised their sales by 13.2 per cent, 
while profit declined by 21.2 per cent. Meanwhile, profit per ton 
dropped from RMB112 to RMB79, RMBO.01 for each bottle of 
beer. 

CR Beer and Yanjing Beer also encountered a crisis in integration. 
According to the Shandong Beer Association, the three acquired 
subsidiaries of Yanjing were far from making ends meet. Despite 
years of fighting, CR Beer didn’t make a profit until 2001. 
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Tsingtao Brewery Co., Ltd. (B) 


This case was prepared by Shengjun Liu, Richard Ivey School of Business, 


the University of Western Ontario. 


Overview 


fter several months of rumors about the incoming 

successor, the board of Tsingtao Brewery finally 
appointed Jin Zhiguo as the new president in August 
2001. Despite his past achievements, most people con- 
tinued to doubt whether he would succeed. Employees 
were in a state of anxiety; the company was striving 
hard to meet analysts’ expectations, while implement- 
ing internal reform and fighting against its competi- 
tors. It was easy to change the slogan from “Getting 
Bigger to Be Stronger” to “Getting Stronger to Be Big- 
ger,” but turning it into reality was much more chal- 
lenging. Jin was given little time to warm up for the 
new role. He said: 


Even I myself doubted my competence too at 
that time. After all, it will be unforgivable to ruin 
the company. Since I have worked in the com- 
pany for about 27 years, people here know my 
merits and shortcomings well. Some of them 
have been my superordinates. My primary 
achievements were gained in Tsingtao Brewery 
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Xi’An, so no wonder people shed doubt on my 
new role, I had to demonstrate my ability 
through my performance.! 


The first training organized by Jin was a moun- 
tain-climbing game. In the game, Jin acted as the 
guide, and other people, blindfolded, followed him 
hand-in-hand. After finally making it to the peak, 
everyone cried because of the tough journey. Jin 
Zhiguo understood his responsibility better through 
the game, and he said, “No matter how rugged the 
road will be, I am determined to lead them to the 
peak.” 

After a long time of investigation in the com- 
pany’s subsidiaries, Jin had a clear picture in his 
mind and decided to implement an overall restruc- 
turing in organization structure, marketing, brands, 
capital structure, etc. 


A Tough Situation 


After three months of investigation, Jin was quite 
anxious about the situation: 


The quick expansion imposed high pressures on 
the company. Despite a quick increase in output, 
Tsingtao Brewery’s profit decreased significantly. 
Many negative symptoms appeared. Some sub- 
sidiaries boosted their sales and profits, the head- 
quarters had little information about subsidiaries, 
and debts rose to a dangerous level. Moreover, the 
huge difference in technology and management 
across subsidiaries may endanger product quality 
as well as the Tsingtao brand. 


Jin was familiar with these challenges. In his tenure at 
Xi’An, he kept a close eye on the company’s acquisitions 
and gave suggestions to top management from time 
to time. Jin only supported acquisitions that could 


bring about a synergy effect. Jin questioned the com- 
pany’s post-acquisition integration process: 


The previous integration model looks good but it 
was not effective. It lacks adaptation and func- 
tionality. In addition, introducing Tsingtao Brew- 
ery’s management model without adaptation 
may result in “indigestion.” We have to move 
step-by-step cautiously, and make specific solu- 
tions for each company acquired rather than a 
uniform plan. The integration should focus on 
brands, profitability and management. 


Back to the Core 


In order to stop the blind expansion, Jin put forward 
a slogan, which said “What we want is not factory but 
market.” Accordingly, Tsingtao Brewery should put 
more resources into building strong marketing net- 
works and increasing market share rather than mak- 
ing more acquisitions. Jin defined the core compe- 
tence of the company as the following: 


Tsingtao Brewery must focus on its core re- 
sources— the beer. If we successfully build beer- 
related talents, technology, network and brand, then 
the company will have strong core competences. 

Core competence is more concerned with 
“soft” resources, such as values, management 
system, sales channel, upper and lower stream of 
the value chain, brand, network and responsive- 
ness, than with “hard” resources, such as equip- 
ment and technologies. Especially, the company 
should strengthen abilities in four aspects: 
knowledge management, supply chain manage- 
ment, integration of external resources and 
process reengineering. 

Fast expansion urgently requires effective inte- 
gration. A fighter cannot forget to defend while 
attacking. Therefore, post-acquisition integration 
is one of the most important tasks ahead. We will 
not slow down, but we will switch from expansion 
through acquisitions to efficient organic growth. 


Jin made a list of the pros and cons of the com- 
pany. The positives were that the company would en- 
hance its image, product, sales and market position; 
but on the other hand, it would reduce investments 
in or even divest non-core businesses. Jin said: “The 
number one challenge is to change one’s mindset. It 
is a kind of a revolution to discard traditional ideas. 
This is a painful but necessary process.” 
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An important step of divestment was to outsource 
logistics to a third-party logistics company. In the first 
season of outsourcing, its logistic costs decreased by 
36 per cent. Jin said: “The outsourcing of logistics will 
enable Tsingtao Brewery to commit to high quality 
and low cost, and expand geographic coverage.” 

As a means to leverage its financial resources, 
Tsingtao Brewery only acquired 30 per cent, rather 
than a majority stake as it did before in its stake of 
Guangxi Nanning Wantai Brewery Co. According to 
Jin’s strategy, Tsingtao Brewery should learn to co- 
operate with other companies to attain a win-win 
solution. 


Personnel Reform 


Jin made a radical personnel reform after taking the 
post. At the beginning of 2002, seven out of the eight 
business units and 20 out of the 46 subsidiaries 
changed leaders. The number of departments was 
reduced from more than 20 to nine, and manage- 
ment-level staff decreased from more than 300 to 82 
people. Managers were forced to compete for each 
position and received two internal reviews each year. 
Some general managers of subsidiaries were removed 
from their positions and even became unemployed. 
In August 2002, around 80 middle-level managers 
lost their current positions. In addition, the company 
ordered some employees close to retirement age to 
retire ahead of time. According to Jin, the personnel 
reform would be a continuous process: 


For such a large company whose staff and sales 
increased several times in a short period, top 
management must review the management sys- 
tem, culture as well as adaptability to the new sit- 
uation, and then make necessary adjustments. 

Actually, Tsingtao Brewery has no human re- 
source management system. Therefore, it is an 
urgent task to establish this type of system. 

We have to break the so called “communal 
pot” and “iron rice bowl” through competition. 
Roughly speaking, about 20 per cent of the staff 
lost their jobs. 


The new human resource management (HRM) 
system gave more weight to talents. According to Jin, 
everybody has talents, and innovative people were 
special resources and the source of core competences. 
Moreover, in the new system, compensation would 
be based on performance. 
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Process Reengineering Through ERP 


In order to facilitate internal communication and ease 
the “big company disease,” Jin Zhiguo accelerated the 
implementation of enterprise resource planning 
(ERP) introduced by his predecessor. Jin explained: 
“By investing in ERP, we are not chasing fashion but 
upgrading the inefficient management system.”* 

In order to minimize the risk of ERP implemen- 
tation, Tsingtao Brewery first introduced the ERP 
system to its South China Business Unit and then to 
other business units step-by-step. After implement- 
ing ERP in all units, headquarters then merged the 
system at the company level. 

The return of ERP investment was surprising and 
greatly enhanced management efficiency. In the past, 
all heads of the 48 subsidiaries had to fly to Tsingtao 
city for important meetings. Now, what they needed 
was just to push a button to enjoy the convenience of 
video conferencing. Most importantly, ERP made in- 
formation sharing possible at all levels of the company 
with an average employee able to access all public in- 
formation. Even during the nationwide Severe Acute 
Respiratory (SARS) Syndrome in 2003, Tsingtao 
Brewery still held more than 10 video conferences, 
thus ensuring unhindered communications. Jin said: 
“ERP makes it possible for headquarters to oversee 
and guide each subsidiary 24 hours a day.” 

The benefits went beyond that. Through this 
electronic platform, the company integrated all fac- 
tories, hundreds of sales agents and thousands of re- 
tailing units, making all units market-driven and 
customer-oriented. 


Redesigning the Incentive System 


With assistance from Stern Stewart & Corporation, 
Tsingtao Brewery established a management-by- 
objective system which was based on the economic 
value-added (EVA) concept.” In the new system, per- 
formance measurements would be value added in- 
stead of profits. Wang Tianyu, the finance director, 
explained: 


For example, the profit of one subsidiary is 
RMB1.62 million, but actually it is making a loss 
of RMB420,000 according to the EVA method. 
EVA can accurately reflect the real cost of 
capital.° 


Despite its famous brand, Tsingtao Brewery still 
had a state-owned enterprise-style incentive system, 
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characterized by low compensation and egalitarian- 
ism. Though the company promised to give bonuses 
at the end of year, the promise seldom came to 
fruition, due to a high threshold. Now, Jin bravely 
threw away previous practices and significantly in- 
creased compensation for executives and managers. 

Jin Zhiguo admitted that it was hardly possible 
for a president to take care of everything in such a 
large company. Therefore, he delegated each of the 
vice-presidents (VPs) to be in charge of a business 
region and receive performance-related pay. As a re- 
sult, VPs had more autonomy and passion while 
taking more risks and duties at the same time. In the 
past, all top management of subsidiaries had been se- 
lected by headquarters, but now Jin only decided on 
the candidates for the general manager, finance di- 
rector and chief engineer positions. 


Organizational Restructure 


Jin took measures to make the organization structure 
horizontal to cure the big company disease. After re- 
structuring, headquarters was positioned as the cen- 
ter for investment decisions, resource allocation and 
strategic planning. Meanwhile, each business unit 
was positioned as the center for regional manage- 
ment as well as the profit center, and would take care 
of all tasks related to production, marketing, sales 
and finance in its own region. Zhang Ruixiang, the 
company’s representative for securities affairs, said: 


Each business unit can control several sub- 
sidiaries, and each business unit reports to the 
headquarters. In this way, we reduced manage- 
ment levels and enhanced efficiency.” 


With the re-positioning of headquarters, several 
new departments were established: the department of 
strategy, marketing, human resource management, 
management integration and information manage- 
ment. Meanwhile, the finance department expanded 
its functions to include investment and financing 
management, and the political department switched 
its focus to corporate culture. 

Another problem is that most business divi- 
sions were primarily production-oriented instead of 
market-oriented. Therefore, Jin decided to restruc- 
ture the divisions according to geographic coverage, 
factory distribution, production capacity, consump- 
tion demands, traffic conditions, the difficulty of 
management, and so on. Business divisions were cut 
down from 10 to seven. Moreover, all subsidiaries 


were reorganized into independent legal entities and 
the headquarters only assumed limited liabilities. 
After the reorganization, the number of subsidiaries 
was reduced from 49 to 17. 


Strategic Alliances 


According to Jin, Tsingtao Brewery should focus 
more on strategy than tactics. Jin emphasized the im- 
portance of external partners. 


We hired Johnson Stokes & Master as counselor, 
HSBC as financial counselor, PWC as taxation 
counselor, and Stern Stewart as strategy coun- 
selor. These world-class companies can provide 
independent opinions. . .. However, we regard 
their suggestions as a reference rather than ready- 
made plans. 


On October 21, 2002, Tsingtao Brewery and 
Anheuser Busch (A-B) entered into a strategic part- 
nership agreement.’ According to the agreement, A-B 
would buy Tsingtao Brewery’s convertible bonds of 
$182 million, and was entitled the rights to convert 
the bonds into shares within seven years. If all bonds 
were converted into shares, A-B’s stake in Tsingtao 
Brewery would increase from 4.5 per cent to 27 per 
cent. From Tsingtao Brewery’s perspective, this al- 
liance provides a great opportunity to learn from A-B. 
Zhang Ruixiang said: 


A-B has developed an effective method of integra- 
tion during its long history. Hopefully, Tsingtao 
Brewery can transplant these experiences to China 
and integrate its subsidiaries in a better way.? 


As agreed by both sides, A-B will send expatriates to 
Tsingtao Brewery to help improve integration and 
management. A-B representatives would take seats in 
the boards of Tsingtao Brewery. Jin Zhiguo said: 


We initiated the communication of best practices 
immediately. The first phase includes best prac- 
tices in finance, marketing, human resource 
management, quality management and strategy. 
Tsingtao Brewery will take advantage of this 
opportunity to improve corporate governance 
and form a health check and balance among the 
board, top management and supervisory board.!° 


According to the proposal of the A-B team, the 
first phase of communication would center on consis- 
tency of beer quality, standard operation procedures, 
beer techniques and so on. Tsingtao Brewery staff 
were surprised at A-B’s management concept focusing 
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on implementation, continuous improvement and 
details, rational decision based on data analysis, effec- 
tive supervision over material quality, perfect quality 
control and generous investments in quality, environ- 
ment protection and employee safety. After achieving 
quality consistency, Tsingtao Brewery would go on to 
improve production efficiency. 


Integration of Culture and Values 


Post-acquisition integration is one of the most 
challenging things in the business world. In the inte- 
gration process, the change of mindset is especially 
difficult. According to Jin, the key to a successful 
change of mindset lay in instilling, integrating and 
innovating corporate culture. How does one make 
all the subsidiaries accept Tsingtao Brewery’s culture 
of “strenuous enterprising and devotion to society”? 
To solve this problem, Tsingtao Brewery sent special- 
ists to subsidiaries to give cultural training work- 
shops. Meanwhile, the subsidiaries’ representatives 
were invited to the headquarters in Tsingtao to un- 
derstand the culture through first-hand experience. 
Some subsidiaries initiated programs that were 
modeled after the No. 1 and No. 2 factories of Tsing- 
tao Brewery. In addition, the company promoted 
corporate values by means of newspaper articles, 
clubs, and so on, to stimulate the staff’s interest in 
company culture. The company set up a beer mu- 
seum to leverage its long history. In order to minimize 
the resistance from acquired companies, Tsingtao 
Brewery established a dining hall, shed and bath- 
house for their employees. 

Inspired by the successful experiences in the Shen- 
zhen and X7?An branches, Jin Zhiguo firmly believed 
in the value of corporate culture. Tsingtao Brewery 
Xi An, located inland in Western China, was formerly 
a typical company with an outdated mindset and 
poor management. Jin was shocked to find that the 
salesmen only sat in their company offices comfort- 
ably waiting for orders. In order to change their 
mindset, Jin took the lead to visit restaurants to con- 
duct market research. Jin explained to his underlings: 


We have to know, in a given restaurant, how 
much beer is consumed and what percentage our 
beer accounts for? Why do consumers disregard 
our beer? What is wrong with our product?!! 


Tsingtao Brewery also considered the integration 
process an opportunity for headquarters to learn 
from subsidiaries, as illustrated by “investment in 
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product quality will lead to success in the market,” a 
slogan used in Xi’An’s Tsingtao Brewery. It was a quote 
that was put on the first page of Quality First, a book 
published inside the company and designed espe- 
cially for building corporate culture. 

In the process of integration, a key issue is how to 
balance consistency and localization. Some sub- 
sidiaries overemphasized the importance of localiza- 
tion, resulting in poor cultural integration. Therefore, 
Tsingtao Brewery required that the Tsingtao Brewery 


EXHIBIT 1 


Recent History of Tsingtao Brewery 


model should be implemented without any com- 
prise, i.e., “to reform rather than to amend.” 


Building a Learning Organization 


Jin considered that the improvement of a manager’s 
competence was a necessary precondition for sus- 
tainable success. Thus, various workshops and pro- 
grams were held to help the management team 
learn management skills and enhance their internal 


2001 
August 29 
November 14 


December 31 


2002 
April 15 
May 31 


July 1 
July 10 


July 21 


July 30 
August 22 


September 18 


October 21 


2003 
January 20 
February 22 


April 1 
August 15 
November 4 


2004 
February 21 


The board appointed Jin Zhiguo as general manager. 


Tsingtao Brewery acquired 30 per cent stake in Guangxi Nanning Wantai Brewery Co. Ltd. at the 
cost of RMB96 million. 


Tsingtao Brewery invested RMB401 million to establish the Tsingtao Brewery Industrial Park with a 
capacity of 400,000 tons of beer. 


Tsingtao Brewery and Merchants Logistics Co. signed a cooperation agreement. 


Tsingtao Brewery and Tsingtao Beer Festival Office established Beer World, which is the largest 
recreation ground characterized by the city’s beer culture in Tsingtao. 


The Southeast Division of Tsingtao Brewery was founded. 


Tsingtao Brewery established a joint venture in Taiwan with an investment of 1.5 billion Taiwan 
dollars. 


The No. 1 Factory of Tsingtao Brewery initiated an advice-giving program and received 61 
suggestions, thereby reducing the electricity cost by about 20 per cent. 


Tsingtao Brewery and A-B signed an exclusive negotiation agreement. 


Tsingtao Brewery’s net profits, sales and export increased 73, 27 and 61 per cent respectively in the 
first half of 2002 over the same period of 2001. Meanwhile, its market share rose by two percentage 
points to 12.8 per cent. 

In the first eight months, Tsingtao Brewery’s export increased by 99 per cent. Its market share in 
Taiwan jumped to 7.5 per cent. Meanwhile, its share prices increased from HK$2.20 to HK$3.90. 


Tsingtao Brewery signed a strategic investment agreement with A-B. 


Tsingtao Brewery Xi’An announced that it would sell the assets of Baoji Brewery. 


Tsingtao Brewery received 1,619 suggestions from employees and reduced cost by more than 
RMB3 million. 


Tsingtao Brewery delivered convertible bonds of HK$116.4 million to A-B. 
Tsingtao Brewery celebrated its 100th anniversary and established the first beer museum in China. 


Tsingtao Brewery gained the first Hazard Analysis Critical Control Point (HACCP) certification in 
China's beer industry. 


Guangxi Nanning Tsingtao Brewery Co., Ltd. was founded. 


communications. As a good example of the so-called 
“study forever,” Jin himself completed his EMBA 
studies in a business school in Shanghai. He was de- 
termined to build Tsingtao Brewery into a learning 
organization that could adapt to the rapidly chang- 
ing business environment. Jin put an emphasis on 
team spirit: 
There is a perfect team but no perfect individual. 

We need a management team with strong 
learning abilities. Only passion and experience are 
not enough. Why a learning organization? For a 
long time, Tsingtao Brewery has been an arrogant 
company. We must have an open mind and learn 
from other companies. Only then can we achieve 
sustainable success. In the end, a strong learning 
ability will lead to powerful innovations.!? 


Look Into the Future 


Led by Jin Zhiguo, a low-profile and practical person, 
Tsingtao Brewery put more emphasis on efficiency 
and effectiveness. As a result, its profits increased 
faster than revenues, and revenues increased faster 
than sales. Not surprisingly, its stock price had been 
gradually picking up (see Exhibit 1). Jin Zhiguo pas- 
sionately longed for the future of Tsingtao Brewery: 


Tsingtao Brewery will transform from a production- 
oriented to a service-oriented company and 
establish strong connections between the com- 
pany and the market. 

Looking into the future, we will spare no effort 
to build a “perfect team” and establish a manage- 
ment model characterized by modern management 
and harmonious interpersonal relationships. ... 
Staff will develop with the growth of the company. 

I dream that the 100-year old Tsingtao Brewery 
has the soul of a small company, i.e., “the ability to 
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act quickly and having infinite vigor and innova- 
tion ability.” 


Having celebrated its 100th anniversary in August 
2003, Tsingtao Brewery still had a long way to go. 
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Honda Motor Company 


and Hybrid Electric Vehicles 


This case was prepared by Darryl Davis, Tom Davis, Sara Moodie, 


and Melissa A. Schilling, New York University.@ 


n 1997, Honda Motor Company introduced a 

two-door gas/electric hybrid vehicle called the In- 
sight to Japan. The Insight’s fuel efficiency was rated 
at 61 miles per gallon in the city, and 68 miles per gal- 
lon on the highway, and its battery did not need to be 
plugged into an electrical outlet for recharging. By 
1999, Honda was selling the Insight in the United 
States, and winning accolades from environmental 
groups. In 2000 the Sierra Club gave Honda its 
“Award for Excellence in Environmental Engineer- 
ing, and in 2002 the Environmental Protection 
Agency rated the Insight the most fuel-efficient vehicle 
sold in the U.S. for the 2003 model year. By August, 
2005, Honda had sold its 100,000th hybrid to retail 
customers.! 

Developing environmentally friendly automo- 
biles was not a new strategy for Honda. In fact, 
Honda’s work on developing cleaner transportation 
alternatives had begun decades earlier. Honda had 
achieved remarkable technological successes in its 


Copyright © 2007 by Darryl Davis, Tom Davis, Sara Moodie, and 
Melissa A. Schilling. This case was prepared by Darryl Davis, Tom 
Davis, Sara Moodie, and Melissa A. Schilling as the basis for class 
discussion rather than to illustrate either effective or ineffective 
handling of an administrative situation. Reprinted by permission of 
Darryl Davis, Tom Davis, Sara Moodie, and Melissa A. Schilling. All 
rights reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the 
company’s stock symbol, and download the latest company report 
from its homepage. 


4 This case builds on an earlier case, “Honda Insight: Development 
and Launch of a Hybrid-Electric Vehicle.” Special thanks go to 
James Johng, Yong-Joo Kang, Jane Sul, and Masayuki Takanashi 
who contributed to the earlier version of the case. For permission 
contact Melissa Schilling at mschilli@stern.nyu.edu. 
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development of solar cars and electric cars and was 
an acknowledged leader in the development of 
hybrid cars. Gaining mass-market acceptance of such 
alternatives, however, had proven more challenging. 
Despite apparent enthusiasm over environmentally- 
friendly technologies, market adoption of environ- 
mentally-friendly vehicles had been relatively slow, 
making it difficult for automakers to achieve the 
economies of scale and learning curve effects that 
would enable efficient mass production. Some indus- 
try participants felt that the hybrid market would 
never be large enough to make it worth the research 
and development expense; Honda and Toyota were 
betting otherwise, and hoping that their gamble 
would pay off in the form of leadership in the next 
generation of automobiles. 


Honda’s History 


Honda was founded in Hamamatsu Japan by 
Soichiro Honda in 1946 as the Honda Technical Re- 
search Institute. The company began as a developer 
of engines for bicycles, but by 1949 it had produced 
its first motorcycle, called the “Dream.” In 1959, 
Honda entered the U.S. automobile and motorcycle 
market by opening the American Honda Motor 
Company. A few years later, in 1963, Honda released 
its first sports car, the $500, in Japan. Honda Motor 
Co. Inc. grew rapidly to become one of the largest 
automobile companies in the world. Its “Glocaliza- 
tion” strategy of building factories around the world 
that would meet the needs of local customers had 
resulted in a total worldwide presence of more than 
100 factories in 33 countries. Furthermore, while 
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other auto manufacturers engaged in a frenzy of For the year ended March 31, 2006, the company 
merger and acquisition activities in the late 1990s, boasted operating profits of ¥464 billion ($5.1 billion). 
Honda steadfastly maintained its independence. See Exhibits 1 and 2 for summary financials, Exhibit 3 
Honda has grown into one of the world’s largest au- for some key events in Honda’s evolution, and Tables 1 
tomobile manufacturers and has also evolved into and 2, which highlight Honda’s sales by major busi- 
one of the most respected global brands. ness divisions and geographic mix. 
EXHIBIT 1 


Honda Income Statement (millions of $US) 


Revenue 84,218.0 80,446.0 TO MAL 
Cost of Goods Sold 59,588.0 56,155.0 AA 
Gross Profit 24,629.9 24,291.0 23,741.0 
Gross Profit Margin 29.2% 30.2% 31.3% 
SG&A Expense 15,015.3 16,323.9 16,174.6 
Depreciation & Amortization 2,228.9 2,099.5 1,985.0 
Operating Income 7,385.7 5,867.6 5,581.3 
Operating Margin 8.8% 7.3% 74% 
Nonoperating Income (360.3) 1,555.8 483.4 
Nonoperating Expenses 101.2 421.8 94.8 
Income Before Taxes 6,924.2 6,108.3 5,969.9 
Income Taxes 2,696.1 2,480.0 2,350.5 
Net Income After Taxes 4,228.1 3,628.3 3,619.4 
Continuing Operations 5,074.8 4,521.6 4318.3 
Discontinued Operations — — — 
Total Operations 5,074.8 4,521.6 4,318.3 
Total Net Income 5,074.8 4,521.6 4318.3 
Net Profit Margin 6.0% 5.6% 5.7% 
Diluted EPS from Total Net Income ($) _— 4.84 — 
Dividends per Share 0.39 0.28 0.18 
Total Current Liabilities 33,910.0 34,861.6 31,013.8 
Long-Term Debt 15,971.5 14,503.3 12,969.9 
Other Noncurrent Liabilities 4,908.9 6,692.4 6,741.9 
Total Liabilities 54,790.4 56,057.4 50,725.6 
Shareholder’s Equity 
Preferred Stock Equity — 
Common Stock Equity 35,068.9 30,590.4 26,731.9 
Total Equity 35,068.9 30,590.4 26,731.9 
Shares Outstanding (mil.) 36.5 36.5 1,948.8 


Source: Retrieved from Hoovers, January 2007. 
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EXHIBIT 2 


Honda Balance Sheet 


Assets 
Current Assets 
Cash 6,352.3 7,193.9 6,737.1 
Net Receivables 20,334.3 18,845.2 17,300.0 
Inventories 8,808.6 8,020.0 7,118.5 
Other Current Assets 3,825.0 3,222.1 2,819.6 
Total Current Assets 39,320.1 37,281.3 33,975.3 
Net Fixed Assets 15,429.8 14,733.5 13,350.4 
Other Noncurrent Assets 35,109.4 34,633.0 30,131.8 
Total Assets 89,859.3 86,647.8 77,457.5 
Liabilities and 

Shareholder’s Equity 
Current Liabilities 
Accounts Payable 18,460.9 18,530.4 16,332.3 
Short-Term Debt 11,485.2 12,131.1 11,359.0 
Other Current Liabilities 3,963.8 4,200.1 Bro2205 


Source: Retrieved from Hoovers, January 2007. 


Ses] 
EXHIBIT 3 


Selected Key Events in Honda’s History 


Soichiro Honda establishes Honda Technical Research Institute 
Honda Motor Co., Ltd. incorporated 

American Honda established 

Motorcycle production begins 

Honda’s first sports car and light truck launched 

Honda’s first American plant begins production 

Second car production plant begins production 


Honda introduces first gasoline powered vehicle to meet ultra low 
emission standards 


Human robot prototype announced 

Honda’s 50th anniversary 

Honda announces Its FCX-V1 and FCX-V2 fuel cell vehicles 
FCX-V3 announced 


FCX-V4 announced, Alabama plant begins operations 

Honda FCX fuel cell vehicle delivered in Japan and the U.S. 

Honda's FC stack, next generation fuel cell, developed; launches first 
hybrid scooter 

Honda delivers FCX fuel cell vehicle to world’s first individual consumer; 
100,000th hybrid vehicle sold in U.S. 


Source: Honda fiscal 2004 20-F Securities and Exchange Commission filing and authors’ calculations. 
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TABLE 1 


Honda Sales by Business Unit, 2006 
Fiscal Period 2006 % of Total Revenue 


Automobile Business 


Motorcycle Business 
Financial Services 
Other 


Source: Company annual report and case writers’ calculations. 


Hybrid Electric Vehicles 


The standard combustion engine has been a part of 
daily human life for well over a century now, first in 
factories and in large forms of transportation (loco- 
motives, ships) and then as the power source for auto- 
mobiles. Hybrid automobile engines—engines that 
utilize both petrochemicals and electricity for 
power—were developed well over 150 years ago, but 
until recently, technological limitations hindered the 
advancement of these innovations for practical use. 
Electric-powered vehicles were used in the late 1800s, 
but they required large, heavy batteries, which limited 
their adoption. 

In the early 1900s, American auto buyers pre- 
ferred electric cars to gasoline-powered cars almost 
2:1, and American automakers responded by pro- 
ducing along that ratio. However, in 1904 Henry 
Ford’s quieter gas engines and production process 
innovations (the famed assembly-line methodol- 
ogy) allowed gas-powered engines to be made 
cheaply, reliably, and quickly. Consequently, hybrid 
and electric engine technology took a back seat for 
generations. While experimentation and innovation 
in the hybrid and electric engine arena never died, 
the research on these engines became more aca- 
demic. It was not until the 1970s, when oil embar- 
goes severely reduced U.S. access to oil and petrol 
products, that interest in hybrid engine technology 
was revived. The U.S. Congress passed the “Electric 
and Hybrid Vehicle Research, Development, and 
Demonstration Act” in 1976 to spur research related 
to the technologies, and some of the larger au- 
tomakers also established hybrid and alternative 
fuel vehicle R&D efforts. General Motors (GM), for 
example, spent $20 million in 1977-9 years on elec- 
tric car development.? 
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TABLE 2 
Honda Geographic Sales Mix 


Net Sales (millions of Yen) 2006 


Japan 1,693,994 
North America 5,463,359 
1,009,421 


Europe 
Asia 1,085,451 
Other 655,721 


Source: Company annual report and case writers’ calculations. 


The 1990s economic boom and the Sport Utility 
Vehicle (SUV) trend stifled consumer interest, and 
thus industry interest, in smaller more fuel-efficient 
cars. Bigger gas-powered engines were popular and 
rising consumer incomes offset the declining mileage- 
per-gallon (mpg) ratings in each new model year.* 
Electric cars were marketed in the late 1990s (espe- 
cially by GM, Honda, and Toyota), but they failed to 
catch on beyond a small segment of consumers and 
interest in purely electric vehicles withered. 

In 2004, however, the combination of concerns 
about global warming, high gasoline prices and the 
costs (direct and indirect) of U.S. dependence on 
foreign oil brought hybrid engines back in the news. 
Celebrity interest and industry timing all appeared 
to be aligning to make hybrid vehicles a market real- 
ity. In fact, in 2004 demand for hybrid cars far out- 
paced supply.® A 2006 survey by Advertising Age in- 
dicated that 45% of Americans expected to be 
driving an alternative-fuel vehicle such as a hybrid 
within ten years. 

Hybrid electric vehicles (HEVs) have several ad- 
vantages over gasoline vehicles such as regenerative 
braking capability, reduced engine weight, lowered 
overall vehicle weight, and increased fuel efficiency 
and decreased emissions. First, the regenerative brak- 
ing capability of HEVs helps to minimize energy loss 
and recover the energy used to slow down or stop a 
vehicle. Given this fact, engines can also be sized to 
accommodate average loads instead of peak loads, 
significantly reducing the engine weight of HEVs. 
Additionally, the special lightweight materials that 
are used for the manufacture of HEVs further re- 
duce the overall vehicle weight of the vehicle. Finally, 
both the lowered vehicle weight and the dual power 
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system greatly increase the HEV’s fuel efficiency and 
reduce its emissions. 


Honda’s Hybrid Engine 

While Toyota was the first to market hybrid cars 
(Prius debuted in Japan in 1997), Honda was the 
first to market hybrids in the U.S. The Insight was re- 
leased in 1999 and quickly won accolades.’ Though 
both vehicles use a combination of electricity and 
gasoline for power, they do not use identical hybrid 
designs. Honda’s hybrid models are designed for 
fuel-efficiency, in contrast to Toyota’s hybrid vehicles, 
which are designed for reduced emissions. These dif- 
ferences in design goals translate into very different 
hybrid engine architectures. 

The Honda Insight was designed as a “parallel” 
hybrid system, where the electrical power system 
and the gasoline power system run in parallel to si- 
multaneously turn the transmission, and the trans- 
mission then turns the wheels (see Exhibit 4).8 The 
electric motor in the Insight aided the gas engine by 
providing extra power while accelerating or climb- 
ing, and supplemented braking power. The electric 
motor could also start the engine, obviating the need 
for a traditional starter component. The Insight’s 
electric engine was not powerful enough alone to 
propel the car; therefore, the gas engine had to be 


EXHIBIT 4 
Parallel Hybrid System (e.g., Honda Insight) 
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running simultaneously. The Insight mileage ratings 
were 61 mpg in cities and 70 mpg on highways, with 
0-60 miles per hour acceleration in approximately 
11 seconds. At lower speeds the electrical compo- 
nents provided the extra horsepower to propel the 
car, reducing the gas engine’s effort and thus sav- 
ing fuel. The batteries were regenerated by captur- 
ing energy during braking or slowing and through 
standard electricity-generation provided by the 
traditional generator component in a standard car 
engine. Therefore, one did not have to plug in the 
Insight, or any of Honda’s hybrids, to recharge the 
batteries. 

In contrast to the parallel system configuration, a 
“series” hybrid system is designed to have a gas- 
powered engine turn a generator, which in turn pow- 
ers an electric motor that rotates the transmission or 
recharges the batteries. The gas-powered engine does 
not directly power the vehicle.? The Toyota Prius was 
designed to reduce emissions during urban driving, 
and its design incorporates both parallel and series 
system elements (see Exhibit 5). To reduce emissions, 
the Prius utilizes a power-train design, in which the 
car runs at its most efficient speed by virtue of a 
“power split device” that links the gas and electric en- 
gines through the generator with a parallel system 
design, but allows the car to run exclusively on elec- 
trical power at lower speeds similar to a “pure” series 


Battery 


| 


Inverter 


Engine Transmission 


Motor/Generator 


Source: Adapted from E. Kawahara & S. Ogawa, “Automobile Industry: Special Report—Hybrid Car Diffusion 
Offers New Players Expanding Business Opportunities,” J. P. Morgan Asia Pacific Equity Research report, 


July 7, 2004. 
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EXHIBIT 5 
Series-Parallel Hybrid System 


Battery 
Generator -—— Inverter 
Engine -— ROMO SIO —  Motor/Generator 
Device 


Source: Adapted from E. Kawahara & S. Ogawa, “Automobile Industry: Special Report—Hybrid Car Diffusion 
Offers New Players Expanding Business Opportunities,” J. P. Morgan Asia Pacific Equity Research report, 
July 7, 2004. 


system design (see Exhibit 6). Consequently no gas is Insight. In addition, unlike the Insight, the Prius was 


burned and emissions are negligible under these con- a four-door mid-sized sedan with back seats for extra 
ditions.!° Thus, for low speed urban traffic, the Prius passengers, something that the original two-door 
meets its engine design goal of reduced emissions, Honda Insight lacked, but was later offered on hybrid 
with better mileage ratings than the heavier Honda Civic and Accord models. 


Pl 
EXHIBIT 6 


Toyota’s Power Split Device 


Planetary Gear Set 


Ring Gear 
Connects to motor 
and differential 


Sun Gear 
Connects to 
generator 


Planetary Carrier 


Connects to engine 
9 Planetary Gears 


Connect to 
planetary carrier 


©2000 HowStuffWorks 


Source: K. Nice, Howthingsworks.com, “How Hybrid Cars Work,” Figure 9, (http://auto.howstuffworks.com/ 
hybrid-car.html), accessed December 2, 2004. 
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TABLE 3 


Total Hybrid Electric Passenger Vehicle Sales 
in the U.S., 2000-2006 


Units Sold in U.S. 


9,367 
20,287 
35,961 


47,525 
83,153 
189,916# 
232,590° 


@ Does not include Ford Escape/Mercury Mariner Hybrid sales 
of 15K+. 

> Does not include one month of Camry Hybrid sales, three months 
of GS450h sales, and eight months of Escape/Mariner Hybrid sales. 


Source: Electric Drive Transportation Association, www 
-electricdrive.org, April 15, 2006. 


Obstacles to the Adoption of Hybrids 


The hybrid market had exhibited rapid growth (see 
Table 3). However, the numbers of hybrid vehicles sold 
were still very small compared to traditional automo- 
biles. There was still considerable uncertainty about 
the direction engine design would go in the next few 
years. Would one hybrid design rise to dominate the 
others? By late 2006, hybrid customers were clamor- 
ing for versions of the cars that could be plugged in to 
increase their driving range on electric power alone. 
Adding to this uncertainty were questions about 
whether hybrids would be quickly displaced by other 
alternative fuel technologies such as new “green diesel” 
engines, fuel cells or hydrogen combustion. 

Hybrid cars were also expensive to produce rela- 
tive to traditional automobiles. While Honda charged 
a sales price for the Insight that was comparable to its 
non-hybrid counterparts—around $20,000 depend- 
ing on options—it was estimated that Honda lost as 
much as $8,000 per car when the hybrids were origi- 
nally launched due to insufficient volume to achieve 
economies of scale.!! 


Strategy at Honda 


At Honda, being an environmental leader means 
never uttering the words, “It can’t be done.” That’s 
why for more than two decades Honda has led the 
way in balancing what consumers want with what the 
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environment needs. Technologies change over time— 
but our commitment to the environment never will. 


—Honda Corporate Website 


Honda’s strategy had consistently emphasized inno- 
vation, independence, and environmental friendliness. 
In 1972, Honda introduced the Civic, which became an 
immediate success, ranking first in U.S. fuel-economy 
tests for four consecutive years starting in 1974. 
Through the 1980s and 1990s, Honda made a number 
of advancements in environmentally-friendly trans- 
portation. In 1986, it developed the first mass- 
produced four-cylinder car that could break the 50 
miles per gallon barrier, the Civic CRX-HE In 1989, it 
became the first auto manufacturer in the U.S. to use 
solvent-free paint in its mass production facilities. In 
1996, Honda introduced a record-breaking solar pow- 
ered car (a prototype not designed for commercial 
production), and in 1998 it introduced a completely 
electric vehicle. Though the electric car was not a com- 
mercial success, developing the electric vehicle built a 
foundation of expertise that Honda would later em- 
ploy in its development of fuel cell technology. Fuel 
cells were considered to offer great potential for the 
eventual replacement of combustion engines. 


Manufacturing and Logistics 


Like most of the large automakers, Honda utilizes a 
Japanese-style logistics and operations program for 
its production, both in the United States as well as 
abroad.!? Just-in-time inventory ordering and stor- 
age, as well as “lean” manufacturing processes, keep 
production efficient, as costs remain low and produc- 
tivity high. Honda’s production processes are technol- 
ogy intensive using robots, automated manufacturing 
lines, and proprietary software to coordinate work. 
Honda’s international presence and large U.S. domes- 
tic presence provide economies of scale and scope for 
its inbound logistics and production efforts. Out- 
bound logistics are also aided by economies of scale, 
where Honda utilizes its extensive network to transport 
and distribute Honda products—including hybrids— 
to its dealers. Furthermore, by using franchised dealer- 
ships Honda avoids most direct retail-based costs for 
sales to end-users. 


Research and Development 

Honda places tremendous emphasis on research and 
development. Since its inception, Honda has sup- 
ported and promoted a culture of innovation. This 
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focus on innovation transcends all of Honda’s busi- 
nesses, from hand-pushed mowers to hybrid scoot- 
ers. To achieve its leading position in hybrids, Honda 
spent billions of dollars and assigned a generation of 
engineers to research and develop the technology. 
Though Honda’s size put it at a disadvantage in 
terms of R&D expenditures compared to larger 
automakers (Honda’s R&D budget was roughly 35% 
smaller than most automaker R&D budgets), Honda’s 
R&D program was highly efficient and its success at 
R&D was world-renowned. 

Honda’s management believed strongly that vi- 
sionary research required independence from manu- 
facturing operations. Honda thus created two au- 
tonomous firms called Honda R&D Co. Ltd. and 
Honda Engineering Co. Ltd., which operated without 
interference from the business units.!? Honda R&D 
conducts product related research, while Honda Engi- 
neering focuses on manufacturing and process inno- 
vations. These organizations were complemented by 
additional research centers on each continent that 
could work on more market-specific projects. Each of 
the R&D centers were permitted great autonomy to 
encourage independence and long-term focus, as 
noted by Takeomi Mihyoshi, former executive chief 


TABLE 4 
Brand Ranking and Advertising Spending 


Toyota Camry 
Honda Accord 
Honda Civic 
Nissan Altima 
Chevrolet Impala 
Toyota Corolla 
Chevrolet Cobalt 
Chevrolet Malibu 
Ford Taurus 

Ford Focus 

Total top 10 


1 
2 
3 
4 
5} 
6 
7 
8 
9 


= 
oOo 
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engineer at Honda’s Tochigi R&D center: “Our R&D 
operates as a separate entity that allows for creative 
freedom. We are isolated from outside voices. R&D is 
a long-term operation.” 4 

Despite their independence, all of the research 
entities coordinated closely through significant and 
constant communication to promote cross fertiliza- 
tion of ideas. Honda, for example, has always moved 
its employees around the world to observe and learn 
from other internal groups. Honda employees and 
managers also conduct quasi-brainstorming sessions 
called “waigayas” to generate and parse new ideas. 
One previous chairman said, “Although [Mr. Honda] 
was a genius who served as an inspiration to others, 
he was a man who did things his own way. So a 
waigaya is an avenue through which a group of non- 
genius people can use their collective brainpower to 
express their dreams and desires to produce new 


ideas and concepts.”!> 


Marketing 


Honda advertised its hybrids through television and 
radio advertising campaigns, and select magazine ad- 
vertisements. Honda also leveraged public exposure 
of its hybrids by placing them with urban area car 


Ad Spending in 
18 Measured 
Media, 2005 
(millions of $US) 


Ad Spending in 
18 Measured 
Media, 2004 
(millions of $US) 


Ad Spending in 
18 Measured 
Media, per 2005 
Unit Sold 


Source: Halliday, J. “Amid Sea Change, Goal is to Stay Afloat.” Advertising Age, June 26, 2006:S17. 
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TABLE 5 
Honda and Toyota U.S. Hybrid Sales, 2006 


Honda Hybrid Models 


Honda Accord 5,598 


Honda Civic 31,253 
Honda Insight 722 


Toyota Prius 
Toyota Highlander 31,485 
Lexus RX 400h 20,161 
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Toyota Hybrid Models 


106,971 


Source: Electric Drive Transportation Association, www.electricdrive.org, April 15, 2006. 


rental agencies such as ZipCar. The Insight also played 
a “starring role” in the John Travolta movie Be Cool, 
the sequel to Get Shorty.'® 

Despite its smaller size, Honda spent amounts on 
advertising its main models comparable to Toyota, 
Nissan, and Chevrolet. According to data from Adver- 
tising Age, the Honda Accord and Honda Civic were 
the number 2 and number 3 (respectively) auto brands 
in the U.S., behind the Toyota Camry (see Table 4). 


Collaboration Strategies ... or Rather 
Lack Thereof 


In Honda’s research and development of its hybrid 
engine system, management decided to keep collabo- 
ration to a minimum, essentially “going solo” with a 
risky—but potentially profitable—strategy to change 
basic automotive power design for the first time in a 
century. Honda’s decision to not collaborate stood in 
stark contrast to the licensing and joint venture 
strategies pursued by Toyota. Toyota had aggressively 
pursued collaboration agreements for its hybrid 
technology and had accrued over 1,000 patents on 
hybrid-related technology as of 2006. Toyota also 
promoted its hybrid technology design by licensing 
the technology to Ford and Nissan.!” While some in- 
dustry observers were perplexed by Honda’s decision 
to avoid collaboration, others pointed out that 
Honda’s independence both gave it more control 
over its technological direction, and ensured that the 
accumulated learning remained in-house. Consistent 
with this, Honda’s management insisted that keeping 
development exclusively in-house compelled Honda 
to understand all aspects of a technology, from its 
strengths to its weaknesses. This in-house know-how 
could lead to sources of competitive advantage that 
were difficult for competitors to imitate. 


It’s better for a person to decide about his own life 
rather than having it decided by others. 


—Hiroyuki Yoshino, 2002 


By the end of 2006, Toyota’s hybrids were out- 
selling Honda’s hybrids by about four-to-one (see 
Table 5), causing many analysts to question Honda’s 
staunch position on pursuing a different hybrid tech- 
nology from Toyota and to not collaborate or license 
with other auto producers. Honda’s Insight was far- 
ing so poorly, in fact, that Honda decided to cease 
production in September of 2006.'8 


The Future of Hybrids 


By the end of 2006, hybrid electric vehicles were 
widely believed to have the potential to allow contin- 
ued growth in the automotive sector, while also re- 
ducing critical resource consumption, dependence 
on foreign oil, air pollution, and traffic congestion. 
The success of hybrids, however, was far from as- 
sured, While the technology’s capabilities held great 
promise, the widespread penetration of hybrids 
hinged on the economics of producing a complex hy- 
brid power system. The hybrid’s complexity, and the 
fact that some of the necessary complementary tech- 
nologies (such as storage and conversion systems) 
still had room for improvement, caused opinions to 
be mixed on the hybrids’ ultimate impact in the mar- 
ketplace. Some industry analysts believed that the 
success of hybrids would require convergence on a 
single hybrid standard that could gain economies of 
scale through production by multiple producers. 
Some skeptics, however, still felt that automakers 
should not bother with hybrid technology at all—it 
was a diversion of R&D funds away from better long- 
term alternatives such as fuel cells or hydrogen com- 
bustion engines. 
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Hydrogen Combustion, Hydrogen Fuel Cells, 
Natural Gas and Diesel 


Hydrogen is the most abundant resource on earth and 
its combustion produces only water vapor as an emis- 
sion. Many environmentalists and industry partici- 
pants thus believed that the auto industry should focus 
its investment on technologies that utilized hydrogen 
as the fuel source. The two primary technologies under 
consideration were direct hydrogen combustion and 
hydrogen fuel cells. Hydrogen combustion worked 
much like traditional engines except that hydrogen 
would be used instead of gasoline in an internal com- 
bustion engine. Fuel cells converted fuel to electricity 
that was stored in a large battery. By converting chem- 
ical energy directly into electrical energy, fuel cells had 
been known to achieve a conversion efficiency of better 
than 50%—twice the efficiency of internal combustion 
engines. Either method resulted in only water vapor 
being produced as an emission. However the develop- 
ment and commercialization of fuel-cell powered ve- 
hicles had been significantly hindered by the state of 
battery technology.!? Furthermore, widespread adop- 
tion of either alternative would first require building an 
almost entirely new fuel infrastructure. There was also 
speculation that fuel cell or hydrogen combustion ve- 
hicles would be dangerous since the hydrogen fuel (a 
highly combustible substance) would have to be stored 
under great pressure. 

Honda had developed fuel cell vehicles in parallel 
with its hybrid development. In July 2002, Honda 
succeeded in manufacturing the first fuel cell vehicle 
to receive certification by the U.S. Environment 
Agency (EPA) and the California Air Resources 
Board (CARB) by meeting all applicable standards. 
This new fuel cell vehicle, called the FCX, was certi- 
fied as a Zero Emission Vehicle and by the EPA as a 
Tier-2 Bin 1 National Low Emission Vehicle (NLEV), 
the lowest national emission rating. In 2005, Honda’s 
FCX became the very first fuel cell vehicle in the 
world to be sold to an individual consumer (a family 
in southern California). 

Honda had also invested in developing vehicles 
that burned natural gas and developing “new age” 
diesel engines that would burn much cleaner than 
traditional diesel. Honda began selling the Civic GX 
natural gas vehicle in 2005, and planned to expand re- 
tail distribution in 2006. Honda hoped to introduce 
new vehicles with clean diesel technology by 2009. 
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While Honda claimed that its work in hybrids 
helped it create internal knowledge of component 
design and manufacture that improved its options 
with respect to fuel cell technologies, some questioned 
whether it made sense to invest simultaneously in mul- 
tiple technologies. Was simultaneously pursuing multi- 
ple technology paths spreading Honda too thin? Would 
it make more sense for Honda to focus solely on a sin- 
gle technology? Or was it important for Honda to pur- 
sue synergies (and preserve its options) by developing 
and promoting multiple alternatives to traditional 
gasoline-combustion vehicles? Honda senior researcher 
Akira Fujimura noted, “The ultimate technology that 
solves both harmful emissions and depletion of oil re- 


serves is fuel cell technology. But hybrid technologies 


will be around for a very long time.””° 
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vCustomer: Shaping the 


Outsourcing Industry 


This case was prepared by Sandip Basu under the guidance of Professor 


Suresh Kotha, the University of Washington. 


anjay Kumar sat in the conference room at his of- 

fice in Kirkland, a rapidly expanding suburb of 
Seattle, Washington. He was getting ready for a meet- 
ing that could decide the future strategic direction of 
vCustomer, the company he founded in October 
1999. The room had two clocks, one displaying U.S. 
Pacific Time and the other, Indian Standard Time. It 
was a warm Seattle morning in the spring of 2005. As 
he glanced to see what time it was in India, he re- 
flected on the disparities between the two countries, 
which extended well beyond the twelve-and-a-half 
hour time difference. Indeed leveraging these differ- 
ences had been the primary value proposition of his 
foray into the IT Enabled Services (ITES) and Busi- 
ness Process Outsourcing (BPO) space with the for- 
mation of vCustomer. 

Since its founding, vCustomer had a track record 
of coupling aggressive growth with 100% customer 
retention. Inc. magazine ranked it as the fastest grow- 
ing private company in business services in 2004. 
Currently, vCustomer was one of the largest private 
companies involved in “consumer based technical 
support” in the world. Its 18 clients were some of the 
largest diversified global leaders in the computer/net- 
working/peripherals manufacturing space. With a 
total capacity of around 3,300 workstations, the com- 
pany handled 3 million calls a month.! 


This case was written by Research Associate Sandip Basu under 
the guidance of Professor Suresh Kotha from the University of 
Washington Business School, as the basis for class discussion rather 
than to illustrate either effective or ineffective handling of an 
administrative situation. The case is based on publicly available 
information at the time of writing. Copyright © Kotha & Basu 
2005. All rights reserved. 
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The Offshore Outsourcing Phenomenon 
From Manufacturing to Services 


Outsourcing is a generic business practice in which 
firms decide to buy inputs or services from external 
sources rather than make them in-house. While over 
85% of outsourcing activity is domestic, the term has 
come to be associated with “offshore outsourcing” or 
simply “off-shoring,” which involves sourcing from 
business organizations in foreign countries. The adop- 
tion of offshore outsourcing in manufacturing activity 
started taking off in the late 1980s and early 1990s. As 
transport and communications costs fell and logistics 
technology improved, American manufacturers of au- 
tomobiles and consumer electronics began moving 
production to cheaper nearby countries like Mexico. By 
the late 1990s, China had emerged as a major destina- 
tion for outsourcing of manufacturing.” 

When telecommunications costs fell similarly, 
U.S. firms started moving their business services 
abroad too. Countries like India, where skilled labor 
could be accessed at relatively lower costs, became at- 
tractive destinations for this type of work. IT services 
were one of the primary activities to become out- 
sourced. Indian IT companies got their first big boost 
with the “Y2K crisis” at the turn of the millennium as 
they still had programmers who could read old com- 
puter code such as COBOL. Meanwhile, internal IT 
departments of corporations were struggling to cope 
with the growing complexity of managing their own 
information systems. Since different sorts of com- 
puter systems had been bought at different times, 
these departments were spending most of their time 
maintaining the tangle of legacy systems and trying 
to adapt these systems to changing needs. These 
companies also looked to outsource their IT work 
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offshore. Standardization of network protocols now 
allowed easy routing of voice and data traffic through 
global networks. To deal with new IT concerns, glob- 
ally dispersed development teams could be quickly as- 
sembled based on expertise and cost considerations. 


Business Process Outsourcing 


After IT offshoring gained momentum, U.S. companies 
recognized that other IT-related service jobs not requir- 
ing highly qualified computer programmers and engi- 
neers could also be farmed out. They began digitalizing 
and telecommunicating paper-based back office func- 
tions around the world. Routine telephone inquiries 
were bundled together into call-centers in locations 
outside the United States. Such operations collec- 
tively called Business Process Outsourcing included 
sales and marketing, human resources, finance and 
administration, and logistics activities (see Exhibit 1). 

India’s BPO industry started with foreign “cap- 
tives,” or subsidiary organizations that handled the 
respective parents’ in-house work. Pioneers in BPO 


EXHIBIT 1 
Scope of BPO Services 
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operations like GE, American Express, and British 
Airways arrived in India in the late 1990s. For in- 
stance, GE’s Indian subsidiary, GECIS, handled ad- 
ministrative processing work for the parent firm’s fi- 
nancial businesses. These companies were joined by 
some domestic call-center operations such as 24 X 7, 
EXL, Spectramind, Daksh, and vCustomer.? 

Indian BPO firms also faced competition from 
specialist American call-center companies, which like 
the IT firms earlier, had been adjusting to competi- 
tion from Indian companies by locating their opera- 
tions in India. Among the more successful of these 
firms were Convergys, the world’s largest call-center 
operator with a staff of 60,000, and the Sutherland 
Group, a U.S.-based company with over 6,000 em- 
ployees. See Exhibit 2 for a list of major players en- 
gaged in BPO in India. However, given that the global 
volume of BPO activity is estimated to grow from 
$125 billion in 2000 to around $175 billion by 2008 
(Exhibit 3), many analysts believe that there is 
enough room for multiple players in this space. 


Function 


Activities 


Human 
Resources 


Payroll/Benefits 
Processing 
Training and 
Development 


Hiring/ 
Staffing 


Employee 
Benefits 
Management 


401K 


Payment 
Services 


Loan 
Administration 


Credit/ Debit 
Card Services 


Check 
Processing 


Manufacturing, 
Distribution, 
Logistics 


Inventory and 
Warehousing 


Industry 
Management 


Order 
Fulfillment/ 
Procurement 


Transportation 
and 
Distribution 


Finance and 
Administration 


Document 
Management 


Billings 
Claims Processing 


Accounts 
Receivable 


Accounts Payable 


General Ledger 


Accounting 
Services 
Shareholder 
Services 


Sales, Marketing, 
Customer Care 


Customer 
Service 
Customer 
Analysis 


Call Centers 


Consumer 
Information 
Services 


Share of 
Revenues 


14% 


Source: Gartner Dataquest. 


11% 
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Categories of Players in Indian BPO Market 


Geographic 
Category Presence 


Former captive _—_ Limited but 

operations expanding 

Major IT players Moving 
aggressively 

Voice-oriented Global players are 

players well-established 


Niche players Highly limited 


Knowledge Highly limited 
services 
specialists 


Source: Forrester Research, March 2006. 


Process IT 
Competences Competences Major Players 


Built in captive context, Limited Genpact, WNS Global 

limited consulting skills 

Learning as they go Obvious strength Cognizant, HCL, Infosys, TCS, 
Wipro 

Established but shallow Limited Indian: 24/7, ICIC| OneSource, 
ITC Infotech, Transworks, 
vCustomer 
Global: Convergys, SITEL, 
Sykes, Sutherland 

Deep but narrow Limited but focused Datamatics, Outsource 
Partners International 

Often not relevant since Limited Office Tiger, EMR Technology 


work undertaken is Ventures, Evaluserve 
discrete 


Outsourcing’s Impact on Firms and Societies from a fixed cost structure to a variable cost structure, 

The advantages to corporations outsourcing business resulting in greater financial and strategic agility. Sec- 

operations abroad were not limited to cost savings ond, work outsourced abroad could be carried out 

alone. First, outsourcing allowed companies to move round-the-clock as data was ferried back and forth. 
EXHIBIT 3 


Global Spending on IT and BPO Offshoring 
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Source: Gartner, reproduced in The Economist, November 2004. 


Forecast 
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This enabled companies to leverage the time differ- 
ences between the two nations to their advantage. 
Third, they could exploit local programming talent, 
which might have customization skills not found in 
the home country. Finally, by outsourcing non-criti- 
cal operations, organizations could focus on core op- 
erations vital to their survival and prosperity.* 
Outsourcing brought several benefits for desti- 
nation countries, the primary one being employ- 
ment. For example, forecasts indicate that more than 
3.5 million people in India will be employed in the 
ITES and BPO industries by 2012.° Besides, firms in 
destination countries had the opportunity to de- 
velop cutting-edge capabilities in such services, 
which could then stimulate further innovation. 
Contrary to the political rhetoric often heard in 
the U.S., there were also advantages for the home 
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country that offshored work. For the U.S., the result- 
ant savings in costs allowed businesses to stay com- 
petitive globally, thereby benefiting both shareholders 
and consumers. Besides, these increased earnings re- 
sulting from cost savings often made their way back 
into the U.S. economy. U.S. companies, in turn, often 
spent their increased profits on improving existing 
products and introducing new ones. Such invest- 
ments also stimulated innovation and created new 
value-added jobs to replace those lost to other na- 
tions. Lastly, outsourcing firms in countries like India 
needing infrastructure and equipment usually bought 
these from large U.S. multinationals.° McKinsey & 
Co, the U.S. consulting firm, estimates that for every 
dollar that American firms spend on service work 
from India, the U.S. economy receives $1.14 in return, 
while India gains just $0.33 (see Exhibit 4). 


Value Potential to the U.S. from $1 of Spending Offshored to India, 2002 


Further value creation potential through 
¢ Increased global competitiveness of U.S. business 
¢ Multiplier effect of increased national savings 


$0.45- $1.12- 
$0.47 $1.14 


Savings Import of Transfer of Total direct Value from Potential for 
accrued U.S. goods _ profits by benefit U.S. labor total value 

to U.S. and services U.S. providers retained reemployed creation in 
investors by providers in low-wage in the U.S. (conservative the U.S. 
and/or in India country to estimate) economy 
customers parent (conservative 


W—,\—Y estimate) 


Potential 
future benefit 


Current direct benefit* 


* Estimated based on historical reemployment trends 
from job loss through trade in the U.S. economy 


Source: McKinsey Global Institute. 
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The Genesis of vCustomer 
The Entrepreneur and Opportunity Recognition 


At the age of seventeen, Sanjay Kumar left India to 
study at Carnegie Mellon University in the United 
States. Upon finishing his studies there, he moved to 
the University of Pennsylvania to earn a doctorate in 
Computer Science, which he completed in 1991. 
Sanjay’s first visit to Seattle was for an interview 
with the aerospace giant, Boeing Corporation. Based 
on conversations with friends, he instead ended up 
at Microsoft. 

Microsoft’s recognition of the potential of the In- 
ternet led to investments in networking, broadband 
and telephony using the Windows platform, all of 
which Sanjay was a part of because of his technical 
computing expertise. At Microsoft, Sanjay was soon 
promoted to lead a group of around 200 people. 
Most of his subordinates benefited from Microsoft’s 
explosive growth during that period and were already 
millionaires. 

In the late 90s, Sanjay left Microsoft to join Tele- 
desic Corporation, a satellite communications serv- 
ices start-up, which was funded by numerous promi- 
nent Seattle investors including Boeing. He still 
vividly remembered why he made that transition: 


Working on the broadband technology and with 
the Winsock Forum, a group that drove ATM 
support to the Windows NT platform eventually 
took me to Teledesic Corporation. The company, 
in which Bill Gates himself was an investor, had 
launched an amazing project to build a global hi- 
speed services network. 


Unfortunately, Teledesic’s projects were severely de- 
layed.’ During his stint at Teledesic, Sanjay was toy- 
ing with the idea of starting his own venture. As part 
of his work, he had made numerous trips to India. 
He particularly remembered one such visit: 


While my first transition to Teledesic had been 
very smooth, I was now wondering what I would 
do once I left this organization. In 1998, it was 
the visit to the facility of a big customer GE in 
Gurgaon’ that opened my eyes to the potential of 
the BPO industry in India. It took GE, a U.S.- 
based company, to figure out that potential in the 
early days. 


Sanjay considered riding this wave on his own. He 
was confident that he could do so effectively because 
of his expertise in communications technology, his 
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experiences in dealing with the FCC and other regula- 
tory bodies at Teledesic, and his tenure at Microsoft, a 
company that often outsourced. Although friends 
and colleagues were skeptical about outsourcing as a 
business opportunity, Sanjay felt that the venture he 
was proposing was more likely to secure funding. 
Sanjay went on to put together an impressive team of 
financial backers including Scott Oki, who had built 
up Microsoft’s international division, and the noted 
venture capital firm Warburg Pincus. His early in- 
vestors put in about $20 million, a level of venture 
funding rare for a start-up intending to enter the 
outsourcing business. Recalls Sanjay: 


In those days, people were willing to put a lot of 
money behind ideas, and this business had a 
ready clientele. There was an unfulfilled demand 
for critical support that already existed. We were 
not banking on some kind of futuristic technol- 
ogy, hoping and praying that it worked and 
someone bought it. 


Flush with funds, Sanjay launched vCustomer in 
June 1999.” He elaborated on the company’s financial 
position since: 


The fact that Scott agreed to sit on our board was 
a great help. When we needed more funding for 
investments in voice infrastructure, we raised $11 
million from Warburg Pincus, WestRiver Capital, 
and Oki again. From then on, it has been my sin- 
gle-minded focus not to raise money ever again 
to meet growth requirements. We have achieved 
that goal by turning cash flow positive in the last 
quarter of 2001. 


Early Growth 


Sanjay’s early vision for the company was to develop 
technical support as its core competence. The ven- 
ture initially proposed to provide off-line technical 
support to clients through email. These services re- 
quired relatively low infrastructure and few social 
skills of the employees manning the help lines. The 
context was thus tailor-made for using Indian em- 
ployees, and ten personnel were initially hired at a fa- 
cility in Gurgaon near New Delhi. In 2000, vCustomer 
acquired its first client, the data storage company 
Iomega Corp that needed support for the FAQs on its 
portal. 

The year 2000 proved to be a remarkable one for 
the young firm in terms of increasing its scope of 
services. During that year, the company also moved 
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to “real-time” technical support using instant mes- 
saging. Then, later that year, Sanjay spotted another 
emerging opportunity, this time in telephony serv- 
ices, as Voice-Over-Internet-Protocol (VoIP) tech- 
nology became operational and scalable. He noted 
the significance of that decision: 


We made a bit of a technological gamble at that 
point, betting the company’s voice services on the 
yet untested VoIP rather than the traditional 
Time Division Multiplexing (TDM) standard, 
which required a large amount of equipment to 
be installed at the delivery side. A key reason for 
choosing the VoIP network was the ease of inte- 
grating business applications resulting in signifi- 
cant cost savings. All applications today are based 
on IP and it becomes easy to offer customized so- 
lutions for our clients. Since vCustomer was an 
IP installation from the very beginning, we felt 
that we would reap maximum benefits from this 
technology without worrying about interoper- 
ability with classic TDM based systems. 


Soon, vCustomer was using a combination of com- 
munication media (voice, chat, and email) to provide 
hardware and software product support for PCs, pe- 
ripherals, networking and storage equipment, and 
enterprise applications for its clients. 

vCustomer’s initial growth came from a focus on 
customer satisfaction that was largely influenced by 
its founder’s approach. Sanjay had a “hands-on” atti- 
tude towards attending to operational problems and 
decisions, which kept the company tuned to cus- 
tomer needs. He spent nearly five or six hours a day 
talking to customers, a practice which he retained 
even when the company grew bigger. In this he was 
aided by technology—he had one phone number 
that clients could contact him at, irrespective of 
whether he was at home, at his Seattle office, or any- 
where in India. Hence, his primarily U.S.-based cus- 
tomers were assured that the vendor’s senior person- 
nel were relatively close by and therefore accessible. A 
large portion of his remaining time was spent talking 
to department heads in New Delhi and trying to 
solve their operational problems. 

At the same time, Sanjay recognized that he 
would have to inculcate customer quality at vCus- 
tomer through more formal mechanisms. Moreover, 
the company needed to provide a greater breadth of 
services to a client, which would also help in building 
switching costs and thus enable the company to re- 
tain clients. 
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Assembling the Management Team 


As the company’s customer base grew, expanding the 
management team became imperative. The manage- 
ment team at Seattle kept expanding and by 2003, 
comprised 15 personnel at senior levels for impor- 
tant functions like sales and marketing, client serv- 
ices, finance, and human services. Many managers 
were recruited either through a formal hiring process 
that aimed to get the best available talent in this 
fledgling business, or were personally persuaded by 
Sanjay to join the firm. 

A few senior-level managers were also hired in 
India so that Sanjay and the U.S. team could focus on 
broader strategic issues and cut down on travel be- 
tween Seattle and India. Additionally, the number of 
operating employees increased exponentially when 
the company started two other centers in New Delhi 
by 2003. There were about 3,000 employees in De- 
cember 2003. The company had plans to double this 
base in the next few years. More employees were 
hired as two new centers commenced operations in 
Pune, Maharashtra and New Delhi again, in mid- 
2004 and end-2004 respectively (see Exhibit 5 for 
milestones in the company’s growth).!° 


vCustomer’s Approach to Outsourcing 
The Value Proposition 


The primary value proposition that vCustomer of- 
fered its clients was significant cost savings. More- 
over, these savings would accompany a quality of 
service that was comparable to, or even better than, 
what the client could accomplish in-house. Clients 
could also increase revenues significantly without 
corresponding expenditure on infrastructure and 
scale. Describes Sanjay: 


To achieve these objectives for every client, we 
put together dedicated teams trained extensively 
in the respective businesses. These teams acted 
like the de-facto employees of the client, except 
that they were operating out of our offices. Each 
associate went live only after rigorous training in 
computer skills, accent and modulation, lan- 
guage, culture, listening and comprehension, 
tele-etiquette, not to mention industry and 
process-specific issues. 


To upgrade skills, vCustomer frequently brought in 
teachers from the U.S. to impart soft skills to the 
employees. These procedures and systems may have 
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Key Milestones 
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@ June 1999: vCustomer incorporated with funding from founders 


@ October 1999: First India processing center set up 


June 2001: First million dollar quarter 


June 2002: First million dollar month 


September 2002: Touches the 1000 employee mark 


May 2003: Touches the 2000 employee mark 


2300 workstations 

November 2003: Touches the 3000 employee mark 

@ April 2004: Fourth processing center in Pune goes live 
@ September 2004: Fifth facility goes live in New Delhi 


Source: vCustomer website, accessed in September 2005. 


increased the costs of servicing a contract, but con- 
tributed substantially to building quality and trust, 
thereby helping retain existing customers and draw 
new ones. 


Emphasizing Quality and Security 


Sanjay’s faith in the superior value provided by 
vCustomer stemmed from the confidence that it had 
developed certain technology-based distinctive capa- 
bilities derived from timely investments in advanced 
technology infrastructure. The venture capital fund- 
ing obtained provided sufficient cash reserves to exe- 
cute its plans. Sanjay recalled those plans as follows: 


Using the money raised, we equipped the delivery 
centers with cutting-edge hardware and software, 
self-generated power facilities, and secure back- 
up recovery capabilities. For communicating be- 
tween the U.S. and India we used one of the 
world’s largest Wide Area Networks that utilized 
four pathways between the two countries and 
spanned both oceans. We also formed a beneficial 
working relationship with Sprint in 2002 to ac- 
quire private line circuits exclusively for our 
client base. These investments gave us the relia- 
bility and scalability to provide real-time services. 


January 2000: First client signed for email support—50 startup employees 
June 2000: Second round of funding in which Warburg Pincus invests 
December 2000: Voice support enabled from vCustomer India 


March 2002: Second processing center goes live in New Delhi 


January 2003: Third round of funding from WestRiver Capital 


October 2003: Third processing center goes live in New Delhi, total capacity reaches 


Additionally, he also built more formal quality sys- 
tems early on by instituting processes such as ISO 
9001 and Six Sigma, groundbreaking steps for a 
company engaged in outsourcing at that time. Ob- 
taining certification in these processes formed the 
foundation for creating the company’s service deliv- 
ery methodology. Besides, resources were invested 
at all levels to ensure that desired quality levels were 
sustained. For instance, the company had one qual- 
ity supervisor for every 16 agents as compared to 
the industry norm of one supervisor for every 35 
agents. 

The company had launched new initiatives in 
physical and data security, believing that this would 
become a key issue for clients in the future. For exam- 
ple, vCustomer evolved into a paperless office. Agents 
were not allowed to carry pens and paper to work, 
and could not loiter around another area where the 
work of a different client was being handled."! 

As the business grew, vCustomer could also afford 
to get selective about its future clients. The company’s 
management was less inclined now to sign on clients 
like Wal-Mart or Dell who merely emphasized cost sav- 
ings and negotiated deals accordingly. They believed 
that the “superior” value that vCustomer provided 
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could not be offered at the prices that these firms 
demanded. 


Creating Barriers 


Through investments in technology and scale, the com- 
pany was able to offer some distinctive benefits to clients 
vis-a-vis rivals. Sanjay described how this was possible: 


Early on, I noticed that many players in this busi- 
ness were building a similar set of competences. 
So I wanted to differentiate vCustomer from the 
competition. The idea was that even in an indus- 
try thought to have “zero” intellectual property, it 
would take a while for competitors to duplicate 
our approach if we focused on developing solu- 
tions through advanced technology and more 
rigorous process management. 


His willingness to exploit emerging technologies ear- 
lier than anyone else also enabled development of im- 
portant technological capabilities. This was best exem- 
plified in the investment in yet uncertain VoIP 
technology, which transferred data through packets 
instead of circuits, leading to easy integration of the 
voice services with other existing services that were al- 
ready using the IP network.!* The company continued 
to invest heavily in R&D, especially for an IT-enabled 
services (ITES) company. In 2003, despite the growing 
need to support growth, the company committed itself 
to spending $2-3 million over the next 12 months to- 
ward building new solutions for its clients in ITES, 
workflow analyses, and other emerging applications 
discussed later.!? 

Sanjay’s overall vision kept the company focused 
on its core competence of technology support even 
while branching out into other BPO activities. This 
focus paid off handsomely when billing rates charged 
for services plummeted due to intense competition 
and price wars in the BPO space. vCustomer, how- 
ever, could still maintain billing rates of $10-$16 an 
hour for tech support.'4 At the same time, he differ- 
entiated vCustomer from Indian rivals by focusing 
exclusively on inbound call-center operations and 
shunning telemarketing altogether. Explains Sanjay: 


Typically, our contracts last between one to three 
years, whereas in telemarketing this can be just 
one to three months. There is no comparison be- 
tween the two services, because if there has been 
no impact for a client from a telemarketing cam- 
paign, people will look back at the value of the 
contract and say it amounted to a zero benefit. 
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Exploiting the Context 


Sanjay elaborated how some early decisions pertain- 
ing to location of the call-centers turned out to quite 
advantageous for the company in retrospect. 


vCustomer’s initial call center was set up in New 
Delhi rather than in South India.!> A significant 
reason for this decision was the lower wage levels 
in Northern India, which was relatively un- 
touched by the IT boom happening in the South. 
There was an apparent negative aspect of this de- 
cision because English was more prevalent in the 
South than in the North. However, I did not view 
this necessarily as a deterrent to setting up the 
Delhi center. My thinking at that time was that it 
was probably easier to train people who weren't 
natural English speakers to listen carefully and 
develop a new accent, than those who already 
spoke English in a particular way. 


Sanjay’s experience in dealing with regulatory agen- 
cies allowed him to work effectively with relevant In- 
dian governmental agencies too. For instance, to en- 
sure uptime of the network that was critical to the 
voice and chat services that the company offered, he 
made intensive efforts early on to strike up coopera- 
tive relations with the Videsh Sanchar Nigam Ltd. 
(VSNL). VSNL was a government-controlled organi- 
zation that regulated the direction of the country’s 
telecommunications progress.'© Sanjay got VSNL’s 
managers to subscribe to his vision and subsequently 
make authorization decisions more quickly. 


Willingness to Take Risks 


The investments made in promoting quality and 
technology infrastructure represented Sanjay’s differ- 
ing approach to risk vis-a-vis his competitors. He was 
willing to invest up-front in building distinctive 
competences through process management tech- 
niques. As long as an initiative was consistent with 
the values of the company, it was not considered too 
risky (see Exhibit 6): Notes Sanjay: 


Of the 8 Indian start-up firms in 2000 with call- 
center operations, only two, 24 X 7 and EXL, re- 
mained owned by their original founders in 
2004. Many of the others exited the market by 
selling out at good prices to larger corporations, 
probably because the founders lacked the ap- 
petite for greater risk and were quite happy with 
where they had gotten so far. My approach to 
bearing risk was to go ahead with a risky initiative 
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EXHIBIT 6 


vCustomer Values 


Partnership 
Growth through shared goals 


Quality 
Continuous process improvement 


Excellence 
Recognizing and rewarding employee excellence 


Integrity 
Doing the right thing 


Respect 

Dignity at every level in the organization 
Exceeding Customer Expectations 
Consistently encouraging proactive behavior 


Source: vCustomer website, accessed in September 2005. 


provided the potential adverse impact to the core 
business was low and that the timeline one had 
for turning things around was long (say, by using 
equity/internal accruals for investments as 
against debt). 


Moving Beyond IT Services 


Although Sanjay initially focused his venture on IT 
services, he subsequently expanded into the emerg- 
ing BPO business services segment. By 2002, vCus- 
tomer had signed up clients interested in back-office 
processing operations such as customer relationship 
management and business documentation manage- 
ment. Sanjay remembered the initial difficulties: 


The BPO end of the services, especially the more 
real-time ones, though requiring less technical 
skill from the associates, often required them to 
be trained extensively on cultural norms, eti- 
quette and language idiosyncrasies of the stake- 
holders they would be interacting with. 


The company also began to provide services to a wider 
range of sectors. Notes Sanjay: 


With the move to BPO came diversification into 
services to other sectors or “verticals” like retail, 
hospitality and utilities. Our moves were some- 
what serendipitous as they resulted from posi- 
tive reactions to casual enquiries made by 
prominent players in each of these sectors. The 
addition of a new sector required a dramatically 
non-linear effort from the company to execute 
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successfully since the complexities of the new 
business had to be effectively understood by the 
operating personnel. 


Enhancing seat utilization, a key driver of business 
success in the industry, was the primary motivation 
towards moving into greater back-office work for ex- 
isting and new clients. vCustomer’s current seat uti- 
lization went up to around 1.2—1.3 (one workstation 
was being utilized for a little more than a shift of 
eight hours), but the objective was to push it up to 1.5 
by 2005. 


Challenges Confronting vCustomer 


For the fiscal year 2003-04, the company recorded 
revenues of $33 million, nearly twice the levels of the 
previous year, and intended to maintain a similar 
growth rate in 2004.!” Sanjay had accumulated a war 
chest of $25 million that could be used for acquisi- 
tions. He had built a talented pool of executives of 
whom nearly 50% were engineers. To strengthen his 
management team, he was recruiting MBAs from 
the top Indian business schools. vCustomer was now 
a mid-sized BPO company and faced a new set of 
challenges. Sanjay and his management team were 
concerned with increasing service and resource 
competition and possible imitation of vCustomer’s 
competences. They also felt the need to scout for new 
low-cost destinations with complementary skill sets 
in other parts of the world. 


Emerging Low-Cost Labor Destinations 


The wage differential between the U.S. and India was 
gradually shrinking, further eroding the competitive 
advantage of firms operating in India. Sanjay esti- 
mated that the differential was about 5 times when 
he started out in 1999, but this was down to around 
3 times in 2005. Increasing wage structures on ac- 
count of the demand for skilled employees outstrip- 
ping supply were partly responsible.'® As wages in 
India grew, and as the outsourcing phenomenon 
spread beyond the IT industry, the Philippines was 
fast emerging as an alternative destination for out- 
sourced work. It offered similar benefits in terms of 
workforce because basic education there was also 
primarily in English, and its citizens had always been 
customer-service oriented. Besides, it was probably 
culturally closer to the U.S., having been a U.S. terri- 
tory for the first half of the 20th century. Addition- 
ally, China and Russia were also fast attracting a 
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EXHIBIT 7 


Cross-Country Comparison 


Land Area 
(sq. km) 


9,161,923 2,973,190 


Population 295,734 1,080,264 
(‘000) 

Median age 36.27 24.66 
Literacy 97% 59.5% 
GDP per capita $40,100 $3,100 
GDP growth 4A% 6.2% 
Unemployment 5.5% 9.2% 
rate 

Inflation 2.5% 4.2% 
rate 


Electricity 
consumption 
(billion kWh) 
Oil consumption 19.65 
(million bbl/day) 
Telephone lines 
in use (million) 


3,660 510.1 


181.599 


158,722 


Cellular phones 
in use (‘000) 


TV broadcast 
stations 


>1,500 


Internet users 159 
(million) 


Airports 14,857 333 
Highways (km) 6,393,603 2,525,989 


Source: CIA —The World Factbook, accessed in December 2005. 


healthy share of IT and R&D work. China in particu- 
lar, had a large pool of employable engineering grad- 
uates, and infrastructure in that country was better 
than that available in India.!? Exhibit 7 compares rel- 
evant data across these countries. 

Sanjay believed that India was still very competi- 
tive geographically. Though wage levels in the bigger 
cities were rising rapidly, firms could move towards 
hiring employees from Tier II and Tier III cities 
where there was an abundant talent pool able and 
willing to work at lower wages. Additionally, vCus- 
tomer had already taken some effective steps in order 
to retain skilled employees by making employment 
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Philippines Russia 


9,326,410 298,170 16,995,800 


1,306,314 87,857 143,420 


32.26 22.27 38.15 
90.9% 92.6% 99.6% 
$5,600 $5,000 $9,800 

9.1% 5.9% 6.7% 

20% 11.7% 8.3% 


41% 5.5% 11.5% 


1,630 46.05 894.3 


263 

269,000 
3,240 225 
94 3.5 


472 255 2,586 
1,765,222 202,124 537,289 


in this sector seem more socially acceptable.”° Sanjay 
reflected: 


We see increased demand for skilled people but 
do not expect a shortfall in the supply. Recruiting 
people with the right mix of capabilities could 
become challenging, but Indian suppliers who 
possess highly evolved and targeted processes 
should not be impacted.*! 


Sanjay was bullish about the Philippines emerging as 
an alternative destination. Besides exploiting the larger 
wage differential, a base in this part of Asia might also 
be beneficial in enhancing revenues. Local companies 
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with the U.S. as their key market would look to work 
with an outsourcing firm closer to home. Moreover, it 
would not be an alien context for the company as 
their present CFO was from the Philippines. However, 
the management team at vCustomer was concerned 
whether the company could maintain the quality of 
services it was proud of, from a new location. It would 
also take a while to understand and work within the 
regulatory context of a new country. 


Growing Competitive Threats 


The nature of the outsourcing industry was changing. 
Some large IT companies were entering this space and 
recognizing potential synergies that could be achieved 
with their existing businesses. In mid-2004 IBM ac- 
quired one of vCustomer’s rivals, Daksh Services, in a 
deal worth about $170 million.2? The acquisition 
sparked off speculation about similar deals in the off- 
ing from IBM’s global IT competitors.” Besides, do- 
mestic IT firms such as Wipro and others were also 
consolidating to meet the challenge of multinationals 
entering their home turf.74 How could vCustomer con- 
tinue to hold onto its competitive advantage in the face 
of a direct challenge from IBM and other large rivals? 
However, the BPO market in India was forecasted 
to grow at a compounded rate of 46% annually (see 
Exhibit 8). Potential new clients were looking for new 
services to outsource and for vendors who had a 
broad set of capabilities. Currently, a typical client 
maintained outsourcing relationships with several 
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EXHIBIT 8 
Growth of BPO Market in India 


70 
BPO Market in India 
60 USD Bn 
50 
& 40 
3 CAGR-45.8% 
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20 


10 
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2009E 


Source: vCustomer website, 2005. 
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vendors for its diverse requirements. This pattern of 
behavior had emerged not only because outsourcing 
companies had built up core competencies in differ- 
ent areas over time, but also because clients sought to 
avoid excessive dependence on any one such ven- 
dor.?° This was expected to change in the future. 
Besides the larger incumbents and new entrants, 
there were nearly 4,000 firms involved in BPO in 
2005, though quite a few of these were little more 
than fly-by-night operators. Margins were falling and 
contracts were becoming more short-term as clients 
were increasingly looking for new vendors to associ- 
ate with. Therefore, it was becoming clear that the 
company could not maintain its rate of growth by re- 
maining focused only on its current businesses. 


Available Options 


Entering the Healthcare Segment In the face of growing 
competition, one option that vCustomer had was to 
diversify into a business area that offered a great poten- 
tial for growth. This move could increase vCustomer’s 
scale of operations resulting in improved efficiencies 
and could potentially reduce the threat posed by new 
large entrants. Currently a typical business relation- 
ship fetched revenues of $50,000-$200,000 a month 
for vCustomer and was assigned 50-100 dedicated 
personnel (workstations). The managers that advo- 
cated further expansion in BPO activity recognized 
the importance of getting clients to sign up for trans- 
actions of higher value, say $200,000—$1,000,000 a 
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month. Higher value transactions would make vCus- 
tomer more important to its clients and they would be 
more reluctant to switch to other vendors in the future. 
However, to make the transition to bigger deals, the 
company needed a broader base of delivery capabili- 
ties so that clients would consider it a “one-stop-shop” 
for all their outsourcing needs. 

Specifically, Sanjay was considering the entry into 
the Healthcare vertical. Outsourcing of services in 
healthcare was slowly gaining traction as U.S. com- 
panies recognized that a variety of activities could 
potentially be outsourced (see Exhibit 9). Primary 
reasons why healthcare firms were looking to out- 
source, specifically to offshore destinations, included 
reducing operating costs, focusing on core business, 
avoiding necessary investments, overcoming inability 
to staff appropriately, and upgrading current service 
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Sanjay recognized the challenges inherent in en- 
tering this new vertical: 


Moving into a new vertical such as healthcare is 
extremely challenging. It is almost like starting 
over. It is difficult to convince potential cus- 
tomers that they should be our first client in this 
new vertical. Healthcare has its own significant 
challenges in terms of core competencies and 
service platforms that we would have to create to 
show that we understand the business. Acquisi- 
tion of capability in this vertical is probably an 
easier path for us to go down. 


Despite these difficulties, he was of the opinion that 
vCustomer should try and provide greater value to 
their clients than basic call-center services in this new 
vertical. vCustomer’s management had come to realize 


levels.*° that the data generated through more basic operations 


EXHIBIT 9 


Outsourcing Trends in Healthcare Sector in 2005 


Issues facing Healthcare players: 

@ Managing increasing medical costs and balancing customer satisfaction 

@ Reducing operating back-office costs 

@ Complying with the standards and requirements of the Health Insurance Portability and Accountability Act 
@ Upgrading IT infrastructure and moving to the web to provide real time connectivity 

@ Focusing on survival and developing strategies to differentiate products from competitors 


Organizations most likely to pursue an offshore initiative: 
@ Health plans 

@ Healthcare payers 

@ Third party health benefit administrators 

@ Independent software vendors 

@ Application service and BPO service providers 


Activities being outsourced offshore: 
Enrollment services (enrollment of new members, eligibility verification) 


Claims adjudication (claims data entry, reference to policy, managing billing and EOBs, claims re-pricing) 
Customer service (call-center handling, email/web support) 

Imaging and data digitization (mailroom services, scanning of documents, converting text into electronic data) 
Premium administration (application of money received to individual accounts, end of day balancing of suspense 
accounts) 

Policy administration (maturities, policy changes, beneficiaries) 

Underwriting (risk assessment, pre-existing condition evaluation) 


Emerging models in Healthcare offshore BPO: 

@ Managed services outsourcing (outsourcing of low value and non-strategic activities that are transactional in nature, 
e.g., imaging and data digitization) 

@ Business function outsourcing (outsourcing of complete business functions and processes, e.g., claims adjudication, 
policy administration) 

@ Enterprise operations outsourcing (outsourcing of complete back-office operations in one package to specialized 
vendor) 


Source: Report by NewHorizons Consulting, 2005. 
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was usually amenable to a greater degree of analysis, 
which made more value-add possible. However, per- 
sonnel with suitable skills would have to be hired. 


Acquisition of MCI’s Assets vCustomer had come to 
learn that the telecommunications company MCI, 
Inc. was looking for a buyer for its call-center opera- 
tions comprising eight call-centers in multiple loca- 
tions across the U.S. and one call-center in the 
Philippines. MCI itself was on the verge of a mega- 
merger with its competitor Verizon, which also pos- 
sessed similar call-center resources. 

This acquisition could potentially be the answer 
to the challenges that vCustomer was confronted 
with. It would nearly double the company’s size and 
bring its employee strength close to 6,000 (the 
Philippines center employed around 1,500 people 
alone). The company would acquire the capabilities 
to start onshore outsourcing, and even cater to re- 
gional requirements due to the diversity of locations 
of the U.S. call-centers. It could then better match its 
clients’ diverse needs and provide a migration path 
over the lifecycle of the relationship with a specific 
client. It would provide a base in the Philippines, 
which was emerging as an attractive location. If 
vCustomer drove a hard bargain, they could consum- 
mate the acquisition for $45 million, a figure just 
around their budgeted levels.”7 

vCustomer would also diversify its businesses 
through the acquisition. Among the services that 
these call-centers were performing were Relay Service 
and Directory & Operator Assistance (DA). The 
Relay Service business had been born as a result of 
the U.S. government’s ADA initiative to support 
equality of access to services for deaf and hard of 
hearing persons. It involved carrying out telephonic 
transactions on behalf of handicapped persons 
through dedicated call-centers. Billing was done on a 
per-call per-minute basis to State and Federal Gov- 
ernments, which fix the compensation level for these 
services. In contrast, DA involved services to provide 
round-the-clock directory information to callers with 
enquiries. These could range from mundane infor- 
mation on phone numbers or street addresses to 
more specific “enhanced” enquiries on weather fore- 
casts, sports scores or stock prices. MCI was willing 
to let the acquirer perform these operations on its be- 
half for an initial 7-year period. Therefore, these new 
services could become a significant revenue stream 
for the company. The relay services could bring in 
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$70-90 million annually, whereas the DA services 
would be likely to generate $10-30 million annually. 
Though vCustomer had now reached a size of nearly 
$50 million through its existing ITES and BPO busi- 
nesses, the acquisition could still more than double 
its size. 

The acquisition would change the primary busi- 
ness of the company from a business-to-business (b- 
to-b) model to a _ business-to-customer (b-to-c) 
model. Doing business directly with the end-cus- 
tomer diversified the risks associated with relying 
upon sales to large enterprises, which were character- 
ized by long cycle-times and high degrees of variabil- 
ity. Moreover, with MCTI’s U.S. assets vCustomer 
could begin meeting the growing demand for “on- 
shore” outsourcing of operations. The domestic (U.S.) 
market had always been the largest market for out- 
sourcing. Additionally, many corporations had real- 
ized by now that offshore outsourcing was not a 
panacea for all their troubles. If improperly man- 
aged, offshoring lead to a drop in the quality of the 
services outsourced or cost advantages initially con- 
ceived were significantly offset by higher monitoring 
requirements. These corporations were looking for 
some critical activities primarily involving voice 
communication, to be outsourced to firms with U.S. 
operations and were willing to pay a higher price for 
such services. 

In spite of some clear benefits, Sanjay and his 
management team recognized that there were risks. 
First, MCI was a large and mature organization and 
their employees possessed a different mindset than 
their counterparts at vCustomer. The cultural differ- 
ences might also make integration of these employ- 
ees into vCustomer and retaining them a tougher 
task than imagined. Therefore, the proposed ad- 
vantages due to the skills they possessed might not 
accrue. Second, vCustomer didn’t have any brand 
equity as a b-to-c services provider. The capabilities 
required for these emerging services would have to 
be developed afresh, a difficult task in an uncertain 
environment. While this was still synergistic with its 
current b-to-b operations, it could divert attention 
away from its core ITES and BPO businesses at a time 
when these segments were still growing. Going ahead 
with this acquisition would probably force the com- 
pany to postpone plans of entering the healthcare 
vertical. Third, although “onshore” outsourcing was 
an appealing prospect for vCustomer, the cost advan- 
tages in starting onshore outsourcing, especially 
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through an acquisition, were unclear. Further, since 
vCustomer had never managed a U.S. operation or 
operated out of the Philippines, integrating these ge- 
ographically dispersed assets might prove to be chal- 
lenging for a small company with limited resources. 


It Was Time to Make Some Decisions 


As the members of his top management began enter- 
ing the conference room, Sanjay glanced at the clock 
showing Indian Standard Time and began to call the 
Head of his Indian operations, who was probably 
ending his workday. Given the way the industry was 
evolving, it was clear that the current strategy of 
growing the company organically was not enough to 
meet expected growth rates in the future. Hence, 
would the MCI acquisition be the right approach to 
take the company in new directions? Alternatively, 
would the company be better off by focusing its ef- 
forts on entering the healthcare vertical? 

Finally, Sanjay was also grappling with a personal 
dilemma that not all members of his team were 
aware of. IBM’s acquisition of Daksh had opened the 
floodgates for similar acquisitions by other IT corpo- 
rations. vCustomer had also been approached re- 
cently as an acquisition target, by a large IT firm 
wanting to enter the BPO business. With the “hot” 
market for acquisitions, a sale at this point could 
generate around 12 times earnings. This would defi- 
nitely be a right time for vCustomer to exit the mar- 
ket. On a personal level, this decision would offer 
Sanjay a well-deserved break from his hectic lifestyle 
and true financial freedom. Sanjay had to decide how 
to proceed, and once he was clear, he had to inform 
his managers about his decision. 
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Verizon Communications Inc.: 


The Telecommunications 


Industry 


This case was prepared by Dr. Robert J. Mockler. 


Introduction 


s of December 2005, Verizon Communications 

Inc. maintained the position as the largest U.S. 
fixed-line and wireless services provider and earned 
the number one ranking in Fortune’s list of most ad- 
mired telecommunications companies. Under the 
leadership of chairman and chief executive officer, 
Ivan Seidenberg, the company achieved the enviable 
position of having a reputation for operational ex- 
cellence and the most satisfied customers in the 
wireless industry [Verizon Communications Inc., 
2004]. In a dynamic industry, such as telecommuni- 
cations, and faced with increasing deregulation in the 
wireless industry, new opportunities were created for 
competition. The overall task for Mr. Seidenberg was 
to develop an effective differentiating enterprise- 
wide strategy if Verizon Communications Inc. was 
to survive and prosper against aggressive competi- 
tion over the intermediate and long-term future. 

The telecommunications industry was once dom- 
inated by a single, regulated monopoly, AT&T, until 
1984 when changes in government regulation, which 
resulted in its divestiture, led to the introduction of 
competition which consisted of seven regional Bell 
operating companies (Baby Bells), including Bell At- 
lantic. Bell Atlantic pursued unregulated businesses 
such as wireless, Internet, directory publishing, and 
catalog sales of computer parts and office supplies. 
In 1999, the FCC granted Bell Atlantic permission 
to sell long-distance phone services in New York, 
making the company the first of the seven Baby 


Copyright © 2007 by Robert J. Mockler. This case was prepared by 
Robert J. Mockler as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Robert J. Mockler. All rights 
reserved. 
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Bells to be allowed to offer long-distance in its home 
territory. 

In 2000, Bell Atlantic and Vodofone combined their 
USS. wireless operations to form Verizon Wireless. Veri- 
zon Communications, Inc. was formed later that year 
upon approval for acquisition of the non-Bell local 
phone company, GTE. In 2001, the Company received 
permission to offer long-distance in Massachusetts, 
Connecticut, and Pennsylvania; in 2002, it received 
permission for Delaware, New Hampshire, and Rhode 
Island, and in 2003, it received permission for Mary- 
land, West Virginia, and Washington, D.C. 

Apart from concerns of increasing competition 
brought about by the deregulation of the industry, 
Verizon Communications Inc. was faced with a 
number of critical long-term decisions. Some of 
these strategic decisions included: Should the com- 
pany undergo a drastic upgrade of the equipment 
used in the transmission of an increasing variety of 
data? What services should the company offer that 
were better suited to the needs of its customers? 
How could the company retain the customers it had 
and increase market share? The main question to be 
resolved was how to differentiate Verizon Commu- 
nications Inc. from its competition and so achieve a 
winning edge over competitors within intensely 
competitive, rapidly changing immediate, intermedi- 
ate, and long-term time frames. 


Industry and Competitive Market Analysis: 
the Telecommunications Industry 


The telecommunications industry in 2005 was the 
most dynamic industry in the United States. During 
the 1990s, the growth of the Internet, advances in a 
range of technologies, the deregulation of the 
telecommunications industry, and rapid increases in 
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the demand for telecommunications services helped 
fuel swift growth [Bureau of Labor Statistics, 2005]. 
The industry was based primarily on services pro- 
vided for the transmission of a variety of information 
using fixed-line or wireless networks, or a combina- 
tion of both. Each network was made by using spe- 
cific equipment housed in the facilities described 
below. The main consumer product was telephone 
handsets while other products included accessories 
to telephone handsets and calling cards. 

Transmission was defined as any method by 
which a variety of information including data, graph- 
ics and video was conveyed. The method of transmis- 
sion could be one of three types: fixed-line, wireless, 
or fixed-wireless. Information conveyed over a fixed- 
line network used wire, cable or fiber optic links to 
connect devices while wireless networks used radio 
signals for mobile devices allowing for convenience 
and portability. 

The industry consisted of two types of companies: 
companies that provided services and companies that 
provided accompanying products or electronic de- 
vices. Telephone companies were companies that pro- 
vided primarily voice services and data services. Some 
telephone companies provided services using both 
fixed-line and wireless networks while other tele- 
phone companies focused on providing services spe- 
cific to a particular network. Companies such as 
AT&T Inc. and Verizon Communications Inc. pro- 
vided primarily local and international voice and data 
services, using both fixed-line and wireless networks. 
MCT Inc. provided long-distance voice and data com- 
munications using traditional and broadband fixed- 
line networks and Sprint Nextel Corporation provided 
mainly wireless voice and data services. Changes in 
technology and regulation allowed cable and satellite 
television providers to compete with telephone com- 
panies. Cable companies such as Time Warner Cable 
provided high-speed data and digital voice services 
that competed directly with the fixed-line broadband 
services offered in the industry. Direct TV was an ex- 
ample of a satellite television company that provided 
high-speed data and digital voice services over a wire- 
less network and competed directly with the wireless 
broadband services offered in the industry. Other 
companies that participated in this industry were 
product manufacturers such as Nokia, Motorola and 
Siemens whose main consumer product was wireless 
telephone handsets. 


Figure 1 outlines the main sections of the 
telecommunications industry, which were Transmis- 
sion, Facilities and Equipment, Services/Products, 
Customers, Customer Service, Geographic Region, 
Distribution/Marketing, Mergers and Acquisitions, 
and Competition. 


The Essence of the Telecommunications 
Business Model 


Customers were either individuals requiring telecom- 
munications services for personal use or businesses 
requiring telecommunications services for opera- 
tional purposes. Customers wished to exchange data 
or non-voice information and to have conversations 
with other customers within the area (locally), in other 
areas within the same country (long-distance) or in 
other countries (internationally). They could talk to 
each other and send and receive information such as 
messages, documents, pictures or graphics and video, 
and they were also able to perform searches for any 
kind of information. Transmission occurred as signals 
across three types of networks: fixed-line along the ca- 
bles that connected telecommunications facilities 
and equipment; wireless as radio waves or fixed 
wireless, which was a combination of fixed-line and 
wireless networks. 

Customers purchased products (handsets, com- 
puters, laptops, personal digital assistants and other 
electronic devices) that had all the features they de- 
sired. They also had to purchase the accompanying 
services offered by telecommunications _ services 
providers that allowed the products to function as 
communication devices. These services gave cus- 
tomers access to a company’s network over which they 
could send information. Examples of services were 
voice services (exchange of information through con- 
versation), data services which could be short text or 
picture messages and email through the use of the In- 
ternet, and information/directory publishing services 
where customers could access contact information for 
businesses and individuals alike. 

Advantages of immediate response and increas- 
ing instant gratification paved the way for modern 
day communications. Telephones, also known as 
handsets, allowed for direct conversation between 
any two entities. Data consisted of pictures, graphics, 
and text documents. Information was sent using fac- 
simile devices over fixed-line networks. With the ad- 
vent of the Internet, data could be sent to and from 


quawidinby 
/saainag pue sanijioe4 


SadIN1aS syonpoldg 


Jauio}sn4 


uoifay 
o1ydesfoay 


Bunayey 
/uonngqiysiq 


suonisinboy 
pue suahiayy 


uoIssiwsued) 


siawojsng 


uonnaduoy 


Ayjsnpuy suoijeciunwiwoseja] aul 


SECTION B_ Corporate Level Cases: Domestic and Global 


N 
00 
a) 
O 


CASE 26 Verizon Communications Inc.: The Telecommunications Industry [O§t:#} 
——————— 


virtually anywhere in the world. Electronic mail or 
email made it easier, faster and cheaper to correspond 
when compared to the use of Postal Services. The In- 
ternet provided the ability to send short messages 
through instant messaging applications and recently, 
voice as data packets over the Internet. An example of 
the use of digital signals in the transmission of con- 
versations over the Internet was known as Voice over 
Internet Protocol (VoIP). The Internet could be ac- 
cessed through the use of a desktop computer con- 
nected to a fixed-line or a laptop computer that used 
wireless transmission. The increasing popularity of 
the Internet has also caused product manufacturers 
to develop innovative wireless handsets through 
which customers could access the Internet. The 
growing popularity of wireless services promoted the 
development of devices that provided customers 
with continuous accessibility to information and the 
added advantage of mobility. Examples of these de- 
vices were Palm Pilot and RIM Blackberry. Many of 
these devices provided the ability to access web con- 
tent remotely, over wireless networks. 

Individuals selected telecommunications services 
providers based on affordability, reliability, customer 
service, look and features of the products, and the abil- 
ity of the company to satisfy all of their needs such as 
conversation, exchange information, entertainment, 
and others. Business customers focused on reliability 
of the network, security, and the company’s ability to 
provide all services needed by the particular business 
such as video conferencing, web access, information 
security, remote access and e-business applications. 
Customers chose companies based on the ability of 
the company to appeal to most or all of their needs, a 
“one stop and shop” deal where that one company 
would provide services for different networks. 

Customers who wished to have telecommunica- 
tions services solicited information from company- 
owned retail stores, independent retail stores, com- 
pany websites, or advertisements. It was through 
these channels that a customer could also purchase 
such services on a subscription basis. Products such 
as phones and accessories of product manufacturers 
with whom agreements were made were also sold 
through these channels. Companies had to have the 
facilities and equipment needed to provide any kind 
of service; they either had their own or they leased it 
to other companies known as telecommunications 
resellers. To effectively provide services for customers 
they were expected to have top quality transmission 


facilitating faster transmission rates and network 
reliability, and better coverage over a greater area. 
Customer Service played a key role in a company’s 
performance as this would have a tremendous effect 
on customer retention rates, also known as churn 
rates in the telecommunications industry. 

Given a competitive industry such as this, compa- 
nies had to mass market their services through all 
forms of media in an effort to promote services and 
establish brand recognition. In addition to the serv- 
ices offered, it was the innovative, attractive products 
that gripped the customer’s attention and therefore 
product design was important. A services provider 
was expected to obtain agreements with telecommu- 
nications product manufacturers gaining exclusive 
access to “hot” or impressive new products, particu- 
larly handsets, to maintain a competitive advantage. 


Transmission 


Original forms of communication included Morse 
code and telegrams, and mail sent through the use of 
postal services. In subsequent years, voice communi- 
cation provided direct contact where two individuals 
anywhere in the world were able to converse or send 
information to each other. There was no longer an 
extended period of time lapse between correspon- 
dence and exchange. Since the 1990s, the Internet has 
played a major part in the ease of communication. 
The Internet, sometimes called simply “the Net,” is a 
worldwide system of computer networks—a network 
of networks in which users can, if they have permis- 
sion, send and get information. For many Internet 
users, electronic mail has practically replaced the 
Postal Service for short written transactions and was 
the most widely used application on the Internet. 
The Internet was an increasingly popular method of 
communication as it provided the transfer of large 
amounts of data which ranged from documents, pic- 
tures and graphics, video, music. 

There were three types of networks used in trans- 
mission: fixed-line, wireless, and a combination of 
the two, known as fixed-wireless. 


Fixed-Line Fixed-line networks used coaxial and fiber 
optic cables to connect customers’ premises to cen- 
tral offices. The rising popularity of the Internet led 
to an increase in customers’ use of the fixed-line net- 
work to transmit data and other electronic materials. 

Increasing demands for the transmission of a wider 
variety of information has led to the development of 
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new technology known as broadband, which was a 
high-capacity, two-way link used to transmit infor- 
mation. Information was sent on many different 
channels within the band concurrently, allowing 
more information to be transmitted in a given 
amount of time (similar to having more lanes on a 
highway allowing for more cars to travel on it at the 
same time). Broadband gave users access to the Inter- 
net and Internet-related services at significantly 
higher speeds. It had the potential technical capabil- 
ity to meet consumers’ broad communication, enter- 
tainment, information, and commercial needs and 
preferences [FCC, 2005]. Customers were also capa- 
ble of transmitting voice over the Internet (VoIP) 
through the use of broadband networks. 


Wireless Wireless communication involved trans- 
mitting signals through air and space using radio 
waves. A higher radio frequency required greater 
bandwidth to allow for a better data carrying capac- 
ity of the wireless system. Wireless networks com- 
municated with each other and a variety of devices 
allowed subscribers to send and receive data and/or 
video messages by using satellites. Narrowband was 
broadly defined by the FCC to provide wireless te- 
lephony, data, advanced paging, and other services to 
individuals and businesses [FCC, 2005]. Narrowband 
was only that portion devoted to voice and limited 
data transmission. Wireless broadband referred to 
larger band of frequencies over which a variety of 
data could be transmitted such as pictures and video. 


Fixed Wireless Fixed wireless was essentially a combi- 
nation of fixed-line and wireless networks. It was a 
method for providing a network segment between two 
set locations using wireless devices or systems. Fixed 
wireless referred to the operation of wireless devices or 
systems such as laptops and wireless printers in set lo- 
cations such as homes and offices. Fixed wireless de- 
vices normally derived their electrical power from 
electricity outlets, as opposed to portable wireless de- 
vices that normally derived their power from batteries. 
The fixed-line was connected to the antenna, which 
created a wireless environment by converting fixed- 
line signals into wireless signals enabling wireless 
transmission. With advancing technology and increas- 
ing consolidation in the industry, many companies 
began offering both fixed-line and wireless services. 
“The wireless communications industry has been ex- 
periencing consolidation and [analysts] expect that 
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this trend will continue. This consolidation trend may 
enhance the ability of wireless service providers . . .” 
[Mergent Online, 2005]. It was those companies that 
operated multiple networks that were better able to 
provide any and all services that fit a wide variety of 
customers’ needs and desires. 

In addition to this, most companies were moving 
away from traditional fixed-line services to offering 
services using broadband, which offered greater 
bandwidth and faster transmission rates. “They seem 
to think that the way to expand and thrive in 
today’s telecom world is by focusing on growth in 
the profitable wireless and broadband markets . . ” 
[Rosenbush, 2005]. The overall industry trend was to 
develop the wireless and the fixed-line broadband 
services. Companies had to have the necessary facili- 
ties and equipment to expand services. Changes in 
technology brought about by the introduction of 
broadband and wireless capability created new mar- 
kets for telecommunications services providers. On- 
line usage grew significantly in the last few years with 
70% of U.S. households now having access to the In- 
ternet and over 1/3 of those homes using broadband 
connections [Verizon Communications Inc., 2004]. 

It was more important to provide a network that 
was reliable, fast and efficient and these qualities de- 
pended on the equipment used. 


Facilities and Equipment 


The facilities, equipment and operating systems used 
in the telecommunications industry are discussed in 
more detail below. 


Facilities Facilities referred to the central offices 
maintained by telecommunications companies that 
contain switching equipment which route content to 
its final destination or to another switching center. 
This was typical of fixed-line networks. 

Wireless equipment was used to create cell sites. A 
cell was the geographical area covered by a wireless 
transmitter. The transmitter facility itself was called 
the cell site. The cell provided by a cell site could be 
from one mile to twenty miles in diameter, depend- 
ing on terrain and transmission power. Several coor- 
dinated cell sites were called a cell system. Wireless 
services providers generally gave customers access to 
their cell system, which was essentially local. When 
traveling out of the range of this cell system, the cell 
system enabled you to be transferred to a neighboring 
company’s cell system without one being aware of it. 
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In order to increase coverage, network reliability and 
transmission rates of wireless networks, companies 
had to increase the number of cell sites. The cost to 
build new cell sites was estimated to be anywhere 
from $100,000 to $1 million per cell site, depending 
on the difficulty associated with building it [Rulison, 
2005]. An increase in cell sites facilitated price com- 
petitiveness as companies used their own facilities to 
provide wireless transmission. 

A company had to have significant capital re- 
sources to expand and build-out any of the above 
networks in order to introduce new services. Compa- 
nies should upgrade their networks to provide faster 
transmission, more bandwidth for the increasing 
amount of information customers wished to ex- 
change and remain competitive. These qualities were 
attributed to the equipment used for each network. 

The following is a discussion of the equipment 
housed in these facilities. 


Equipment The main equipment used in the fixed- 
line network included switches and routers, convert- 
ers, remote access servers, IP telephony equipment 
used to transmit data and voice communications over 
the same network, optical networking components, 
and network service and security systems. These de- 
vices were connected by copper lines, coaxial cables 
or fiber optic links. The main equipment used in set- 
ting up wireless connectivity included transreceivers, 
bridges, signal amplifiers, modems and antennas. 
Fixed-wireless network equipment consisted of the 
equipment used in setting up a fixed-line network, 
except for the cables used to connect the devices, and 
equipment used to create the wireless connection for 
the operation of wireless devices. The companies that 
owned their own equipment were able to lease it to 
other companies called telecommunications resellers. 

Switches channeled incoming data from any of 
multiple input ports to the specific output port that 
took the data toward its intended destination in a 
telecommunications network. 

Routers determined the next system point to 
which a data packet should be forwarded enroute to- 
ward its destination. Each data packet sent contained 
a unique address that was stored in an address look- 
up table. The router was connected to at least two 
systems and determined which way to send each data 
packet based on the address look-up table. 

Converters were used to transfer data across dif- 
ferent media, that is, they were used to change data 


signals to voice signals or vice versa. For phone conver- 
sations, fixed-line networks had to convert voice signals 
to data signals that were transferred across the coaxial 
cables or optical cables and these signals were recon- 
verted to voice signals by other converters at the end of 
transmission. 

A remote access server sometimes called a com- 
munications server was the computer and associated 
software that was set up to handle users seeking ac- 
cess to a network from an isolated location. 

IP telephony equipment included all equipment 
used to exchange spoken or other telephone informa- 
tion over the Internet rather than through the use of 
traditional telephone service. A modem varied the fre- 
quency of outgoing data signals from electronic de- 
vices to voice signals for a conventional copper twisted 
pair telephone line and extracted information from 
the varied frequency of the incoming voice signal and 
converted it to a data signal for the electronic device. 

Copper lines formed the traditional medium 
used to connect networks. These were either twisted 
or shielded twisted pair. Twisted pair was the ordi- 
nary copper wire that connected home and many 
business computers to the telephone company. It was 
made up of two insulated copper wires twisted 
around each other. Each connection on twisted pair 
required both wires. Since some telephone sets or 
desktop locations required multiple connections, 
twisted pair was sometimes installed in two or more 
pairs, all within a single cable. For some business lo- 
cations, twisted pair was enclosed in a shield; this was 
known as shielded twisted pair. 

Coaxial cable was the kind of copper cable used by 
cable TV companies between the community antenna 
and user homes and businesses. It was sometimes 
used by telephone companies from their central office 
to the telephone poles near users. It was also widely 
installed for use in business and corporation. Coaxial 
cables had more bandwidth than copper lines and 
faster transmission rates. 

Fiber optic (or “optical fiber”) referred to the 
medium and the technology associated with the 
transmission of information as light impulses along a 
glass or plastic wire or fiber. Fiber optic wire carried 
more information than any other type of connection 
and was far less subject to electromagnetic interfer- 
ence. It was also much cheaper to maintain. 

Bandwidth referred to the transmission capacity 
of a telecommunications network and was a meas- 
urement of a network’s transmission speed, that is, 
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how much data a network could transfer in a given 
amount of time. Efficiency of the network was based 
on the speed of data transmission. 

It was important to focus on the type of connec- 
tions used create the networks. Different types of 
connections varied in the transmission capacity, 
bandwidth, and hence varied in speed. Increased band- 
width could have been used to deliver new services. 
Faster transmission rates led to improved customer 
perception of the services and increased competitive- 
ness against cable providers. 

Equipment used in setting up wireless connectiv- 
ity included transreceivers, bridges, signal amplifiers, 
modems and antennas. 

A station that transmitted and received data re- 
ferred to as a transceiver was used to create an access 
point which connected users to other users within the 
network. It also served as the point of interconnection 
between the wireless and a fixed-line network. The 
number of access points a wireless network needed 
was determined by the number of users and the size 
of the network. 

A wireless bridge was used to connect two or 
more system segments that were separated physically. 
A bridge worked at the data-link or physical level of a 
network, copying data from one network to the next 
network along the communications path. Signal am- 
plifiers are electronic devices that increase the power 
of signals so that information carried as signals can 
be transmitted. 

An antenna was a specialized transducer (an elec- 
tronic device) that converted radio-frequency (RF) 
fields into alternating current (AC) or vice versa. 
There were two basic types: the receiving antenna, 
which intercepted RF energy and delivered AC to 
electronic equipment, and the transmitting antenna, 
which was fed with AC from electronic equipment 
and generated a RF field. 


Operating Systems Operating systems were the software 
platforms telecommunications equipment and devices 
used to transmit voice and data. Operating systems were 
found as part of any electronic device, especially those 
used every day, from computers to cell phones to wire- 
less access points. The purpose of an operating system 
was to organize and control hardware and software so 
that the device it “lived in” behaved in a flexible but pre- 
dictable way. It manages the hardware and software re- 
sources of the system. The operating systems used for 
fixed-line networks managed hardware, which included 
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such things as the processor, memory, disk space and so 
forth. The most common operating systems were the 
Windows family of operating systems developed by 
Microsoft, the Macintosh operating systems developed 
by Apple and the UNIX family of operating systems 
[Coustan and Franklin, 2005]. With respect to func- 
tionality, operating systems were very similar for fixed- 
line networks and were comparable in their ability to 
transmit information efficiently. 

For wireless networks, different operating systems 
had distinct functionality. An operating system pro- 
vided electrical devices with the ability to operate as a 
functional unit. An example of this was the ability of 
the operating system to make the hardware of a wire- 
less phone, which included the keypad, the screen, the 
address book, the phone dialer, the battery and the net- 
work connection work effectively to transmit informa- 
tion. It provided a stable, consistent way for applications 
to deal with the hardware without having to know all 
the details of the hardware. The Palm OS and Windows 
Mobile, CDMA (Code Division Multiple Access) and 
GSM (Global System for Mobile communication) for 
wireless devices were other examples of operating sys- 
tems. CDMA was a better technology than GSM be- 
cause GSM was not able to handle both voice and data 
effectively. It was also important to have an operating 
system that was equipped enough to handle the trans- 
mission of a variety of voice and data, like CDMA. 

The key was to have an operating system that 
could effectively operate on any network, fixed-line, 
wireless, or fixed-wireless. The operating system de- 
termined what functions the devices could perform 
and how the different parts of devices would interact 
with each other to perform as a functional unit. It 
was important that the operating system allowed de- 
vices to work regardless of location. Although CDMA 
was a better technology, GSM was more widely used. 
It was the world’s most popular wireless handset tech- 
nology used by more than one billion people in more 
than 200 countries and offered customers unparal- 
leled global roaming capabilities [U.S. Business Re- 
porter, 2001]. It was also important for operating 
systems to have a high degree of commonality of de- 
sign worldwide. Interoperability of operating systems 
led to advantages of compatibility of services and 
worldwide roaming capability. 


Services /Products 


Traditionally, the main services provided were voice 
and data messaging services but these services were 
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expanded to include information/directory publish- 
ing services and TV/Video services. Products were 
mainly telephone handsets which the customers use 
to transmit data and other electronic materials. Other 
products included accessories and calling cards. 


Services There were three main areas of services of- 
fered in the telecommunications industry: voice and 
data services, information/directory publishing serv- 
ices, and TV/Video services. 

Voice and Data Services. Fixed-line voice serv- 
ices were considered to be local, long-distance or 
international and different charges applied with in- 
ternational services being more expensive than local 
or long-distance. Customers were able to make calls 
to other customers in different locations. Local serv- 
ices involved the use of the local central offices 
where lines from homes and businesses terminated at 
a central office. These offices were connected to other 
central offices within a local access and transport area 
or to long-distance carriers. Long-distance carriers 
were telephone companies that provided connections 
between local central offices in different geographic 
areas. Customers with fixed-line voice calling services 
were able to make and receive calls from customers 
with wireless voice calling services and vice versa. 

Other voice services provided for fixed-line, wire- 
less and fixed-wireless networks included messaging, 
caller identification, call waiting, call-forwarding and 
three-way calling. Messaging such as voicemail al- 
lowed a caller to leave a brief message for a customer 
who was unable to answer the call. Customers were 
able to determine the name and/or number of an in- 
coming call through caller identification devices. Call 
waiting, call forwarding and three-way calling were 
calling features that customers were able to use. Cus- 
tomers who were on the phone were alerted that an- 
other call was coming in by the call waiting feature. If 
a customer wished to have his or her calls transferred 
to another telephone number (fixed-line-or wireless), 
that customer was able to activate the call-forwarding 
feature. Similarly, a customer was able to speak to two 
other customers simultaneously by using the three- 
way calling feature. These services were interoperable 
for both fixed-line and wireless networks. 

Data services provided customers with the ability 
to send information to each other. Through the use of 
facsimile devices, customers were able to transmit 
data using fixed-lines. The main data service used in 
transmission over any network was the Internet. The 


Internet was accessed over fixed-line networks 
through the use of desktop computers or over wireless 
networks through the use of wireless handsets and 
laptops. The Internet provided the ability to send 
short messages through instant messaging applica- 
tions, unlike messaging services for fixed-line voice 
services; this was essentially a conversation over the 
Internet. Customers were able to send documents, 
pictures, graphics and other data to other customers 
through electronic mail or email. Recently, the Inter- 
net has been used to transmit voice conversations as 
data packets. An example of this transmission of con- 
versations over the Internet was known as Voice over 
Internet Protocol (VoIP). The increasing popularity 
of the Internet has also caused product manufacturers 
to develop innovative wireless handsets through 
which customers could access the Internet. Manufac- 
turers were producing handsets and other electronic 
devices built with advanced equipment that would fa- 
cilitate the services a customer wished to have. 

Information/Directory Publishing Services. 
These services included all search prints and direc- 
tory services offered by companies. Traditionally, this 
consisted of print directories, which were hard copies 
of contact information for individuals or businesses 
who gave permission to have their information 
printed. Customers were able to search for the ad- 
dress or telephone number of any person or entity 
listed in alphabetical order in the directory. With ad- 
vancing technologies, these services were extended to 
include fixed-line and wireless Internet searches used 
for shopping and information. Customers were able 
to perform searches for contact information for indi- 
viduals and businesses that were usually listed in the 
print directories. They were also able to search for 
maps and directions, shopping centers, points of in- 
terest and many other things based on location, type 
of business, and several other categories. 

TV/Video Services. TV/Video services included 
not only area TV stations, but dozens of other pro- 
gramming services which consisted of FM radio, 
movie and special interest channels on a subscrip- 
tion or fee basis. Many cable companies produced 
their own programs to serve local needs and inter- 
ests. Cable companies used fixed-lines to transmit 
television and other programming services to cus- 
tomers. TV/Video was transmitted directly from the 
company to the customer’s television set. Satellite 
companies used wireless transmission to deliver tel- 
evision and other programming services directly to 
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the customer’s television set. For cable companies, 
the fixed-lines ran directly into a customer’s premises 
but for satellite companies, customers used specific 
equipment, satellite, provided by the company to re- 
ceive the services. Deregulation in the industry and 
the ability of cable TV and satellite companies to 
offer telephone services began a trend of telephone 
companies entering the video-delivery technology 
and vice versa. “The new holy grail of the communi- 
cations industry is the triple play: the ability to offer 
customers data, video, and voice” [Bensinger, 2005]. 

The keys to success were to offer services that were 
required by customers, those that were either not of- 
fered or least likely to be offered by competitors. Cus- 
tomers chose companies based on the ability of the 
company to appeal to most or all of their needs, a 
“one stop and shop” deal. “Nearly two thirds of all 
American homes now subscribe to both wireless and 
wireline [fixed-line] services, and wireless calls now 
outnumber calls from traditional wireline [fixed-line] 
telephones” [Verizon Communications Inc., 2004]. 

Services were designed to appeal to a customer’s 
need to converse with anyone—locally, long-distance, 
or internationally; to be able to access information 
such as driving directions, to retrieve contact infor- 
mation for businesses or the meaning of a word; to 
be entertained by music, games, or video; to send 
pictures or short messages; to shop, e-commerce, 
conduct meetings through video-conferencing and 
other needs. Companies were also expected to pro- 
vide additional wireless services to keep up with the 
industry trend, wireless services such as being able to 
perform banking transactions, or manage personal 
account information through the use of the wireless 
device, or even the ability to be entertained by music 
or video. It was important that companies provided 
such a wide variety of services to suite any type of 
customer. In addition to this, companies offered bun- 
dled services which could include local, long-distance, 
wireless, Internet, and cable TV and satellite services. 
According to a study done in 2001 by the U.S. Busi- 
ness Reporter, companies in this industry who were 
not full service providers were at a substantial disad- 
vantage; therefore offering bundles services was a 
crucial key to success. 


Products Products offered by the telecommunica- 
tions product manufacturers were mainly telephone 
handsets, corded and cordless. Other products in- 
cluded calling cards and accessories. 
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Handsets. Handsets were mostly sold with accom- 
panying services provided by telecommunications 
services providers. However, a customer could pur- 
chase only a handset but that customer would have to 
pay for the services needed to use the handset for 
telecommunication purposes. Handsets had to be at- 
tractive to entice the customers. Product design was 
especially important with regards to appearance, size 
and weight. For wireless handsets, smaller, lighter- 
weight handsets with better display capabilities and a 
wider range of functions were becoming more popu- 
lar. It was important for telecommunications services 
providers to gain exclusive access to “hot” new products, 
particularly handsets as this gave them a competitive 
advantage. Products should be designed to perform all 
requirements needed by customers based on the serv- 
ices they desired; that is, if a customer wished to take 
pictures and send those pictures to another customer 
then products should be equipped with a camera and 
Internet access. “The high-end cellphone [handset] is 
rapidly gaining functionality formerly reserved for the 
laptop. [They] have full keyboards, and are getting bet- 
ter... at email, instant messaging, Web browsing, and 
even displaying and editing office documents. Other 
companies, like Motorola and Nokia, are racing to 
market with new entries in this category of do-it-all 
phones” [Mossberg, 2005]. 

Accessories. Accessories were other electronic or 
non-electronic devices that enhanced the use of com- 
munications systems. Accessories consisted of caller 
identification devices used to determine the origina- 
tion of incoming calls; answering machines used to 
record voice messages; headsets, amplifiers, protective 
cases and many other devices that enhanced the use of 
handsets. Companies offered a wide variety of acces- 
sories that enhanced the use of telecommunications 
products. 

Calling Cards. Calling cards were specific to each 
customer and had a unique identification number at- 
tached to them. Customers were capable of making calls 
from anywhere whether it was local, long-distance or 
international. The customer dialed a toll free number, 
entered the unique identification number from any 
phone and the calls were billed to the customer’s ac- 
count. Calling cards could have been customized or 
personalized to attract customer’s attention. Calling 
cards had different prints based on the season or holi- 
day and they could have been used as marketing tools 
to advertise the company; this provided companies 
with an effective way to promote brand recognition. 
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Customers 


Anyone who wanted to be connected to the world 
was a potential customer. Customers were broken 
down into two groups: Individuals, and Business, 
Government, and Other Institutions. Individuals re- 
quired telecommunications services based on per- 
sonal use and interest. Business customers included 
small, medium, and large businesses or enterprises. 
These business customers along with government 
and other institutions obtained telecommunications 
services on the basis of having a secure, faster, reli- 
able network with the services leading to increased 
productivity and efficiency of business operations 
among other things. 


Individuals As of 2005, 95% of U.S. homes and busi- 
nesses had a fixed-line telephone [The Insight Re- 
search Corporation, 2005]. As innovative technologies 
reshaped customer behavior around convenience, ease 
of use and instant gratification, there was a need for 
faster transmission, improved content and services 
that enticed individuals. Network speed and reliabil- 
ity were important factors as customers’ expectations 
of the kind of information that could be transmitted 
increased. Companies with a wide variety of services 
that provided individuals with the ability to send and 
receive vast amounts of data at fast rates, be enter- 
tained, and be better able to manage all the telecom- 
munications services and devices were in a better 
position to attract these customers. Companies 
needed to ensure strong market presence and brand 
recognition. While wireless services were not a re- 
placement for fixed-line services, they provided cus- 
tomers with a good substitution. Customers favored 
wireless services mainly because of the mobility, 
convenience and comparative rates in calling pat- 
terns and pricing of local and long-distance calls. 
“Nearly 65% of Americans, or 195 million people, 
are expected to be mobile phone subscribers by the 
close of 2005” [The Insight Research Corporation, 
2005]. Individuals increasingly utilized wireless serv- 
ices more than fixed-line services and this shift 
caused a reduction in the number of fixed-line sub- 
scribers. It was necessary that companies offered 
competitive pricing plans and packages. 

Customers that favored wireless-only services 
were young, single people living in urban areas, typi- 
cally college students. More mature customers were 
familiar with the traditional fixed-line services and 
were more reluctant to part with such services. A 


study performed by The Insight Research Corpora- 
tion showed that 51.6% of households had both 
fixed-line and wireless telephone services, while only 
6% of households had only wireless telephone serv- 
ices. In addition to this, wireless transmission was 
not as fast as fixed-line and many customers pre- 
ferred both types of services to fit their needs. The 
Latino market has been a steadily growing market in 
the U.S. Two factors have driven Hispanic spending 
growth: higher population growth among Hispanics 
and the expected growth of Hispanic household in- 
comes. Hispanic household incomes are expected to 
grow from 77% of the national average in 2000 to 
82% by 2020. It was expected that Hispanic spending 
would grow way above the nation’s average in most 
consumer sectors. Online Hispanic customers out- 
paced the general online population in several 
areas of Internet usage, particularly entertainment. 
In addition to this, about 61% of online Latinos 
were 34 or under, compared to 37% of Whites and 
54% of African Americans [Jordan, 2004]. 


Business, Government, and Other Institutions Busi- 
nesses, government and other institutions obtained 
telecommunications services on the basis of having 
a secure, faster, reliable network with services that 
led to increased productivity and efficiency of busi- 
ness operations. Business customers included small 
businesses (fewer than 20 employees), medium busi- 
nesses (between 20 and 500 employees or 2 to 25 lo- 
cations), large businesses and enterprises. Customers 
required networks that were fast and reliable to facil- 
itate the efficiency of business operations. “They all 
realize that promotions, cool new handsets and 
promises of data services won't get them anywhere if 
users can’t get a reliable, clear connection” [Marks, 
2001]. It was those companies with a reputation for 
reliable networks offering fast transmission rates that 
attracted this market. These customers proved to be 
profitable because unlike individual customers who 
could frequently change providers, they could not 
easily switch to a new telecommunications services 
provider as they would be forced to buy and imple- 
ment tons of new equipment, an expensive and time- 
consuming venture. 

Telecommunications services providers offered 
business, government and other institutions a com- 
plete range of basic and advanced communications 
services and products to meet the voice, video, data 
and Internet related needs of the customers. It was 


C390 


important that companies provided a wide variety of 
services suited to the needs of these customers such 
as video-conferencing, on-hold services for their cus- 
tomers, automatic call back or response systems. 
Business, government and other institutions chose 
telecommunications services providers that provided 
seamless integration of all services needed by these 
customers. Services providers generally managed the 
design, operation and maintenance of end-to-end in- 
tegrated network solutions for these customers. Net- 
work security was a paramount factor as many of 
these customers had e-commerce and dealt with pri- 
vate information. Their systems needed to be able to 
withstand hackers and prevent unwanted intrusions. 


Customer Service 


Customer service was an important aspect of the 
telecommunications industry as this played an essen- 
tial part in customer retention. Customer service was 
based on new customers and existing customers. 


New Customers Customer service played a major role 
in which company was chosen by a customer. It was 
important for a company to gain the confidence of 
new customers for them to purchase the services. To 
achieve this the company had to have transparency, 
which referred to the ability of a company to be open 
and honest about aspects of the company most im- 
portant to the customer, things like privacy, speed of 
processing and quality of services so that customers 
would more likely trust the company. Strong brand 
recognition was important because if customers re- 
membered the company’s name and business, they 
were more likely to acquire the services of that par- 
ticular company. To ensure that customers recog- 
nized and remembered a company’s name and busi- 
ness, many companies used catchy slogans and logos, 
and some even had distinct affiliation with particular 
colors like AT&T whose thematic color was blue. It 
was important to have friendly and helpful staff that 
was better able to assist customers in making more 
informed decisions. The company website had to be 
user-friendly, that is, it should not be confusing or 
difficult to navigate as a customer would be unlikely 
to return to that website. Similarly, the website had to 
provide interesting and informative content to hold 
the customer’s attention. 


Existing Customers Customer service was measured 
by the churn rate, which is the turnover of existing 
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customers, a closely watched metric measuring the av- 
erage monthly percentage of customers who left a 
company in a given quarter. Changes in churn rate pro- 
vided feedback for a company as it was a good measure 
for the average length of time an individual remained a 
customer based on reaction to services provided and 
pricing. Companies strove to achieve the lowest churn 
rates possible, which indicated that customers were sat- 
isfied with the services they were receiving. 

Key factors that affected churn rate were usability 
of website, good web content, customer satisfaction, 
customer support, and operational excellence. The 
website was expected to be secure as many e-commerce 
activities were performed through the website. Cus- 
tomers were able to view and pay bills online and 
they could shop for new plans, handsets or packages. 
Customer satisfaction was determined by how well 
services and products provided by a company fit the 
needs of customers; customers demanded high qual- 
ity of services provided. A company that provided 
good customer support through the website, 24-hour 
call support or other means attended to customers’ 
concerns more efficiently and improved customer 
loyalty; these customers were more likely to stay with 
that company. It was also important to have a reputa- 
tion for operational excellence, which could be re- 
flected through simplified billing to customers. 


Geographic Region 

With national and international coverage it was im- 
portant to understand what was roaming and the ef- 
fect it had on coverage. Roaming is the ability to get 
access to another company’s network when away 
from “home” access. Wireless services providers gen- 
erally gave customers access to their cell system, 
which was essentially local. When traveling out of the 
range of this cell system, the cell system enabled you 
to be transferred to a neighboring company’s cell sys- 
tem without you being aware of it. The use of a neigh- 
boring company’s cell system caused a customer to be 
roaming. Geographic region referred to the coverage 
area of a particular company’s wireless network. 
Networks provided national or international coverage. 


National National coverage was the ability of a com- 
pany to provide services across the United States. Due 
to Federal Communications Commission (FCC) regu- 
lation on fixed-lines, licenses had to be obtained be- 
fore companies could utilize access lines to operate 
within a specific area. For companies to expand coverage 
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nationally, they were expected to obtain licenses to op- 
erate in specific areas. Wireless coverage depended on 
several key factors: the number of cell sites, the 
amount of spectrum band covering an area and roam- 
ing agreements between neighboring companies for 
use of their cell systems. The more cell sites a company 
had, the larger the national network. Spectrum band 
referred to the range of frequencies that could be used 
to transmit wireless signals. The more spectrum band 
a company acquired, the greater its ability to cover a 
wider area. Companies were expected to obtain li- 
censes for spectrum bands in different geographic 
areas. It was also necessary that companies obtained 
roaming agreements with neighboring companies to 
allow each other’s customers to utilize the cell systems. 
For example, if a customer normally got access to the 
company’s network from a provider such as Cingular 
in Brooklyn, New York, and was traveling to Miami, 
Florida, the customer would get wireless access 
through a designated provider in Florida such as Veri- 
zon, only if the customer’s company (Cingular) did 
not have cell sites in that area. 


International International coverage was the ability of 
a company to provide services in different geo- 
graphic areas. Customers were able to send and re- 
ceive calls and data from others in different coun- 
tries. Telecommunications services providers were 
expected to obtain necessary roaming agreements 
with other countries for wireless networks. Roaming 
was made possible through service providers who 
had cooperative agreements to grant each other’s 
customers access to their network. For example, if a 
customer normally got access to the company’s net- 
work from a provider in Brooklyn, New York, and 
was traveling to Hong Kong, the customer would get 
wireless access through a designated provider in 
Hong Kong. Instead of paying long-distance charges 
to the telecommunications services provider in 
Brooklyn, the customer would pay the local phone 
connection charge in Hong Kong and possibly a mod- 
est additional charge for the service. The access to des- 
ignated providers was dependent on agreements made 
between the customer’s services provider and the 
designated services provider. 


Distribution / Marketing 


Companies distributed services and _ products 
through various channels discussed below. These 
products and services were priced competitively and 


marketed through all forms of media. Each of the 
sections, distribution, pricing and marketing, is dis- 
cussed in detail in the following sections. 


Distribution and Sales Companies in the telecommu- 
nications industry sold their products and services 
through sales distribution channels such as com- 
pany-owned retail stores or through independent retail 
stores, which included agent resellers and electronic 
stores. Most companies also sold their products and 
services through their own websites. Company- 
owned retail stores catered primarily to individual 
customers seeking more information about services 
and products provided. Setting up their own distribu- 
tion channels to sell services and products gave those 
direct sellers more exclusivity with the search-sale- 
service-support process to the customers. It was im- 
portant for these stores to have knowledgeable, 
friendly and helpful staff that made customers feel 
welcomed, comfortable and better informed to make 
decisions. This enabled the development of good 
customer relationships with current and potential 
customers. It was also necessary to have a user- 
friendly, attractive and informative website. With 
growing e-commerce and the ability of customers to 
pay bills online, it was important to ensure a secure 
website. By utilizing all distribution channels compa- 
nies were able to ensure brand recognition of their 
services. In addition to this, an increased number of 
distribution channels provided companies with mass 
market presence. 


Pricing The growing popularity of wireless services, 
which were far less regulated and hence less expen- 
sive, made it increasingly difficult for fixed-line serv- 
ices providers. For companies to survive such pricing 
competitiveness, pricing plans and packages were im- 
plemented. Companies that provided many different 
services offered bundled packages at more affordable 
prices to attract customers and thus obtain competi- 
tive advantage. Bundling generally referred to the in- 
clusion of two or more services or products sold as a 
single package. The price of a bundled package was 
usually less than the cost of acquiring the bundled 
products or services separately. An example of such 
bundled packages was the ability of a customer to 
purchase a wireless handset, wireless services such as 
network connection, text messaging, voicemail and 
call forwarding and possibly accessories for a lower 
price than the combined cost of each individual item. 
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Bundled packages also consisted of family plans 
where services and products were offered to families 
at a discounted rate. As the dynamics of the industry 
changed it was important for the existing companies 
to revise packaged rates as new services were added 
and as packages offered may have also changed. 

Apart from bundled packages, another method of 
pricing was to offer competitive plans to customers. 
Plans consisted of flat rates for services that may have 
included voice services with charges for local and long- 
distance calls on a monthly basis for a certain number 
of minutes, or voice and data services. With the intro- 
duction of new services such as TV/Video services, flat 
rate services would be revised to offer customers value- 
added services. Companies with different networks and 
thus a wider variety of services were better able to offer 
customers discount rates. An example of this would be 
to offer customers discount rates for calls made to one 
of the customer’s designated fixed-line phones. 


Marketing Companies used all media through which 
to market their services and products. They spent 
large sums of money per year on print media and tel- 
evision advertising. Many companies also advertised 
by sponsoring programs geared toward community 
involvement such as grants programs, nonprofit 
projects that used technology to build stronger com- 
munities, and sponsorship of sports events. Compa- 
nies were also able to effectively advertise through the 
distribution channels by offering promotions such as 
introductory discounted packages for new cus- 
tomers. By having mass market presence companies 
strengthened brand recognition. As the Latino mar- 
ket continued to increase at a constant rate, it was 
important that companies focus on target marketing. 
About 45% of online Hispanic customers said they 
wished that more advertisements were in Spanish. 
One-third of that 45% said they would pay more at- 
tention to Spanish ads and 23% said that they would 
more likely buy a service or product that was adver- 
tised in Spanish [Jordan, 2004]. New York was one of 
the top ten states with the fourth largest Latino mar- 
ket (California, Texas and Florida being the top 
three) and ranked as the seventh state with the largest 
shares of total buying power that was Latino. 


Mergers and Acquisitions 


Changes in technology and the industry as a whole led 
to the consolidation of companies specialized in dif- 
ferent networks transmissions and associated services. 
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Telecommunication giants got bigger by merging 
with one another, resulting in less and less competi- 
tion. This made it harder for new entrants to gain a 
toehold in the market [Consumer Federation of 
America, 2005]. Deal making was seen as the best 
way to grow quickly. Through mergers and acquisi- 
tions, companies were able to offer a wider variety of 
services to a larger group of customers. Since there 
were significant barriers to entry for local fixed-line 
networks, consolidation gave companies an avenue 
to offer and bundle disparate services together. It was 
thought that this would be an effective way to gain 
market share and “.. . offer customers the industry’s 
coveted “triple play’—voice, video and data [serv- 
ices] ...” [Senia, 2004]. 

A company needed to merge or acquire compa- 
nies that would provide the most benefits, benefits 
such as large customer base, new or different techno- 
logical services, and licenses to operate in more re- 
gions. This was particularly important because of the 
high cost of establishing new territories. A good ex- 
ample of this was the recent acquisition of AT&T 
Corp. by SBC Communications, which increased its 
customer base with the addition of AT&T’s 30 mil- 
lion customers, including its Fortune 1000 cus- 
tomers. It also gained AT&T’s wireless services and 
strong name brand, one of the most recognized 
brand names worldwide [Hoovers, 2005]. This is the 
main reason that SBC Communications has changed 
its name to AT&T. Companies that were considered 
long-distance companies such as AT&T Corp. and 
MCT, Inc. consisted of nearly 100% fiber optic cables 
[U.S. Business Reporter, 2001]. This was an added 
advantage for telecommunications services provider 
as fiber optic connections meant more information 
could be transferred at faster rates. In addition to 
this, companies that wished to upgrade network con- 
nection to fiber optic cables gained the fiber optic 
networks of long-distance companies. The deals also 
expanded the national and international presence of 
companies that merged or acquired other compa- 
nies. Mergers and acquisitions were also expected to 
provide more financial resources for innovation and 
investment in new technology. 


Competition 


Competition in this industry was quite intense. 
Competitors included companies that provided 
fixed-line and wireless voice and data services, com- 
panies that provided primarily wireless voice and 
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data services, companies that provided fixed-line 
data and TV/Video services only and those that pro- 
vided wireless data and TV/Video services. Compa- 
nies such as AT&T Inc. and Verizon Communication 
Inc. provided voice and data services, using both 
fixed-line and wireless networks while companies 
such as Sprint Nextel Corporation provided prima- 
rily wireless voice and data services. Time Warner 
Cable was an example of a provider of fixed-line 
TV/Video services while Direct TV provided wireless 
TV/Video services. 

TV/Video services providers such as Time 
Warner Cable and Direct TV offered high-speed data 
and digital voice services to compete directly with the 
broadband services offered in the telecommunica- 
tions industry. While these companies increased com- 
petition in this industry, they posed no major threat to 
telecommunications services providers as TV/Video 
services providers lacked the necessary equipment 
(switching equipment) and were “ . . generally seen as 
not having much technological nor networking expe- 
rience” when compared to the telecommunications 
services providers [Anonymous, 2005]. 

The main competitors discussed here were those 
who maintained the highest market share and were 
key players in the telecommunications industry. 
Wireless services constituted a significant source of 
competition to any company’s fixed-line telecommu- 
nications services since more end users were substi- 
tuting wireless services for basic fixed-line services. 
TV/Video services providers fell under the category 
of other services providers. The major competitors 
were fixed-line and wireless voice and data services 
providers such as AT&T Inc., mainly wireless voice 
and data services providers such as Sprint Nextel and 
other telecommunications services providers such as 
voice and data broadband services providers, fixed- 
line or wireless TV/Video services providers or any 
combination of the above. AT&T Inc., Sprint Nextel 
and other telecommunications services providers are 
discussed in detail in the following section. 


AT&T Inc. (formerly SBC) SBC Communications was 
the number two provider of fixed-line voice and data 
services in the U.S., behind Verizon. It had 52 million 
local access lines and 22 million long distance cus- 
tomers. Its wireless division known as Cingular 
Wireless held the position as the number one wire- 
less voice and data services provider with more than 
50 million customers [Hoovers, 2005]. The company 


operated fixed-line and wireless networks and main- 
tained the facilities and equipment used to create 
these networks. It is also considered one of the major 
telecommunications resellers. In 2005 for $16 billion, 
SBC acquired AT&T Corp., a long-distance, fixed- 
line services provider and a provider of wireless voice 
and data services (AT&T Wireless) with valuable 
business customers who included all of the Fortune 
1000, particularly those within its major markets 
(California, Illinois and Texas which account for 60% 
of its lines) [Hoovers, 2005]. AT&T was the long- 
distance voice services leader in the U.S. with more 
than 30 million customers and it boasted the largest 
and most advanced global network. SBC gained one of 
the world’s most recognized brand names and it is be- 
cause of this SBC has changed its name to AT&T Inc. 

It planned to deploy fiber optic lines to cus- 
tomers’ premises in an effort to improve network 
speed, a $6 billion in investment for the new net- 
work. The project, expected to be completed by the 
end of 2007, would allow the company to offer video 
over the Internet and voice and data services simulta- 
neously over these new and improved methods of 
transmission. The company was the market leader in 
providing fixed-line broadband services transmitted 
over coaxial cables. The acquisition of AT&T and the 
fiber-optic network that came with it helped to im- 
prove transmission but this only affected a small 
number of the customers. The company planned to 
build 142 new cell sites at a cost of $130 million in an 
effort to expand network coverage and capacity. In 
an effort to improve capital spending the company 
was driven to cut expenses, including deep cuts in its 
workforce in 2002 and 2003 and it also sold off stakes 
it held in many other companies to raise money for 
the necessary upgrades. AT&T Inc. reported net rev- 
enues of $40.7 billion, which exhibited the financial 
resourcefulness of the company as a result of the ac- 
quisition. This provided the company sufficient re- 
sources necessary for upgrades. 

The wireless division, Cingular, used the GSM op- 
erating system which provided customers with lim- 
ited information transmission capacity; however, it 
was strong for operation in any location due to its 
popularity and strong roaming capabilities and also 
had a high degree of commonality. With respect to op- 
erating systems, the effectiveness of operation on dif- 
ferent networks was comparable for all companies. 
AT&T offers fixed-line and wireless voice and data 
services and information/directory publishing services. 
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The company also made an agreement with EchoStar 
Communications, a satellite TV services provider, to 
market satellite TV services as part of its services 
bundle. It was strong at offering customers bundled 
services. It was strong at offering services not offered 
or least likely to be offered by competitors such as TV 
services and providing a wide variety of services. As 
the leader in wireless services, the company was 
strong at gaining exclusive access to “hot” new prod- 
ucts. Also it provided a wide variety of accessories 
and customized calling cards. 

AT&T was good at network reliability for individ- 
ual customers; it provided a wide variety of services 
to attract customers and cater to their needs. The 
company had strong market presence and brand 
recognition. It had competitive pricing plans and 
packages offering customers unlimited calls to other 
customers and rollover minutes where unused min- 
utes can be transferred to next month. As a provider 
of services for the Fortune 1000 companies, the com- 
pany was strong in providing a fast and reliable net- 
work with a wide variety of services such as business 
solutions and network maintenance that were seam- 
lessly integrated. Network security was a main con- 
cern for all telecommunications services providers 
and AT&T was as good as its competitors in provid- 
ing such security. 

AT&T had a user-friendly website that was easy to 
navigate; it provided information on its services and 
products for both individual and business customers. 
The company’s website allowed customers to make 
purchases and pay bills online. Similar to other 
telecommunications services providers it maintained 
a secure website that was interesting and an informa- 
tive way to alert customers to new products. Similar 
to other companies, it maintained a good degree of 
transparency through honesty with customers of 
business processes, services and ventures. The com- 
pany was good with respect to having a knowledge- 
able, friendly and helpful staff to assist customers 
seeking to purchase services and those requesting 
support for services already purchased. The company 
was considered to be operating efficiently and had a 
churn rate of 2.2% in the first quarter of 2005. 

AT&T, namely Cingular, was good at obtaining nec- 
essary licenses to operate fixed-line networks in other 
areas and those licenses required for spectrum band to 
operate wireless network in other areas. It was also good 
at obtaining roaming agreements with neighboring 
companies to utilize cell systems nationally and was 
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strong on an international level. AT&T distributed 
and sold its products through company-owned retail 
stores, which gave them more exclusivity. The com- 
pany used all distribution channels available such as 
independent retail stores and electronic stores and 
the company website to ensure brand recognition 
and had many distribution channels to provide 
mass market presence. AT&T was very strong at 
pricing by offering bundled packages such as fixed- 
line and wireless data services, and affordable pric- 
ing plans like flat rates for local, long-distance and 
international calls and offering discount rates to 
customers who require many services provided by 
the different networks. It was also strong at revising 
package rates and plans to reflect changes. With re- 
spect to marketing, AT&T used all forms of media to 
advertise including sponsorship programs and com- 
munity involvement and they both offered promo- 
tions through the various distribution channels. The 
company marketed to college students and families as 
well as business individuals. 


Sprint Nextel Corporation In 2005, Sprint Corp., the 
number three U.S wireless services provider and 
Nextel Corp., the number five U.S. wireless services 
provider, merged companies to form the overall third 
largest wireless services provider in the U.S., behind 
Cingular and Verizon. Sprint Nextel’s main business 
operations were wireless voice and data services and 
fixed-line broadband data services using coaxial ca- 
bles. It operated both wireless and fixed-line net- 
works and it was a telecommunications reseller, 
which meant that it did not own the facilities and 
equipment used in transmission. In September 2005, 
Sprint and Nextel merged to form the third largest 
wireless services provider in the U.S. Its combined 
wireless operations served approximately 44 million 
customers and the fixed-line business served more 
than 750,000 customers with both fixed-line broad- 
band services in the United States. Sprint Nextel re- 
ported net revenues of $27.4 billion and expressed no 
immediate plans to build new cell sites. 

It used CDMA operating systems for wireless de- 
vices, which allowed a large number of users to utilize 
services on the same frequency and it planned to in- 
troduce new technology, EvDo (Evolution Data Opti- 
mized), which provided faster wireless data speeds. 
Sprint Nextel was the first in the telecommunications 
industry to offer wireless services that allowed cus- 
tomers to listen to live TV and download songs to 
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their wireless devices. It was also excellent at provid- 
ing a wide variety of wireless services that allowed 
customers to browse the Internet and check email, 
play games, utilize text messaging and instant messag- 
ing services and customize their wireless devices such 
as customers could choose from a variety of screen 
savers and they were also able to assign ring tones to 
specific telephone numbers of callers in their address 
book. These services were all seamlessly integrated. 

It offered a wide range of fixed-line services for 
business, government and other institutions such as 
email protection and Centrex services that directed 
calls, managed voicemail and set up conference calls. 
In a joint venture with fixed-line broadband com- 
pany, Sunflower Broadband, Sprint Nextel offered 
bundled fixed-line broadband voice and data serv- 
ices, wireless voice and data services and cable TV 
services. Sprint Nextel made agreements with the 
four largest cable TV companies in the U.S. to offer 
customers the convergence of video entertainment, 
fixed-line and wireless data and communications 
products and services beginning in 2006. The joint 
venture is believed “. . . to deliver to consumers a 
comprehensive portfolio of entertainment and com- 
munication services...” [RCR Wireless News, 2004]. 

Sprint Nextel had agreements with product man- 
ufacturers such as Samsung to gain access to ad- 
vanced new products. The wireless devices allowed 
customers to receive the benefits of many of Sprint 
Nextel’s services such as video mail, picture mail, 
games, ringers, Internet browsing and email access. It 
was comparable to its competitors in providing a 
wide variety of accessories but it did not provide call- 
ing cards. It was good at providing reliable networks 
for all customers. Like many of its competitors, the 
company placed great emphasis on network security. 
Like other competitors, the website was user-friendly, 
easy to navigate and listed newsworthy information 
and reviews of the company’s services and product 
providing interesting content for customer’s reading 
pleasure. Like many of its competitors, Sprint Nextel 
maintained a secure website through which customers 
performed e-commerce transactions. 

Similar to other competitors it maintained a good 
degree of transparency through honesty with cus- 
tomers of the company’s business processes, services 
and ventures and it was good with respect to having a 
knowledgeable, friendly and helpful staff to assist cus- 
tomers seeking to purchase services and those request- 
ing support for services already purchased. It operated 


a nationwide wireless network and had roaming agree- 
ments with some international countries and most 
major Caribbean islands. Its ability to obtain necessary 
licenses for spectrum band was weak compared to 
other competitors as this would cause regulatory issues. 
As the third largest wireless services provider in the 
US., Sprint Nextel maintained strong brand recogni- 
tion. It had a limited number of company-owned retail 
stores but it distributed and sold its services and prod- 
ucts through many independent stores. 

The company offered bundled packages that in- 
cluded fixed-line broadband voice and data and cable 
TV services. Customers purchased competitively 
priced plans similar to that of Cingular. Sprint was 
good at using all forms of media to advertise and of- 
fered customers promotions such as discounted 
prices for upgrades of handsets or get $25 if you refer 
a friend to use the company’s services. The company 
is an active participant in sponsorships of program 
such as NASCAR racing and the Emmy Awards. It 
marketed to college students and families, as well as 
business customers who utilized the wireless “walkie- 
talkie” technology that allowed customers to com- 
municate with the push of a button. It was used 
mainly for business purposes and was a cheap and 
easy form of communication. 


Other Telecommunications Services Providers Other 
telecommunications services providers included 
Time Warner Cable and Direct TV, which were 
providers of TV/Video services and fell under the 
category of other services providers. Their services 
were primarily TV/Video services and fixed-line 
broadband voice and data services. Other telecom- 
munications services providers operated fixed-line 
networks that used fiber-optic connections and had 
transmission rates that were very fast. Since they 
lacked telecommunications equipment, to build the 
facilities and acquire the necessary switching equip- 
ment would have been a very expensive venture. 
They formed joint ventures with many telecommu- 
nications services providers as a way to compete in 
the market without having to purchase telecommu- 
nications equipment. This meant that these compa- 
nies did not have to worry about licenses and other 
factors that affected wireless business. These compa- 
nies were weak in operating multiple networks as 
companies provided either fixed-line services only or 
wireless services only. The networks were fast and re- 
liable and had good level of security. 
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With the introduction of VoIP, these companies 
were able to provide voice services using fixed-line 
broadband network. This development gave these 
companies the ability to offer a wider variety of serv- 
ices but they were still limited because of the lack of 
switching equipment. With a limited variety of serv- 
ices there was not much of a bundled service to offer 
customers. These bundled services often included 
data services which were mostly Internet-related, 
VoIP services and cable TV services. Since these serv- 
ices used the same network, they had to be seamlessly 
integrated for efficiency. These new competitors into 
the telecommunications industry had little bargain- 
ing power for exclusive products, limited accessories 
and offered no calling cards. The idea of TV/Video 
services providers being providers of voice and data 
services was a fairly new concept for customers and 
was not as easily accepted. These companies had to 
ensure a high quality of services provided to gain 
customers’ business in such a competitive industry. 
The company websites were user-friendly, easy to 
navigate and provided necessary information for 
customers. The websites were also secure as many 
customers performed e-commerce transactions. Staff 
was friendly, knowledgeable and helpful; they pro- 
vided good customer support. 

Many of these companies utilized a limited num- 
ber of independent retailers such as Best Buy and 
Circuit City since they did not have company-owned 
retail stores. Given limited services compared to serv- 
ices providers like AT&T, they offered limited bun- 
dled packages at competitive prices. It was difficult to 
have revised package rates and affordable pricing 
plans as TV/Video services were quite expensive. 
These companies were good at utilizing various 
forms of media through which to advertise to all cus- 
tomers but they were not known for partaking in 
sponsorships or community programs. 


The Company 
History 


Verizon Communications Inc. was a telecommunica- 
tions services provider of fixed-line and wireless services 
primarily in the Americas and Europe. It also provided 
Information/Directory Publishing, which consisted of 
yellow pages and search services in print, over the In- 
ternet and on cell phones. In 2000, Bell Atlantic and 
Vodofone combined their U.S. wireless operations to 
form Verizon Wireless. Verizon Communications Inc. 
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was formed later that year upon approval for acquisi- 
tion of the non-Bell local phone company, GTE. In 
2001, the Company received permission to offer 
long-distance in Massachusetts, Connecticut, and 
Pennsylvania; in 2002, it received permission for 
Delaware, New Hampshire, and Rhode Island; and in 
2003, it received permission for Maryland, West Vir- 
ginia, and Washington, D.C. The company, being 
based in New York City, felt severe effects from the 
terrorist attack on lower Manhattan in 2001. Verizon 
reported damage to its central office facility adjacent 
to the World Trade Center and the loss of eleven cell 
sites in the surrounding area of the destruction. The 
company also provides phone services to the Penta- 
gon and suffered damage in that attack. As part of an 
effort to reduce debt, in 2002 Verizon divested many 
of its non-core assets, which included several wireless 
holdings, access lines and its European based direc- 
tory businesses. 

Led by Ivan Seidenburg, chairman and chief exec- 
utive officer, Verizon achieved the 2005 top ranking 
position in Fortune’s list of most admired telecommu- 
nications companies and had the enviable position of 
attaining a reputation for operational excellence and 
having the most satisfied customers in the wireless 
industry. As Mr. Seidenburg expressed, “Our com- 
mitment to network quality and customer service 
has made us the industry leader in customer growth, 
loyalty and profitability” [Verizon Communications 
Inc., 2005]. Verizon Communications Inc. was a 
provider of telecommunications services and oper- 
ated fixed-line and wireless networks. The focus of 
the company was to transform the networks to pro- 
vide additional fixed-line and wireless services. In 
2004, Verizon experienced strong revenue growth 
with revenues up 5.7% from 2003. Fueling this 
growth was a 23% gain in revenues from the wireless 
division and growth in high-speed data services in 
fixed-line [Verizon Communications Inc., 2005]. 
Verizon’s operations are shown in Figure 2. 


Transmission 


Verizon operated two types of networks: fixed-line 
and wireless networks. 


Fixed-Line The fixed-line division accounted for 54% 
of total revenues. Verizon has nearly 145 million access 
line equivalents in 29 states and Washington, D.C. The 
company offered fixed-line broadband network, 
which provided customers with improved content and 
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great service at an affordable price. In 2004, its broad- 
band network served 3.6 million customers, which 
was a significant improvement from 2.3 million cus- 
tomers in 2003. 


Wireless The wireless network was national and 
served 47.4 million customers across the United 
States, a dramatic increase from 37.5 million in 2003. 
This division accounted for 38% of total revenues for 
the company. In 2004, Verizon’s wireless data rev- 
enues increased by almost 60% while fixed-line data 
revenues increased by a mere 6% from 2003. This 
was a good indicator of the industry trend towards 
wireless operations. Verizon operated and main- 
tained fixed-line and wireless networks and provided 
any and all services for each network that allowed 
customers to communicate. 


Facilities and Equipment 


Verizon owned its facilities and equipment used for 
its networks and intended to expand services through 
its use. It also leased its facilities and equipment to 
other telecommunication resellers that generated ad- 
ditional revenues. With the revenues received from 
leasing its facilities and equipment and that generated 
from business operations, Verizon was a very sound 
company with approximately $71 billion in revenues 
in 2004, which provided the company with sufficient 
resources to make the upgrades possible. 


Facilities Verizon owned most its central offices and 
equipment used in fixed-line transmission. The Veri- 
zon fixed-line network used two types of coaxial ca- 
bles, twisted pair and shielded twisted pair. This 
formed the basis of transmission for the fixed-line 
broadband network. Transmission rates were not as 
fast as that of fiber optic cables since most of Verizon’s 
customers were connected to the network with the 
much slower copper wires that had limited band- 
width. It was the second largest wireless network in the 
United States. Verizon has undergone many improve- 
ments to its wireless network and was determined to 
increase transmission capacity by building new cell 
sites. Verizon planned to expand its national network 
by building 280 cell sites at the cost of $200 million. 


Equipment As mentioned earlier, Verizon’s fixed-line 
network used two types of coaxial cables, twisted pair 
and shielded twisted pair with limited bandwidth 
and slower transmission speeds when compared to 
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that of fiber optic cables. By setting up more cell sites, 
Verizon’s wireless network improved in the areas of 
coverage, reliability and transmission rates. More cell 
sites meant more transmitters, which in turn allowed 
voice and data to be transferred more easily between 
company-owned transmitters. This was also cheaper 
as customers would not have to pay roaming charges 
that would be applied for the use of another com- 
pany’s network. 


Operating Systems Verizon used CDMA operating 
system, which was similar to GSM in that it effec- 
tively operated on any of the company’s networks to 
allow the exchange of voice and data between the 
same networks such as wireless to wireless, and dif- 
ferent networks such as wireless to fixed-line or vice 
versa. While CDMA was a better operating system, it 
was not as widely installed as GSM, and this limited 
the ability to use devices in any location. While the 
CDMA operating system had a good degree of com- 
monality, its limited use worldwide restricted the 
roaming capability, which affected the ability of cus- 
tomers to use the services anywhere. 


Services /Products 


The services and products offered by Verizon Com- 
munications Inc. are discussed in detail in the follow- 
ing sections. Verizon won the Frost & Sullivan’s 2005 
Product Innovation Award for developing and 
launching two technologically advanced products 
that made it easier for businesses and consumers to 
manage all of their communications. These were the 
Verizon iobi family of services and the Verizon One 
integrated device. 


Services Verizon offered voice and data services, and 
information/directory publishing services for both 
fixed-line and wireless networks. 

Voice and Data Services. Its fixed-line voice serv- 
ices were considered to be local, long-distance and 
international. Customers were able to make calls to 
and receive calls from other customers in the same 
neighborhood, region, country, or even a foreign 
country. Verizon benefited because in June 2000 its 
predecessor company, Bell Atlantic, merged with the 
nation’s largest independent telecommunications 
company, GTE, which offered long-distance services. 
It was through this merger that Verizon has grown 
over the past five years, and became one of the largest 
long-distance providers in the nation. The company 
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offered all its customers a wide variety of other voice 
services for fixed-line and wireless networks. These 
services included voice, text and picture messaging, 
caller identification, call waiting, call forwarding and 
three-way calling. It also offered speed-dialing where 
customers could store the most frequently dialed 
numbers and use a one digit number to reference 
that number when dialing and it offered customers a 
“Gold Telephone Number,” which was a customized 
telephone number using letters and digits that were 
meaningful and easy to remember. These features 
added value for customers and were often sold as 
part of bundled services. 

Its data services consisted primarily of Internet 
services to customers in two-thirds of the top 100 
U.S. markets. Customers accessed the Internet using 
fixed-line or wireless devices to exchange informa- 
tion. Customers sent short messages to each other 
through instant messaging applications and they 
sent documents, pictures, graphics and other data 
through email. It also offered “VoiceWing,” which 
was VoIP, where customers were able to make calls 
over any broadband Internet connection. The Verizon 
iobi family of services allowed customers to email 
voicemail, have the computer hold calls or schedule 
call forwarding to any phone. It provided customers 
with an integrated service that made it easier to stay 
connected. Customers were not only capable of 
speaking to other customers but their wireless de- 
vices allowed them to be able to play games, down- 
load ring tones, and take, send and receive pictures 
as messages. 

Information/Directory Publishing Services. 
Verizon provided its customers with yellow pages and 
search services in print, over the Internet and on wire- 
less devices. It was the leading print and online direc- 
tory publisher and content provider with revenues of 
$3.6 billion in 2004 with 134 million monthly searches 
on SuperPages.com. These information services were 
expanded in new electronic markets allowing cus- 
tomers the luxury of searching and retrieving infor- 
mation as well as shopping. It was good at developing 
and introducing innovative services to the market 
quickly. A good example of this was the development 
of the high-speed EvDO (Evolution Data Only) net- 
work which allowed Palm’s Treo smartphones to ac- 
cess wireless services and the Internet, posing many 
advantages for corporate IT as a less costly alternative 
for mobile email. Another example was the develop- 
ment of the fixed-line product known as Verizon 


One, which was the simplicity of a telephone com- 
bined with the richness of the Internet and this pro- 
vided customers with an all-in-one information 
touch-point. It was also a major services provider of- 
fering a variety of services for both fixed-line and 
wireless networks. 


Products Verizon sold accompanying products such 
as handsets, accessories and calling cards. These 
products were discussed in detail in the following 
sections. 

Handsets. Verizon was not as good as its com- 
petitors in obtaining exclusive access to new, impres- 
sive and attractive products. The company found it 
difficult to work out cost and pricing issues with 
manufacturers and so has not made any agreements 
with any manufacturer [Business Week, 2005]. Its 
competitors were very good at obtaining exclusive 
access to such products. 

Accessories. It provided accessories like caller id 
devices, answering machines, headsets, battery packs, 
amplifiers for wireless devices, protective cases, adap- 
tors, car chargers and many other accessories that 
gave customers the convenience of utilizing commu- 
nications services. 

Calling Cards. Verizon offered calling cards that 
allowed customers to make calls from their fixed-line 
or wireless handsets that were conveniently billed to 
the customers’ home phone bill. It allowed customers 
to use one number, 800-255-CALL, to make calls 
from any phone to anywhere in the world. The com- 
pany also offered calling cards known as the Verizon 
Phone-In Card that permitted calls to be made to a 
customer’s home phone from anywhere in the world. 
This was used by customers as an alternative to collect 
calls. These cards were usually customized with the 
company’s logo and used as marketing tools to adver- 
tise the company and promote brand recognition. 


Customers 


Verizon provided network services and products for 
a variety of customers ranging from individuals, 
small and medium-sized businesses to large busi- 
nesses, government, and other institutions. 


Individuals It was voted as the number one provider of 
telecommunications services in the United States and 
had an excellent reputation for network speed and re- 
liability. It was strong at providing a wide variety of 
fixed-line and wireless services and products that fit 
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the needs of its customers. While the company main- 
tained strong market presence and brand recognition 
through which it attracted most of its competitors, the 
services and products offered were quite costly. 


Business, Government and Other Institutions Verizon 
provided a wide variety of services for all types of 
businesses, government and other institutions. These 
services included voice and data services, network se- 
curity services, and wireless services, which included 
Global Phone where business customers could access 
to the Internet and voice services anywhere in the 
world through international roaming capabilities. It 
also offered business solutions services that managed 
the design, operation and maintenance of end-to- 
end integrated network services for large business, 
government, and other institutions such as educa- 
tional institutions, across the U.S. Verizon was strong 
in providing services that appeared seamlessly inte- 
grated on and between networks. This promoted net- 
work reliability for which Verizon had an excellent 
reputation. Verizon believed that its strongest market 
segment was individual customers. There was tremen- 
dous competition for the business, government and 
other institutions market, in which AT&T was the 
dominant telecommunications services provider. In 
2005, the business segment, though an $85 billion 
market, was fading fast and revenues were shrinking 
about 10% a year. It is because of this, Verizon was 
not convinced “... that the potential for such gains is 
worth the high price of buying into the [business] 
market” [Rosenbush, 2005]. This meant that the 
company would focus its energies on more profitable 
markets but it was not going to neglect the business 
segment. Verizon felt that it was necessary to have 
faster networks that allow for high-speed Internet 
connections and services to compete for the business 
market share. 


Customer Service 


In 2004, Verizon achieved a reputation for having the 
best customer service. Customer service was based on 
that for new customers and that for existing customers. 


New Customers Verizon’s goal was to operate with the 
highest level of integrity, responsibility and account- 
ability that led to an increased level of trust the com- 
pany has earned over the years. It maintained a good 
level of transparency. Verizon was excellent at making 
sure that customers recognized and remembered 
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its name. The company’s logo was its name Verizon, 
with an emphatic red V and Z, symbolic of network 
speed and also echoed the origin of the company 
name: veritas, which was a Latin word for certainty, 
reliability, and horizon, signifying forward-looking 
and visionary. Its slogan was “We never stop working 
for you” and this was reflected in the quality of staff. 
Verizon was strong at having a knowledgeable, 
friendly and helpful staff. The company also main- 
tained a user-friendly, easy-to-navigate website that 
contained information on all services and products 
offered by Verizon. 


Existing Customers The company placed great em- 
phasis on providing the best possible quality of serv- 
ice. In the first quarter of 2005, Verizon posted a 
churn rate of 1.33% compared to 1.5% at the end of 
2004. This was a new low for the industry. Verizon 
maintained a reputation for having operational ex- 
cellence by providing the highest quality of services 
to customers, offering a wide variety of services to fit 
customers’ needs, maintaining a secure and interest- 
ing website for customers and by having excellent 
customer support staff. The company has a 24-hour 
customer support telephone number that customers 
could call and it also maintained a quick reference 
and easy to understand customer support section on 
the company website. According to Mr. Seidenberg, it 
provided the best customer service because of “.. . the 
commitment of our .. . dedicated Verizon employees 
who constantly find new ways to serve customers...” 
[Verizon Communications Inc., 2004]. 


Geographic Region 


Verizon’s wireless network provided national and 
limited international coverage. 


National Verizon has national presence in fixed-line 
and wireless markets, with approximately 100 mil- 
lion Americans connecting to a Verizon network 
daily. It was good at obtaining necessary licenses to 
operate fixed-line networks in other areas and it was 
also good at obtaining wireless spectrum bands in 
different geographic areas. In 2005, Verizon acquired 
a significant portion of spectrum band covering cen- 
tral Arkansas from other companies within the area 
[RCR Wireless News, 2005]. It planned to increase 
the number of cell sites which would allow the com- 
pany to provide better network coverage over a 
larger area. As mentioned earlier, the company had 
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the resources necessary to do this. It was one of the 
largest wireless services providers that owned and 
operated its facilities and equipment. Verizon had 
more than 23,000 cell sites nationally, which made it 
less dependent on roaming agreements; however it 
also made it easier for the company to obtain roam- 
ing agreements with neighboring companies to uti- 
lize each others’ cell systems. 


International It also provided international services 
using both fixed-line and wireless networks prima- 
rily in the Americas and Europe. Verizon's interna- 
tional coverage was limited as it did not possess the 
necessary roaming agreements with many interna- 
tional telecommunications services providers to uti- 
lize their networks to facilitate transmission and a 
greater coverage area. 


Distribution/ Marketing 


Verizon distributed through various channels and of- 
fered competitively priced services and products 
using all forms of media to market its services and 
products. Distribution and sales, pricing, and market- 
ing were discussed in detail in the following sections. 


Distribution and Sales The company’s main distribu- 
tion channel was its company-owned retail stores. 
This gave Verizon more exclusivity with the search- 
sale-service support process to customers. Verizon 
also sold its services and products through inde- 
pendent retail stores, which included agent resellers 
and other electronic stores such as RadioShack, Best 
Buy and Circuit City. It was necessary that staff was 
knowledgeable, friendly and helpful to make the 
customer feel welcomed, comfortable and better in- 
formed to make decisions. This allowed the cus- 
tomers and staff to develop trusting relationships. 
Verizon also used its website to sell its services and 
products. The company had a strong website with in- 
teresting and informative content for both potential 
and existing customers. Its website was also designed 
for e-commerce and provided customers with the 
convenience and ease of access to account informa- 
tion, hassle-free online billing and payment methods, 
shopping and informational resources. Many existing 
customers performed such activities through the 
company’s very secure website. Verizon offered pro- 
motions such as free phones when customers signed 
up for particular pricing plans of services, or addi- 
tional features supplied as part of a package, through 


its distribution channels as a way to ensure brand 
recognition. All of its channels boasted the com- 
pany’s logo and slogan. Verizon sold its services and 
products through a limited number of distribution 
channels and only those channels that sold Verizon 
services and products exclusively; however, it still 
maintained good mass market presence because of 
the large number of company-owned retail stores. 


Pricing It offered customers a wide variety of bundled 
packages such as wireless handset, a few pieces of ac- 
cessories and wireless voice and data services, and plans 
such as flat monthly rates for the use of the services 
and products. Many of these packages and plans were 
varied combinations of services and products that 
gave customers the feeling of added value. The com- 
pany was strong at revising package rates as packages 
changed and it was also strong at revising the plans as 
new services were added or as value was added to the 
services. However, Verizon’s services and products 
were more expensive than most companies in the in- 
dustry and discount rates to customers were minimal. 


Marketing Verizon was extremely successful at mass 
marketing its services and products. It utilized all 
forms of media through which to advertise. It adver- 
tised using television advertisements, print, bill- 
boards, flyers and in-store promotions to effectively 
grab customers’ attention. In 2005, Verizon won the 
“Stevies Award,” presented by the American Business 
Awards, for its national literacy program, Verizon 
Reads, and also that year, the Verizon Foundation 
won a “Gold Award” from the Council on Founda- 
tions for its website, www.verizon.com/foundation, 
which was honored for excellence in communica- 
tion. Verizon was instrumental in sponsorship pro- 
grams and community involvement. The company 
had mass market presence and strong brand recogni- 
tion. It used its distribution channels to offer cus- 
tomers promotions like special packages, an example 
of which included voice and data services, the hand- 
set, a headset, and the protective case at a combined 
discounted price. It marketed its products to all cus- 
tomers but was not as effective in target marketing to 
the Latino population. 


Mergers and Acquisitions 


In December 2005, Verizon acquired MCI Inc., one 
of its major competitors. The merger was expected“... 
to enhance the base of business customers . . . and 
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also expand their national and international pres- 
ence” [Information Week, 2005]. Verizon saw the ac- 
quisition as an opportunity to expand its services to 
large corporate business. MCI, Inc. was a leading 
global communications provider, delivering innova- 
tive, cost-effective, advanced communications con- 
nectivity to businesses, governments and consumers. 
MCI also had similar business values to those of 
Verizon, “To serve customers with innovation, value 
and integrity” [MCI, 2005]. MCI offered an advanced 
VoIP service in the business VoIP market and was 
one of the nation’s largest long-distance voice serv- 
ices providers. This meant that MCI owned and op- 
erated fiber optic networks and had the most robust 
set of converged communications services in the in- 
dustry, including integrated voice, data, and Internet 
services. In addition to this, MCI was expected to 
provide Verizon with additional financial resources; 
it brought with it revenues of $20 billion to Verizon. 


Finances 


In response to the general industry decline in the 
early part of the decade, most other telecommunica- 
tions companies sharply reduced capital spending on 
network infrastructure. During this time, Verizon 
emphasized overall expense control as newer tech- 
nologies made networks and operations more effi- 
cient. Verizon also sold non-strategic assets, both do- 
mestically and internationally, and the company 
maintained strong, consistent cash flows from oper- 
ating activities ($21.8 billion in 2004). This enabled 
the company, unlike its peers, to maintain a healthy 
level of network spending in growth areas—investing 
more in wireless and fixed-line broadband networks 
than anyone else in the industry. In 2004, Verizon ex- 
perienced strong revenue growth with revenues up 
5.7% from 2003. Fueling this growth was a 23% gain 
in revenues from the wireless division and growth in 
high-speed data services in fixed-line [Verizon Com- 
munications Inc., 2005]. Verizon reported consoli- 
dated revenues of $71.3 billion. In 2005, Verizon 
planned to sell or spin-off its information/directory 
publishing services in a deal valued at more than 
$17 billion. “Some analysts questioned the wisdom 
of giving up the strong, profitable cash flows from 
directories despite Verizon’s need to bolster its fi- 
nances ...” [Los Angeles Times, 2005]. The company 
explored different means of acquiring additional 
financial resources to concentrate more on providing 
wireless, data and phone services. 
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Management and Strategy 


With increasing competition in the telecommunica- 
tions industry, Mr. Seidenberg, chairman and chief 
executive officer, was faced with the challenge of rais- 
ing the standards for performance and redefining the 
growth possibilities for the telecommunications in- 
dustry. Mr. Seidenberg aimed to transform Verizon 
into a full-service provider of video, Internet, wireless, 
and other services by improving the equipment used 
in transmission. He perceived that the best way to ex- 
pand and thrive in the telecommunications world was 
by focusing on growth in the profitable wireless and 
broadband markets while building up in the business, 
government and other institutions market. He saw 
the acquisition of MCI Corp. as an opportunity to ex- 
pand services and increase market share by acquiring 
MCT’s customers. Under his leadership, Verizon 
maintained the position as the largest telecommuni- 
cations provider; however, it ranked second to Cingu- 
lar in providing wireless services. While the company 
maintained an advantageous position as the largest 
telecommunications provider, Mr. Seidenberg real- 
ized that in a dynamic industry such as this, standing 
still meant falling behind and it was therefore neces- 
sary to focus on the opportunities ahead. 


Looking Towards the Future 


Mr. Seidenberg was faced with many decisions that 
affected the future of Verizon. The major decisions 
included a drastic redesign of the equipment used in 
the transmission of an increasing variety of data, al- 
lowing for an array of services the company offered 
that were better suited to the needs of its customers, 
retention of the customers the company had and the 
ability to increase market share. Verizon believed that 
it was more important to be the best network opera- 
tor than the biggest. 

The decision revolved around two alternatives. 
The first was the drastic upgrade of the wireless net- 
work and the fixed-line broadband network providing 
services for business, government and other institu- 
tions only, while the second was the drastic upgrade of 
the wireless network and the fixed-line network pro- 
viding services for all customers but target marketing 
to the Latino population. 

The first alternative proposed that Verizon built 
new cell sites to increase the wireless network and 
that it would also improve the fixed-line broadband 
networks by drastically upgrading the coaxial cables 
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to fiber optic cables. Verizon’s upgrades to the net- 
works were expected to attract the lucrative busi- 
nesses, government and other institutions market. 

The company was expected to expand its services 
to include necessary business services such as video 
conferencing, business network solutions, VoIP serv- 
ices and network equipment maintenance services 
and it would increase international coverage for busi- 
ness customers utilizing wireless services. Pricing 
strategies for these customers such as plans for long- 
distance calls or cheaper international calls were to 
be implemented to compete with other companies 
that dominated this market niche. 

The implementation of fiber optic cables was 
expected to provide increased bandwidth, faster 
transmission and the ability to transmit additional 
information that was necessary for businesses, gov- 
ernment and other institutions. By upgrading the 
networks and offering a wider variety of services tai- 
lored to these customers, Verizon would put itself in 
a more competitive position to gain market share 
and increase profitability in this $85 billion market. 

This alternative was feasible because the company 
had more financial resources than its competitors. It 
also maintained a good reputation for network relia- 
bility and customer satisfaction. Verizon had a long 
history of providing services and products that en- 
abled efficiency and productivity of businesses, 
which contributed to its reputation. Verizon was 
good at developing and introducing innovative serv- 
ices and products to the market quickly; a good ex- 
ample of this is the development of the high-speed 
EvDO (Evolution Data Only) network, which al- 
lowed Palm’s Treo smartphones to access wireless 
services and the Internet, posing many advantages 
for corporate IT as a less costly alternative for mobile 
email. By building new cell sites, national coverage 
would be improved. The company had to obtain 
roaming agreements with other countries to improve 
international coverage; the benefit of this greater 
coverage was that the brand would become interna- 
tionally recognized and that would provide great op- 
portunity for international expansion. 

Verizon was an industry leader and maintained 
notable positions for customer satisfaction and net- 
work reliability. Its merger with MCI placed it in a 
better position than its competitors with sufficient 
scale and presence to be a major supplier to national 
and global business entities, governments and other 
institutions. MCI was the industry leader and better 


than AT&T in the VoIP market, which was an in- 
creasingly popular voice and data service business 
used. Verizon had more financial resources compared 
to its competitors and was capable of financing the 
drastic upgrade of both networks simultaneously; it 
could do this much more easily than its competitors. 
Verizon also had a stronger reputation for opera- 
tional excellence and customer satisfaction. It was 
better than its competitors at providing the highest 
quality of services and having excellent customer 
support. Verizon had stronger brand recognition 
than most of its competitors and was the only com- 
pany to offer services that were specifically for net- 
work security, its network security solutions. 

A drawback to this alternative was that upgrading 
the fixed-line and wireless networks simultaneously, 
expanding services significantly and also expanding 
coverage internationally would place a tremendous 
strain on finances. One way around this drawback 
would be to merge with or acquire a company that 
offers either of these technological services and 
would provide additional licenses, therefore expand- 
ing the coverage area. 

The second alternative proposed was that Verizon 
would focus on the drastic upgrade of fixed-line coax- 
ial cables to fiber optic cables, and simultaneously 
build new cell sites to improve the wireless network. 
To facilitate this upgrade the company was expected to 
sell or spin-off its information/directory publishing 
services. Upgrades in fixed-line and wireless networks 
would allow the company to expand its services to in- 
clude TV/Video services, enhanced data services, par- 
ticularly Internet, and offer a wider variety of bundled 
services. Verizon was expected to target all customers 
with special focus on the potential Latino population. 
It was expected to improve national coverage but 
maintain a limited international coverage. 

By replacing all copper lines with fiber optic links 
the amount of bandwidth would be dramatically in- 
creased. This would lead to best overall values in 
broadband, with improved content, faster speeds and 
allow for a host of next-generation services to be de- 
livered, services such as fast Internet access and high 
definition and quality of video. The fiber infrastruc- 
ture was expected to reduce operating costs and 
allow for new revenue streams from high-capacity 
applications like video and music. The sale or spin- 
off of the information/directory publishing services 
was expected to generate $17 billion which would be 
used towards the upgrade of the networks to offer a 
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faster, more reliable network with greater informa- 
tion carrying capacity and hence position itself as a 
wireless and fixed-line broadband competitor. Focus- 
ing on the individual customers, specifically target 
marketing the Latino population, would give Verizon 
first mover advantage and secure its position within 
the Latino community. The U.S. market was also the 
company’s strongest market and by improving na- 
tional coverage, Verizon stands to gain significant 
market share. 

This alterative was feasible because the company 
was financially strong and with the additional re- 
sources provided from the sale of the information/ 
directory publishing services, it would be able to 
cover this massive investment. It also maintained a 
good reputation for network reliability and had ex- 
cellent customer service. Verizon offered an already 
wide variety of services and had a long history of of- 
fering services and products that enabled efficiency 
and productivity for business customers and conven- 
ience for its individual customers. Verizon was good 
at developing and introducing innovative services 
and products to the market quickly. 

Verizon had more financial resources than its 
competitors and it stood to gain considerable fi- 
nancial leverage from the sale of its information/ 
directory publishing services to cover the cost of fi- 
nancing the drastic upgrade of both networks si- 
multaneously. Its merger with MCI placed it in a 
better position than its competitors with sufficient 
scale and presence to be a major supplier to na- 
tional and global business entities, governments 
and other institutions. MCI was the industry leader 
and better than AT&T in the VoIP market, which 
was an increasingly popular voice and data service 
business used. Verizon also had a stronger reputa- 
tion for operational excellence and customer satis- 
faction. It was an industry leader and maintained 
notable positions for customer satisfaction and 
network reliability. It was better than its competi- 
tors at providing the highest quality of services and 
having excellent customer support. Verizon had 
stronger brand recognition than most of its com- 
petitors and was the only company to offer services 
that were specifically for network security, its net- 
work security solutions. To improve national cov- 
erage, Verizon was better than its competitors at 
obtaining roaming agreements with neighboring 
companies to use their cell systems and they had 
significant resources necessary to build more cell 
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sites that improved the wireless transmission and 
coverage; it had more cell sites than its competitors. 

A drawback was that Verizon could potentially 
harm itself from the sale of its industry leading infor- 
mation/directory publishing services and end up 
spreading its financial resources too thinly by drastic 
upgrades in all networks. A way around this draw- 
back would be to drastically upgrade the fixed-line 
network and gradually expand the wireless network. 
Another drawback was that Verizon would experi- 
ence tremendous competition from other companies 
particularly in the wireless services area that offer 
cheaper services and products. A way around this 
drawback would be to promote brand recognition, 
network reliability, and revise pricing plans and 
packages bundling services and products that pro- 
vide customers with value added services and prod- 
ucts in contrast to its competitors. 

Both alternatives seemed reasonable. Deciding 
among the two alternatives under consideration and 
other strategic decisions areas was now the problem 
Verizon Communications Inc. was faced with re- 
solving. 
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Procter & Gamble: The 


Beauty/Feminine Care 
Segment of the Consumer 


Goods Industry 


This case was prepared by Dr. Robert J. Mockler. 


Introduction 


LI 2005, A.G. Lafley, chairman, president, and chief 
executive of Procter & Gamble (P&G), told the 
shareholders that since 2000 sales had grown more 
than 40% to $57 billion and profit had more than 
doubled [P&G Annual Report, 2005]. P&G was a 
global manufacturing, distribution, and marketing 
company focusing on providing branded products 
with superior quality and value. Two billion times a 
day, P&G brand products touched the lives of people 
around the world. The company provided over 300 
brands reaching consumers in about 140 countries. 

P&G was formed in 1837 by William Procter and 
James Gamble. It all started by making and selling 
soaps and candles. On August 22, 1837, they formal- 
ized their business relationship by pledging $3,596.47 
a piece; in early 2006, the company made approxi- 
mately $68 billion annually in sales. In 1862, during 
the civil war, the company was awarded several con- 
tracts to supply soap and candles to the Union 
armies. These orders kept the factory busy day and 
night, building the company’s reputation as soldiers 
returned home with their P&G products. Since then 
P&G had continued to grow in sales and in the intro- 
duction of new products [P&G Company Informa- 
tion, 2006]. 

Over the years P&G has acquired new product 
brands and companies such as Iams, Clairol, and 
Wella. The most recent one was on October 1, 2005, 
when P&G added Gillette to expand the Company’s 
product mix to 22 brands. The Gillette Company was 
a manufacturer and distributor of various types of 
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consumer goods in the following five areas/brands: 
Blades and Razors, Duracell (batteries), Oral Care, 
Braun (small appliances), and Personal Care. The 
merger with Gillette made P&G a more balanced 
company in terms of brands, employees, and sales 
against its competitors over the intermediate and 
long-term future. 

The consumer goods industry was changing dras- 
tically in the last few years leading up to 2006. Retail 
power was increasing and today’s consumers were 
more confidently deciding when, where, and how to 
shop, and at what price to buy. There were various rea- 
sons for these changes, such as more variety of prod- 
ucts in the market place. In addition, according to the 
Bureau of Economic Analysis (BEA), personal income 
increased to $41.1 billion and disposable personal in- 
come (DPI) increased to $35.5 billion, in December 
2005 [BEA, 2006]. 

P&G, as illustrated in Figure 1, was structured 
into four organizational units: Market Development 
Organization (MDO), Global Business Services 
(GBS), Corporate Functions (CF), and Global Busi- 
ness Unit (GBU). 


@ Market Development Organizations (MDO) 
studied consumers to build local understanding 
which was used as a foundation for marketing 
campaigns. Interacting with consumers helped 
ensure that the company’s marketing plans and 
campaigns were structured to change the game to 
favor P&G at the point of purchase. 


@ Global Business Services (GBS) provided business 
technology and services that drove business success 
and won customers and consumers. This unit pro- 
vided services and solutions that enabled the com- 
pany to operate efficiently around the world, col- 
laborate effectively with business partners, and help 
employees to become more productive. 
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FIGURE 1 


Procter & Gamble’s Structure Division 


Global Business 
Services (GBS) 


Market Development 
Organization (MDO) 


e@ Corporate Functions (CF) worked to maintain 
P&G’s place as the leader of the consumer good’s 
industries. This unit ensured that the functional 
capability integrated into the rest of the company 
remained on the cutting edge of the industry. 


Global Business Unit (GBU) created strong 
brand equities, robust strategies, and ongoing in- 
novation in products and marketing to build 
major global brands [P&G Corporate Informa- 
tion, 2006]. The main philosophy of the GBU was 
to think globally instead of locally. This case 
study will concentrate on this unit to get a better 
understanding of the global operations of P&G. 
In early 2006, P&G had 5 divisions in its GBU: 
Baby/Family care, Fabric/Home care, Snacks and 
Beverage, Health care, and Beauty/Feminine care. 


With the acquisition of Gillette, P&G’s product 
mix of billion-dollar brands was well-balanced. In 
early 2006, the company had 12 billion-dollar brands 
in Baby/Family care and Fabric/Home care, and 10 
billion-dollar brands in Beauty/Feminine care and 
Health care [P&G Annual Report, 2005]. The effects 
on the Beauty/Feminine care segment due to the 
acquisition of Gillette and the natural fast growth 
nature of this segment will be further discussed in 
detail later in this case. It is also important to note 
that even though this division is named Beauty/ 
Feminine care, most people would assume it focuses 
just on products for females, but in reality quite a few 
products in this division are geared towards men. 

P&G was always creating and acquiring new prod- 
ucts. To make the public aware of these products, the 
company had high advertising and marketing ex- 
penses. It also had a very good distribution channel 


P&G 


C407 
———————— 


Global Business 
Units (GBU) 


Corporate Functions 
(CF) 


that acted as a revenue source for the company, when 
it partnered with other companies to help distribute 
its products. Some of the threats facing P&G were the 
increase in commodity costs and competition in the 
consumer goods industry. There were a couple of 
strategic business decisions that P&G could focus on: 
it could produce more products with natural ingredi- 
ents and more men’s products because these were the 
growing trends in the industry; or it could focus on 
one of its product segments such as skin products for 
a while and then later introduce its other products. 
All these were possible alternatives, but the main 
question to be resolved was how to differentiate P&G 
from its competition, and so achieve a winning edge 
over competitors within intensely competitive, rap- 
idly changing immediate, intermediate, and long- 
term time frames. 


The Overall Industry and Competitive 
Market Analysis: The Consumer 
Goods Industry 


Consumer goods companies were those that pro- 
vided services primarily to consumers. The industry, 
as shown in Figure 2, was divided into durable goods 
and nondurable goods. 


Durable Goods 


Durable goods were items with a normal life ex- 
pectancy of three years or more, such as furniture, 
household appliances, jewelry, and mobile homes. 
Due to the nature of these goods, the durable good in- 
dustry was sensitive to business cycles. Business cycles 
were predictable long-term patterns of alternating 
periods of economic growth (recovery) and decline 
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The Consumer Goods Industry 


Durable goods Nondurable goods 


(recession), characterized by changing employment, 
industrial productivity, and interest rates [Webster’s 
Dictionary, 2006]. 


Nondurable Goods 


On the other hand, nondurable goods were items 
that generally lasted for only a short time (three years 
or less), such as petroleum, beverages, apparel, to- 
bacco, pharmaceutical, and beauty/feminine care 
products. Nondurable goods were not responsive to 
any economic conditions such as interest rate, infla- 
tion, business cycle, and the like. They were not re- 
sponsive, because some of these products met the 
needs of people. Consumers had to buy these prod- 
ucts such as food, medicine, and apparel to survive. 
They also bought these goods when they needed 
them because of their short life span; they did not 
want to buy a lot in bulk and then would not be able 
to use them. In the United States, the Bureau of 
Economic Analysis (BEA) released reports stating 
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that nondurable goods manufacturing turned up in 
2004—increasing 2.7% after decreasing 1.2% in 2003 
[BEA, 2006]. 


Industry and Market Segment: 
The Nondurable Goods Industry 


As mentioned earlier, examples of nondurable goods 
were petroleum, beverages, apparel, tobacco, phar- 
maceutical, and beauty/feminine care products, as 
shown in Figure 3. 


Petroleum 


Petroleum products were divided into three major 
categories: fuels, finished nonfuel products, and feed- 
stocks. 


e@ Fuels—These are products such as motor gaso- 
line and distillate fuel oil (diesel fuel). 


e Finished Nonfuel Products—These are products 
such as solvents and lubricating oils. 


@ Feedstocks—These products were for the petro- 
chemical industry such as naphtha and various 
refinery gases. 


Petroleum products were used by everyone: from 
gasoline used to fuel cars to heating oil used to warm 
homes. The demands for these products varied dra- 
matically, but the greatest demand was for products 
in the fuels category, especially motor gasoline [EIS, 
2005]. In the United States (U.S.), petroleum prod- 
ucts contributed about 40.2% of the energy used, 
more than that of natural gas, coal, nuclear, and hy- 
droelectric. It was estimated that by 2025, the U.S. 
would increase its consumption of these products to 
27.9 million barrels per day [EIS, 2005]. 
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Beverages 


This industry group included alcoholic beverage and 
non-alcoholic beverage products. 


e Alcoholic Beverage—These were drinks that 
contained ethanol. There were two types, those 
that included low-alcohol-content, which were 
produced by the fermenting of sugar of starch- 
containing products, and high-alcohol-content 
beverages produced by distillation of the low- 
alcohol-content beverage [Wikipedia, 2006]. 
Examples of these products were beer, wine, ale, 
and cider. 


@ Non-alcoholic Beverage—These were drinks 
that did not contain ethanol, such as coffee, juice, 
tea, and soda water. 


Apparel 


This industry group included products for men, 
women, children, and infants. The products consisted 
of both inner and outerwear clothes. 


Tobacco 


This industry group included products that were made 
from tobacco, which was a plant that grew in a wide 
range of soil and climate conditions. Its nonedible leaf 
was dried and used to manufacture products such as 
cigarettes, pipe tobacco, cigars, chewing tobacco, and 
snuff. Companies who produced these products con- 
stantly had problems because of the health risk asso- 
ciated with using their products. According to the 
World Health Organization (WHO), tobacco killed 
more than two and a half million people prematurely 
every year. 


FIGURE 4 


Beauty/Feminine Care Goods Segment 
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Pharmaceuticals 


This industry group included companies that re- 
searched, developed, produced, and sold chemical or 
biological substances for medical or veterinary use. 
These substances included prescription, generic, and 
OTC drugs; vitamins and nutritional supplements; 
drug delivery systems; and diagnostic substances 
[Hoovers, 2006]. 

The Beauty/Feminine care industry, the focus of 
this study, is discussed in detail in the following 
section. 


Industry and Competitive Market: 
Beauty/Feminine Care Goods 


The desire to be beautiful is as old as civilization. 
This desire created an industry which generates $160 
billion a year. Americans spent more each year on 
beauty than they did on education [Economist, 
2006]. The industry, as shown in Figure 4, encom- 
passed some of the following products: hair prod- 
ucts, skin products, feminine products, fine fra- 
grances, cosmetics, and personal cleansing. 

Companies that produced beauty/feminine care 
products were influenced by fashion, seasons, and 
culture. The latest trends to affect this market were 
the movement by consumers towards natural prod- 
ucts and the increased interest by men to look clean 
and well groomed, creating a large emerging men’s 
market. From 2003 to 2008, as shown in Figure 5, the 
sale of most beauty/feminine care products, such as 
hair products, cosmetics, and skin products in- 
creased. Each of these beauty/feminine care products 
are further described in the following section. 
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Projected U.S. Retail Dollar Sales of Ethnic Specific Cosmetics (in millions), 2003-2008 


Hair Care 
% Change 


$1,030 
$1,009 


$1,019 
$1,035 
$1,055 
$1,030 


Cosmetics 
% Change 


Skin Care 
% Change 


$1,515 
$1,517 
$1,553 
$1,601 
$1,650 
$1,712 


Source: Packaged Facts (2005). “The U.S. Market for Ethnic HBC Products.” [Online]. http://cpprod.stjohns.edu/cp/tag.b9b5fA3031868bbe.render. 
userLayoutRootNode.uP?uP_root=root&uP_sparam=activeTab&activeTab=U1111S39&uP_tparam=frm&frm=fram. Accessed January 25, 2006. 


How Industry Segment Works: The Business 
Process Model 


The beauty/feminine care industry was comprised of 
various segments as shown in Figure 6. This industry 
included companies that manufactured goods that 
were used to fulfill the needs of consumers. 

The products these companies produced included 
hair products, skin products, feminine products, fine 
fragrances, cosmetics, and personal cleansing products. 

Consumers used each product for their own per- 
sonal reasons, but the main purposes were to make 
people look beautiful and feel clean. The consumers 
for these products included both females and males 
from all age groups. Even though it was called 
beauty/feminine care, males were actually a large 
part of the consumer base because they used a lot of 
beauty products. Consumers also included people 
from different ethnic groups, marital status, and also 
low income consumers. 

Consumers seemed to be more confident about 
what they wanted and this played a major role in de- 
termining what products were manufactured. In 
early 2006, a national survey of consumer goods ex- 
ecutives showed that a majority of respondents be- 
lieved that their organizations were well on the way 
to becoming demand-driven. Demand-driven enter- 
prises were defined as those that not only identified 
real-time changes in demand, but were also organi- 
zationally prepared to profitably respond to these 
opportunities. The benefits of becoming more de- 
mand-driven were that the companies had 15% less 
inventory, a 17% better perfect-order performance, 


and a 35% shorter cash-to-cash cycle time [Findarti- 
cles, 2006]. So as consumers changed, the companies 
also changed in order to remain in the competitions 
with their competitors. 

These products were produced in factories all over 
the world with raw materials ranging from materials 
as simple as water to chemicals such as stearic acid 
and sodium hydroxide. These materials were mixed 
in unique ways to make each product. Regardless of 
the raw materials or procedures used to make them, 
each product had to meet regulatory standards. In 
the United States of America, an example of such a 
regulatory body was the U.S. Food and Drug Admin- 
istration (FDA). These standards varied by country, 
and they helped to ensure that these products were 
safe enough to be used by the consumers. 

After production, these products were packaged 
and distributed to consumers through various distri- 
bution channels such as distribution companies, in- 
dividual stores, and chain store outlets. Packaging 
was another important factor in selling products, for 
example, male products had to be packaged in a dif- 
ferent way to attract them. Most times, the packets 
for men’s products were normally dark colored to 
make the products look more masculine. Distribu- 
tion companies were companies that bought and 
sold large amounts of products to various retailers, 
which then sold to the consumers. Individual stores 
were stores that were owned by companies, and these 
companies sold their products directly to the con- 
sumers from these stores. While the chain store out- 
lets included some multinational companies such as 
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Costco and Wal-Mart, which carried a variety of 
products, these stores were located in different parts 
of the world, such as Africa, Asia, Australia, Europe, 
Latin America, and North America, providing prod- 
ucts to consumers there. 

Manufacturing companies had to decide if they 
wanted to make or buy their manufacturing materials. 
If they decided to buy any item they usually looked for 
the cheapest and most efficient source to buy from. 
This process was called Sourcing and it was a process 
that had to be continuously reviewed in order to 
maintain the best deals that suited the company. 

Advertisement was the promotion of goods, serv- 
ices, companies and ideas, usually by an identified 
sponsor. Companies used advertisement as part of an 
overall promotional strategy for their products. They 
advertised through different media such as televi- 
sion, Internet, print, and radio. Advertising helped to 
bring some awareness about the products to the con- 
sumers, so they could go out and purchase them. 

Due to the variety in customers and consumers, 
technology played a major role in this industry, mak- 
ing it a capital intensive industry. They required 
highly mechanized assembly lines which were de- 
signed for long production runs and flexibility, so 
that it could be easily changed to produce the same 
products with minor alterations. 

Some of the companies that produced beauty/fem- 
inine care products were Unilever, Colgate-Palmolive, 
Playtex products, Avon, and Estée Lauder. Since they 
produced products that appealed to people all over 
the world, they had to take into consideration vari- 
ous factors such as differences in skin types, body 
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types, hair types, values and beliefs, to efficiently 
meet their needs. These differences were seriously 
considered during production in each part of the 
world to produce products that could be used by 
consumers and sold for a profit. 

Figure 6 illustrates the beauty/feminine care goods 
segment business model. It serves as the framework in 
discussing this segment. 


Products 


The life span of these products were three years or 
more. This industry had a wide variety of products 
and they could be used on different parts of the body, 
by either males or females. Each product had its own 
brand with different value, quality, and quantity. 
Companies in the beauty/feminine care segment 
produced various products, as illustrated in Figure 6. 


Hair Products Hair products included products such 
as hair shampoo, hair color, hair conditioner, hair 
spray, hair perms, hair accessories, and the like. The 
hair care market was a billion dollar market, with an 
estimated $7.6 billion in 2004 from retail market, ex- 
cluding sales of products through professional chan- 
nels such as salons [Packaged Facts, 2005]. As shown 
in Figure 7, hair products was estimated to top $3.5 
billion at retail in mass and prestige channels com- 
bined, as of 2010. Also from 2004-2010, the category 
would gain 22.9%, or $657 million. The resultant 
compound annual growth rate (CAGR) for the six 
years would be 3.5% [Packaged Facts, 2005]. 

Over the past few years, there has been a growing 
trend toward natural hair remedies and treatments. 


Projected U.S. Retail Dollar Sales of Beauty Products (in millions) by Category, 2004-2010 


Year Skincare % Change Haircare 


$8,949 $3,524 
$8,523 $3,389 
$8,117 $3,258 
$7,730 $3,148 
$7,327 $3,042 
$6,880 $2,953 
$6,430 $2,867 


% Change 


% Change Total % Change 


Make-up 


$3,981 $16,454 
$3,809 $15,721 
$3,663 $15,038 
$3,522 $14,400 
$3,386 $13,755 
$3,256 $13,089 
$3,146 $12,443 


Source: Packaged Facts (2005). “The U.S. Sale of Beauty Products.” [Online]. http://cpprod.stjohns.edu/cp/tag.b9b8fA3031868bbe.render. 
userLayoutRootNode.uP?uP_root=root&uP_sparam=active Tab&activeTab=U1111S39&uP_tparam=frm&frm=fram. Accessed January 25, 2006. 
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Consumers were more aware of, and growing wary of 
chemicals that could be in some mass market hair 
treatment products. The other trend mentioned 
above about men’s interest was also obvious in the 
hair care industry, because there was an increased ef- 
fort by men to keep their hair well groomed. 

The keys to success included several factors. The 
hair products had to be competitively priced and af- 
fordable. There had to be a wide selection of these 
products available to the consumers. The quality of 
these products had to be considered during produc- 
tion to maintain the company’s brand quality reputa- 
tion. Brand recognition was also an important factor 
because consumers had to feel as if they could relate 
with the brand and its attributes. Location and distri- 
bution were also important to ensure that these 
products had a mass market presence. They also had 
to frequently introduce new products. The packaging 
for the products had to be designed to attract the 
right consumer. 


Skin Products Skin products were further divided 
into two product classes: mass market products, 
which were generally lower priced and sold in such 
mass outlets as drugstores, discount stores, and food 
stores, and prestige products, which were higher 
priced, usually packed stylishly and contained special 
ingredients, and often sold in department and spe- 
cialty stores. Skin products included moisturizers, 
cleansers, gels, conditioners, toners, and the like. Fac- 
tors that affected this segment of this industry were 
the aging U.S. consumers and technological develop- 
ment; mass market went upscale, and new products 
were introduced into the market. As illustrated in 
Figure 7, it was estimated that the sale of skin care 
products would reach $8.9 billion in combined mass 
and prestige channels in 2010. This segment would 
grow a total of 39.2%, or $2.5 billion, during 
2004-2010. That translated into a highly desirable 
5.7% CAGR over the six years [Packaged Facts, 2005] 

The way people looked after their skin was often 
dictated by the degree of affluence. In rural parts of 
Africa, men and women still made crude bars of soap 
using crude potassium hydroxide produced from 
burnt tree bark. Many used coconut oil as a moistur- 
izer. In addition many people tried to lighten their 
skin by using skin creams containing certain drugs. 
Steroid creams were freely available for sale in some 
places, as were creams containing skin-lightening in- 
gredients called hydroquinone. In the developed 
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world, these ingredients could legally be incorpo- 
rated in low concentrations in well-formulated cos- 
metic preparations [P&G Skin Care, 2003]. 

The keys to success included several factors. The 
skin products had to be competitively priced and af- 
fordable. There had to be a wide selection of these 
products available to the consumers. The quality of 
these products had to be considered during produc- 
tion to maintain the company’s brand quality reputa- 
tion. Brand recognition was also an important factor 
because consumers had to feel like they could relate 
with the brand and its attributes. Location and distri- 
bution were also important to ensure that these 
products had a mass market presence. They also had 
to develop these products according to fashion 
trends. The packaging for the products had to be de- 
signed to attract the right consumer. 


Feminine Products Feminine products were the only 
products under the beauty/feminine care segment 
that were used only by females. They included prod- 
ucts such as sanitary pads, tampons, heat patches, 
and disposable cups. In early 2006, the trends were 
that consumers wanted products that were more 
comfortable and easy to use. Some of these products 
affected the health of the consumers, so companies 
who produced them had to warn consumers about 
the possible side effects from using these products. 
An example of a product that came with such warn- 
ings was tampons. A possible side effect from using 
these products was Toxic Shock Syndrome, which 
was caused by a particularly virulent and penicillin 
resistant strain of bacterium. 

The keys to success included several factors. 
There had to be a wide variety of these products 
available to the consumers. These products had to be 
competitively priced and affordable. The quality of 
these products had to be considered during produc- 
tion to maintain the company’s brand quality reputa- 
tion. Brand recognition was also an important factor. 
Location and distribution were also important to en- 
sure these products had a mass market presence. The 
packaging for the products had to be designed to at- 
tract the right consumer. 


Fine Fragrances The fragrance industry was a growing 
industry with companies like Estée Lauder, Calvin 
Hein, Tommy Hilfiger, and the like. It was a billion 
dollar industry and it was constantly changing due to 
the trends in fashion. In early 2006, many people 


enjoyed using these fragrances so they could smell 
clean and attractive. 

The keys to success included several factors. 
Quality of these products had to be maintained to re- 
tain the company’s brand quality reputation. These 
products had to be competitively priced. Brand 
recognition was also important. Location and distri- 
bution were also important to ensure these products 
had a mass market presence. They also had to de- 
velop these products according to fashion trends. 
The packaging for the products had to be designed to 
attract the right consumer. 


Cosmetics The cosmetic industry was constantly 
changing according to its customer’s need, but in 
early 2006, the growth in the industry was tremen- 
dous. Cosmetics have a temporary benefit and effect, 
so they have to be reapplied on a regular basis de- 
pending on the particular customer. This temporari- 
ness of the product made the market a continuous 
and strong one, because customers had to con- 
stantly go out and purchase new products. There 
were various products in this industry, which in- 
cluded concealers, powders, blushers, and the like, 
which were for the skin, and those for the lips, 
which included lip gloss, lip sticks, lip liner, and the 
like. It was estimated, as shown in Figure 7, that cos- 
metics (for face, lips, and eyes) should be worth just 
under $4 billion in 2010, in mass and prestige chan- 
nels combined. From 2004-2010, this segment 
would expand by 26.5%, or $835 million. Cos- 
metic’s CAGR for the same span was therefore cal- 
culated at 4% [Packaged Facts, 2005]. 

The cosmetic industry was also divided based on 
the customer’s skin type. An example was the ethnic 
color-specific cosmetics, which were the best in this 
category and were predicted, as shown in Figure 5, to 
push to $493 million at retail by 2008. 

The keys to success included several factors. The 
cosmetics products had to be competitively priced. 
Brand recognition was also an important factor be- 
cause consumers needed to feel like they could relate 
with the brand and its attributes. Availability of a va- 
riety of these products was required to suit all con- 
sumers’ needs. Location was also important, so that 
the companies manufacturing these products could 
maintain their brand quality reputation. New prod- 
ucts had to be frequently developed according to 
fashion trends. Location and distribution were also 
important to ensure these products had a mass market 
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presence. The packaging for the products had to be 
designed to attract the right consumer. 


Personal Cleansing The personal cleansing products 
included products such as soap bars, body wash, 
body scrubbers, and the like. This segment of the 
industry had witnessed tough times as it sales de- 
clined by 11.9% from 2000 to 2004. This decline 
was largely due to consumers substituting bath 
products with higher multi-benefit skin care prod- 
ucts at comparatively lower prices. The sales of per- 
sonal cleansing products were projected to continue 
to decline by $210.3 million, from an estimated $2.4 
billion in 2005, to $2.2 billion in 2010 [Packaged 
Facts, 2005]. 

The keys to success included several factors. The 
personal cleansing products had to be competitively 
priced. Availability of a variety of these products was 
required to suit all consumers’ need. Brand recognition 
was also an important factor. Location and distribu- 
tion were also important to ensure these products 
had a mass market presence. The manufacturing 
companies had to maintain their brand quality repu- 
tations. They had to also frequently introduce new 
products. The packaging for the products had to be 
designed to attract the right consumer. 


Consumers 


Consumers were those that ultimately used the 
products. Consumers made better purchasing deci- 
sions when they were aware of the products in the 
market. When they knew about the products, such 
as their price and quality, they had the choice to 
make a better purchase. The common mistakes that 
some consumers made were instinctive purchases 
and ignorantly following trends that did not neces- 
sarily affect them. There was a wide variety of prod- 
ucts in the market place so most consumers could 
easily get the products they wanted. Consumers for 
this industry’s products could be segmented into 
gender, age, ethnicity, marital status, and low income 
consumers. 


Gender While most people thought that beauty/ 
feminine care products were just for females, this was 
not the case because most of the products in this di- 
vision were also used by males. Both groups needed 
these products to meet their basic needs such as 
cleansing products to keep their bodies clean. For 
many years, women represented a larger part of the 
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customer and consumer base because of several fac- 
tors, such as women were usually the ones that bought 
products for their homes and families, and some seg- 
ments of this industry, like the feminine care, manu- 
factured products that could be used only by women. 
But in early 2005, there was a trend for men to beautify 
themselves. This trend made manufacturing compa- 
nies increase their production of men’s products. 

The keys to success included several factors. The 
beauty/feminine care products had to be competi- 
tively priced and affordable. There had to be a wide 
selection of these products available to the con- 
sumers, distributed through various channels. The 
quality and value had to be high for each of the 
products. Brand loyalty was also an important factor 
because some consumers had always used these 
products and wanted to continue using them. Loca- 
tion and distribution of these products were also 
important because these products had to have mass 
market presence. The packaging for the products 
had to be designed to attract the right consumer. 
Consumers had to have promotions targeted at 
them. An example of a promotion that attracted 
male consumers was to get a popular male celebrity 
to promote products. 


Age Age was another major factor that companies 
considered when analyzing the market. What was 
the age for their consumers? The answer was every- 
one, from infants to senior citizens. Everyone used 
beauty/feminine products. The manufacturing com- 
panies addressed each age group differently. For ex- 
ample, the baby boomers age group, which included 
consumers who were born during the period of an 
increased birth rate when economic prosperity arose 
in many countries following World War I. This 
term was commonly used to refer to the generation 
which demographic popularizers had identified as 
people who were born between 1946 and 1964 
[Wikipedia, 2006]. 

In the United States the baby boomers made up 
the lion’s share of the cultural, political, academic 
leadership and industrial class. They therefore were 
a group of people that had significant influence on 
the beauty/feminine care products. An example of 
their effect on a particular product can be seen 
using the hair care products. The number of men in 
the 55-64 age group, which represented half of the 
baby boomers, was expected to grow from 11.39 mil- 
lion in 1999 to 17.39 million in 2010, thus increasing 
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as percentage of the total male population from 
8.3% to 11.5% [Packaged Facts, 2005]. As men grew 
older they were faced with issues like loss and dry- 
ness of hair. This forced them to spend more on 
hair care products. Companies were aware of this 
trend and were willing to produce these products 
because of the increase in that particular target age 
group. 

The keys to success included several factors. The 
beauty/feminine care products had to be competi- 
tively priced and affordable. There also had to be a 
wide selection of these products available to the con- 
sumers. Brand recognition was also an important 
factor because consumers needed to feel like they 
could relate with the brand and its attributes. Loca- 
tion and distribution of these products were also im- 
portant because these products had to have mass 
market presence. These products had to have a strong 
brand image. Brand loyalty was also an important 
factor because some consumers had always used their 
products. 


Ethnicity An ethnic group was a human population 
whose members identified with each other, usually 
on the basis of a common genealogy or ancestry. Eth- 
nic groups were also usually united by common cul- 
tural, linguistic, religious, and behavioral practices 
[Wikipedia, 2006]. 

Each ethnic group had distinct tastes looks, and 
needs. It was important that the companies manu- 
factured products that were suitable for them to use. 
To meet these different ethnic needs, the manufac- 
turers had to perform in-depth research into each 
group. For example, in the United States, the popula- 
tion of the African American and Hispanics, which 
were big buyers of the hair care products, was very 
high. The Hispanics were estimated to increase from 
12.6% in 2000 to 15.5% in 2010, while the African 
Americans would increase from 12.7% in 1999 to 
13.1% in 2010. On the other hand, non-Hispanic 
whites were estimated to decline from 69.4% to 
50.1% of the total population during 2000-2050 
[U.S. Census Bureau, 2004]. 

Although ethnicity was an issue for manufactur- 
ers in the United States, it was not necessarily an 
issue for manufacturers in countries with one main 
ethnic group like Ghana. Consumers in countries 
like Ghana generally had the same hair type, skin 
types, beliefs, and the like. These differences in coun- 
tries were issues that manufacturing companies had 
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to take into consideration before manufacturing and 
promoting any products. 

The keys to success included several factors. The 
beauty/feminine care products had to be competitively 
priced and affordable. There also had to be a wide se- 
lection of these products, tailored to meet the needs 
of each ethnic group. The products had to be of high 
quality and value. Brand loyalty was also an impor- 
tant factor because some consumers had always used 
their products. Brand recognition was also an impor- 
tant factor because consumers needed to feel like 
they could relate with the brand and its attributes. 
They also always had to be the development of prod- 
ucts according to fashion trends. 


Marital Status In 1998, 110.6 million adults (56% of 
the adult population) were married and living with 
their spouses [USCB, 1998]. This meant that there 
was a bigger part of the adult population which was 
buying things in bulk because they had to buy for the 
family. If 56% of the adult population was married, it 
meant that the remaining 44% were single. Single 
consumers had more disposable income, because 
they had more to spend on themselves. These con- 
sumers also spent a lot on beauty care products, be- 
cause they wanted to keep themselves looking good 
and probably attract people to them. 

The keys to success included several factors. The 
beauty/feminine care products had to be competi- 
tively priced and affordable. There also had to be a 
wide selection of these products available to the con- 
sumers that were tailored to meet their needs. The 
products had to be of high quality and value. Brand 
recognition was also an important factor because 
consumers needed to feel like they could relate with 
the brand and its attributes. The products had to be 
distributed properly to ensure that there was mass 
market presence. Brand loyalty was also an impor- 
tant factor because some consumers had always used 
their products. 


Low Income Consumers The indebtedness of American 
households grew substantially in the last decade. The 
outstanding balance of all consumer credit, exclud- 
ing mortgage debt, was $800 billion at the end of 
1990 [Wikipedia, 2006]. This group of consumers 
was a very large part of the beauty/feminine care in- 
dustry. Companies in this industry had to manufac- 
ture products that would be affordable for them. 
Some of the methods used to reduce the costs of the 
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products were reducing the size of the package and 
reducing the quality of the packaging. 

The keys to success included several factors. The 
beauty/feminine care products had to have a wide 
selection of these products available to the con- 
sumers that were tailored to meet their needs. Brand 
recognition was also an important factor because 
consumers needed to feel like they could relate with 
the brand and its attributes. Brand loyalty was also an 
important factor because some consumers had al- 
ways used their products. There also had to be mass 
market presence. The packaging for the products had 
to be designed to attract the right consumer. 


Distribution 


Distribution was the act of dispersing products from 
the point of production to the final consumer. Most 
distribution channels had a designated sales force 
which was in charge of selling and promoting their 
products. The sales force included individuals who 
were recruited to move from place to place encour- 
aging customers to purchase their products. These 
individuals were encouraged to do a better job by of- 
fering them incentives such as days off and monetary 
incentives. Companies had various channels of dis- 
tributions, such as distribution companies, individ- 
ual stores, and chain store outlets. 


Distribution Companies These were the middlemen 
that purchased directly from the manufacturers and 
resold them to the retailers for a profit. They were ex- 
perts at moving things into the market. To do this 
most of them generally had a good transportation 
system. These companies normally bought in bulk to 
control their inventory and increase their profits. 

The keys to success included several factors. Dis- 
tribution companies had to offer competitive pric- 
ing. Prices they set were not only competitive with 
that of their competitors but also that of the manu- 
facturing companies, which sold directly to the outlet 
store chains. Distributors had to also establish good 
relationships with the store managers to get good 
product display and shelf space. Some companies also 
incorporated supply chain technology with their re- 
tailers to ensure proper distribution of their products. 
Distribution companies had to recruit good employ- 
ees and offer incentives for them to work hard. 


Individual Stores Individual stores were stores that 
were owned by companies, where consumers could 
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walk into and purchase the product they wanted. An 
advantage of this kind of service provided by compa- 
nies was that they were able to remove the extra price 
allocated by the middlemen. It also gave them a 
chance to relate with their consumers and learn what 
they liked and disliked about their products, espe- 
cially the male consumers who were generally not 
thought to purchase beauty/feminine care products. 
They also learned trends amongst their consumers 
and were able to educate them on their products. 
Also the presence of these stores in different commu- 
nities helped to build a household name amongst the 
consumers. 

The keys to success included several factors. In- 
dividual stores had to competitively price their 
products. Employees in these stores had to be will- 
ing to interact with customers to get their opinion 
about the products. The companies had to offer in- 
centives to their employees to do a good job. These 
stores had to have a variety of products. Brand 
recognition was also an important factor. These 
stores had to be located in prime locations to attract 
more consumers. 


Chain Store Outlets All over the world, the numbers 
of chain outlets were growing. In Taiwan the total 
number of chain store outlets grew 11% to 62,637 
in 2004, according to a survey released in late April 
by the Taiwan Chain Store and Franchise Associa- 
tion. These were stores that sold a variety of prod- 
ucts. In the United States, a large percentage of the 
population purchased beauty/feminine products in 
these types of stores. There were different types of 
chain stores outlets; some were specialized chain 
stores, where they sold a wide variety of products and 
offered very good customer service. Another kind of 
store was the discount store that offered a limited va- 
riety of products and did not spend too much of its 
resources on customer services. These stores had to 
pay special attention to their customers, especially 
the male customers, by offering sales and promotions 
on products that they thought these customers might 
be interested in. Some of these chain store outlets 
were Costco, Walgreens, Target, Sears, and Wal-Mart. 

Costco. Costco was the largest membership ware- 
house club chain in the world. It was a discount 
chain store with about 456 locations worldwide. In 
2004, the company’s store sales rose 13% to $47.1 bil- 
lion and its main competitor was Wal-Mart-owned 
Sam’s Club [Wikipedia, 2006]. Since it was a discount 
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chain store, it sold very high volume products for low 
prices, by keeping overhead low and using idiosyn- 
cratic inventory practices. It also bulk-packaged its 
products and sold primarily to large families and 
small businesses [Costco Services, 2006]. 

Walgreens. Walgreens was the nation’s leading 
drugstore chain. It was a specialized chain store with 
about 4,000 locations. In January of 2005, its sales in- 
creased by 11.8% [Walgreens Corporate News, 
2006]. It provided a wide array of products and was 
totally geared to providing its customers with com- 
plete satisfaction. 

Target. Target was an upscale discounter that 
provided high-quality, on-trend merchandise at at- 
tractive prices in clean, spacious and guest-friendly 
stores. In addition, Target operated an online busi- 
ness, Target.com [Target Corporate News, 2006]. It 
had 1397 locations and had revenue of $15.2 billion 
for the last quarter of 2005. 

Sears. Sears was a specialty outlet stores that pro- 
vided a wide variety of services to its customers. It 
had revenues in 2004 of $36.1 billion. It had more 
than 2,400 Sears-branded and affiliated stores in the 
U.S. and Canada, which included approximately 870 
full-line and 1,100 specialty stores in the U.S. Sears 
also offered its services through sears.com, land- 
send.com, and specialty catalogs [Aboutsears, 2006]. 
It was also the only retailer where consumers could 
find each of the Kenmore, Craftsman, DieHard, and 
Lands’ End brands together. 

Wal-Mart. Wal-Mart was a discount store outlet 
that sold to more than 138 million customers world- 
wide each week, with more than 1,500 locations. The 
company was growing constantly and had over $56 
billion in international sales in 2005. It operated like 
Costco, which is described above [Wikipedia, 2006]. 

The keys to success included several factors. 
Chain store outlets had to be competitively priced. 
The stores had a variety of products for each con- 
sumer. They offered sales and promotions that at- 
tracted more consumers. They also provided free 
samples and trials for their consumers. The compa- 
nies also provided websites that made it more con- 
venient for consumers to shop from home. These 
stores were located in prime locations to attract more 
consumers. These stores had to recruit and maintain 
quality employees. Also they had to offer incentives 
to their employees. Manufacturers had to build 
strong relationships with these retailers to get shelf 
space, store promotion, and product display area. 
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Advertising 


Advertising was used in the beauty/feminine care 
product industry to make consumers aware of the 
products that were available. It was done through 
various forms, but companies had to be careful in 
choosing the form that would be suitable to convey 
their message to their target consumers. Advertising 
could be done through television, Internet, print, 
radio, and sales and promotions. 


Television Television was a very good form for adver- 
tising products because it had a large audience. Com- 
panies advertised through different methods; some 
would produce commercials that focused on their 
products while some would introduced their prod- 
ucts in shows that they thought their target audience 
regularly watched. An example of a show that com- 
panies spent a lot of money on advertising was the 
Super Bowl in 2006. Some companies paid $3.5 mil- 
lion for 30 seconds to advertise their products. They 
believed that advertising their product during the 
show would help create awareness of their product. 

The keys to success included several factors. Tele- 
vision stations had to be competitively priced. Man- 
ufacturers had to choose the appropriate channels 
and shows to advertise on. To do this successfully, 
they had to choose the audience they wanted to tar- 
get for each product. The rating of the shows was 
an important factor that most companies consid- 
ered before advertising on them. Sales promotions, 
coupons, and free products were good ways to attract 
the consumers. 


Internet Globally, the Internet was quickly becoming 
the most popular form of advertising because it was 
accessible to potential customers all over the world. 
The Internet affected many aspects of consumers’ 
lives: the way they worked, played, and communi- 
cated, etc. The keys to success included several factors. 
Websites had to be competitively priced. Manufactur- 
ers had to choose the appropriate sites to advertise on. 
To do this successfully, they had to choose the audi- 
ence they wanted to target for each product. Sales 
promotions, coupons, and free products were good 
ways to attract the consumers. 


Print This advertisement included those in the news- 
papers, magazines, and the like. In early 2006, com- 
panies were gradually reducing the use of newspaper 
for advertising. They were moving to other forms of 
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advertising, because in the United States, studies 
showed that people were reading less. These made 
some companies change from this form of advertis- 
ing to others so that they were sure their products’ 
information would reach their target audience. The 
keys to success included several factors. Printing 
media had to be competitively priced. Manufactur- 
ers had to choose the appropriate books, magazines, 
and newspapers to advertise in. To do this success- 
fully, they had to choose the audience they wanted to 
target for each product. Sales promotions, coupons, 
and free products were good ways to attract the 
consumers. 


Radio Radio was another effective form of advertis- 
ing. There were no visuals in radio advertising, just 
vocal information of the products. It had a large au- 
dience, especially people listening at work or in their 
cars. In 2005, the XM satellite radio was launched, 
and it offered a variety of channels including com- 
mercial free music channels. These features would 
encourage more people to listen to radio, creating a 
better channel for advertisement. The keys to success 
included several factors. Radio stations had to be 
competitively priced. Manufacturers had to choose 
the appropriate channels and shows to advertise on. 
To do this successfully, they had to choose the audi- 
ence they wanted to target for each product. The rat- 
ing of the shows was an important factor that most 
companies considered before advertising on them. 
Sales promotions, coupons, and free products were 
good ways to attract the consumers. 

Advertisement was important to this industry. It 
helped educate the consumers on their products. It 
made them aware of the products, informed them of 
the uses, and encouraged them to go out and pur- 
chase them. 


Sales and Promotions Various sales and promotions 
such as free samples, coupons, and discounts were 
used by companies to attract more consumers. These 
methods were especially effective for new products. 
Sales and promotions for these products normally 
encouraged the consumers to take the risk and try 
the new product. Chain store outlets also used these 
methods to attract more customers. The keys to suc- 
cess included several factors. Customers and con- 
sumers had to be aware of the sales and promotions. 
They also had to be easy to use and be available to the 
consumers and customers. 
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Geographic Region 

A geographic region was a term used to refer to a 
separated place on earth, such as Africa, Asia, Aus- 
tralia, Europe, Latin America, and North America. 


e Africa—Africa was a continent with countries 
like Botswana, which had a population of 
1,640,115 people, and Nigeria, which had a popu- 
lation of 128,771,988 as of January, 2006 [CIA, 
2006]. 


e@ Asia—Asia was a continent with countries like 
China, which had a population of 1,306,313,812 
people, and Taiwan, with a population of 
22,894,384 people [CIA, 2006]. 


e Australia—Australia was the sixth largest country 
in the whole world with about 20,090,437 people 
[CIA, 2006]. It was known for its uniqueness. 


e@ Europe—Europe was a continent with countries 
like the United Kingdom, which had a population 
of about 60,441,457 people, and Spain, with 
about 40,341,462 people [CIA, 2006]. 


e@ South America—South America included coun- 
tries like Brazil, with about 186,112,794 people, 
and Colombia, with about 42,954,279 people 
[CIA, 2006]. 


e@ North America—This was a continent with 
countries like the United States of America, 
which had a population of about 295,734,134 
people, and Canada, with about 32,805,041 peo- 
ple [CIA, 2006]. 


These geographical regions had people who con- 
sumed beauty/feminine care products. So they were 
important for the existence of this industry. The keys 
to success included several factors. They had to be tai- 
lored to meet the needs of the consumers; for example, 
in Asia, manufacturers had to produce hair products 
that were suitable for straight, not curly hair. Brand 
recognition was also an important factor because 
consumers needed to feel like they could relate with 
the brand and its attributes. Products had to be com- 
petitively priced, and companies had to have a mass 
market presence in these regions. 


Sourcing 


Sourcing was a systematic procurement process 
that continuously improved and re-evaluated the 
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purchasing activities of a company. It was a form of 
supply chain management. It involved various 
processes, such as formally selecting a vendor to sup- 
ply a particular product or service that was routinely 
purchased by the company. This process included the 
definition of product and service requirements, identi- 
fication of qualified suppliers, negotiation of pricing, 
service, delivery and payment terms, and supplier se- 
lection. Most times, the end result of the sourcing 
process was a negotiated contract with a preferred 
supplier [ICG Commerce, 2006]. 

Some manufacturing companies chose to out- 
source some or all of their processes to other compa- 
nies in the same country they operated in or in another 
country. There were various reasons why companies 
outsourced; some did it because it was cheaper, while 
others did it because they lacked the expertise required 
to make their products better. 

The keys to success included several factors. 
Sources who wanted to sell to these manufacturing 
companies had to make their products competitively 
priced. They also had to be conveniently located to 
the manufacturing companies. Lastly they had to 
have a good transportation system to move these ma- 
terials to and from the manufacturing company. 


Technology 


The beauty/feminine care industry was a capital inten- 
sive industry. The companies that manufactured these 
products required highly mechanized assembly lines 
which were designed for long production runs and 
flexibility. These companies constantly manufactured 
the same products over and over again, so they had to 
have machines that could run for long periods of 
time. Also, due to the differences in their consumers, 
products sometimes had to be manufactured with 
some differences. An example was in the production 
of moisturizers; some consumers had oily skin while 
some had dry skin. During production, the compa- 
nies had to make slight changes in the ingredients for 
their products to suit these differences in their con- 
sumers. In order to achieve this, the machineries 
used had to be designed in a way that it allowed such 
changes and flexibility. 

The Internet made business easier for some com- 
panies because it provided a fast and efficient way for 
them to communicate amongst themselves, with 
their customers, suppliers, and distributors. It also 
gave them the opportunity to research and get more 
information that helped to make their products 
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better. With the introduction of the Internet, compa- 
nies created and designed websites that helped their 
consumers and customers learn more about them; it 
gave them an opportunity to purchase things from 
the companies without leaving their homes. 

The keys to success included several factors. The 
companies had to use high quality machines and 
technology systems, so they continuously had prob- 
lems with them. These equipments also had to be 
flexible in their functions so they could be used to 
manufacture different products. They also had to be 
competitively priced so that it was affordable by these 
companies. The websites had to be designed properly 
so that they were easy to use. 


Competition 


Competition in the beauty/feminine product was 
based on price, brand quality reputation, mass mar- 
ket presence, variety of products, brand recognition, 
and introduction of new products. Some of the com- 
panies in the beauty/feminine care industry were 
Unilever, Colgate-Palmolive, Playtex products, Avon, 
and Estée Lauder. 


Unilever Unilever was founded in 1930 in England; it 
was an international manufacturer of leading brands 
in foods, home care and personal care, such as Axe, 
Dove, Lux, Pond’s, Rexona, Sunsilk, and Vaseline. 
Every day 150 million people in over 150 countries 
used one of its products. Unilever believed that most 
of its brands gave the benefits of feeling and looking 
good. The trends the company addressed in early 
2006 were aging populations, urbanization, changing 
diets, and lifestyles [Unilever Annual Report, 2005]. 

In regard to hair products, Unilever was strong in 
brand quality reputation, price competition, mass 
market presence, variety of products, and brand 
recognition. It was moderately competitive in fre- 
quently introducing new products. In regard to skin 
product, Unilever was also strong in all keys to success 
except for development of products according to 
fashion trends, in which the company was only mod- 
erately competitive. Lastly, in regard to the company’s 
cleansing product, it was strong in all keys to success 
except for frequent new product introduction, in 
which the company was only moderately competitive. 
In early 2006, Unilever did not manufacture feminine 
products, fine fragrances, and cosmetics. 

In regard to gender and age, it was strong in all 
keys to success. In regard to ethnicity, Unilever was 


SECTION B_ Corporate Level Cases: Domestic and Global 


strong in all keys to success except for manufacturing 
products that were tailored to meet their needs and 
developing products according to trends, in which 
the company was a weak competitor. In regard to 
marital status, it was strong in all keys to success ex- 
cept for manufacturing products that were tailored 
to meet their needs, high quality and value, and mass 
market presence, in which the company was only 
moderately competitive. In regard to low income 
consumers, Unilever was strong in all keys to success 
except for manufacturing products that were tailored 
to meet their needs, in which it was only moderately 
competitive. 

In regard to distribution companies, it was mod- 
erately competitive in all keys to success except for 
competitive price, in which the company was strongly 
competitive. In regard to chain store outlets, Unilever 
was strong in all keys to success except for recruiting 
quality employees, offering them incentives, and de- 
veloping strong relationship with the store managers, 
in which it was only moderately competitive. 

In regard to television advertising, the company 
was strong in all keys to success. The company was 
strong in all keys to success relating to Internet ad- 
vertising. In regard to print advertising, the company 
was strong in all keys to success. The company was 
strong in all keys to success relating to radio advertis- 
ing. In regard to geographic regions, it was strong in 
all keys to success except for mass market presence, in 
which it was moderately competitive. And in regard 
to sourcing, operations, and technology, Unilever 
was strong in all keys to success. 


Colgate-Palmolive Colgate-Palmolive was a $10.6 bil- 
lion global consumer goods company, operating in 
more than 200 countries, with approximately 70% of 
its sales coming from international operations. The 
Company focused on strong global brands in its core 
businesses—Oral Care, Personal Care, Home Care, 
and Pet Nutrition. Its worldwide sales were up 5.5% 
on unit volume growth of 4.5%, on top of 9.0% vol- 
ume growth in the 2005 [Colgate Corporate News, 
2006]. Worldwide it sold more than 40 different prod- 
ucts and encouraged customers to try products by of- 
fering an array of sales promotions, such as coupons, 
free products, and discounts. Its beauty/feminine care 
products were Irish Spring, Palmolive, Softsoaps, Col- 
gate, Protex, Speed Sticks, and Lady Sticks. 

In regard to skin products, Colgate-Palmolive was 
strong in brand recognition, variety of products, 
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brand quality reputation, price competition, and 
mass market presence. The company was moderately 
competitive in the development of products accord- 
ing to fashion trends. Also in regard to the company’s 
cleansing products, Colgate-Palmolive was strong in 
all keys to success except for frequent new product 
introduction, in which the company was only mod- 
erately competitive. In early 2006, Colgate-Palmolive 
did not manufacture hair products, feminine prod- 
ucts, fine fragrances, and cosmetics. 

In regard to gender, age, and marital status, it was 
strong it all keys to success. In regard to ethnicity, the 
company was strong in all keys to success except for 
manufacturing products that were tailored to meet 
their needs and development of products according 
to fashion trends, in which it was a weak competitor. 
And in regard to low income consumers, it was mod- 
erately competitive in all keys to success. 

In regard to distribution companies, it was strong 
in all keys to success. In regard to chain store outlets, 
Colgate-Palmolive was strong in all keys to success 
except for developing strong relationship with the 
store managers, in which it was only moderately 
competitive. 

In regard to television advertising, the company 
was strong in all keys to success. The company was 
strong in all keys to success relating to Internet ad- 
vertising. In regard to print advertising, the company 
was strong in all keys to success. The company was 
strong in all keys to success relating to radio advertis- 
ing. In regard to geographic regions, it was strong in 
all keys to success except for mass market presence, in 
which it was moderately competitive. And in regard 
to sourcing, operations and technology, the company 
was strong in all keys to success. 


Playtex Products Playtex Products was a leading man- 
ufacturer and distributor of personal care products. 
It was founded in 1932 as the “International Latex 
Corporation” in Rochester, New York, selling latex 
products under the “Playtex” name. In January 1994, 
the Company went public as Playtex Products, Inc. 
Since then, Playtex has acquired many leading con- 
sumer brands, including Banana Boat, Wet Ones, Mr. 
Bubble, Ogilvie, Binaca, Diaper Genie and Baby 
Magic. Approximately 98% of the Company’s net 
sales were from products that were number one or 
two in their respective markets. Net sales for the com- 
pany from October 1, 2004 to October 1, 2005 were 
$651 million, continuing the Company’s upward 
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trend in sales of non-divested brands [Playtex Prod- 
ucts Corporate News, 2006]. 

The company’s Feminine Care products were 
leading the plastic applicator and deodorant tampon 
categories with brands like Gentle Glide, Beyond, 
and Portables. Also its skin care segment included 
Banana Boat sun care, Wet Ones hand and face wipes 
and Playtex Gloves. The Banana Boat brand offered a 
full spectrum of sun block, tanning, sunless tanning, 
and after-sun products. Banana Boat was the number 
two brand overall and the number one brand in 
after-sun care. Wet Ones and Playtex Gloves were 
both leaders in their markets [Playtex Products Cor- 
porate News, 2006]. 

In regard to skin products, Playtex Products was 
strong in brand quality reputation and price compe- 
tition. It was moderately competitive in its variety of 
products and mass market presence, and it was com- 
petitively weak in terms of brand recognition and 
development of products according to fashion 
trends. In regard to feminine products, the company 
was strong in all keys to success except for brand 
recognition and variety of products, in which the 
company was only moderately competitive. In early 
2006, Playtex Products did not manufacture hair 
products, fine fragrances, cosmetics, and personal 
cleansing products. 

In regard to gender, it was strong in all keys to 
success except for various distribution channels and 
mass market presence, in which the company was 
only moderately competitive. In regard to age, Play- 
tex Products was moderately competitive in all keys 
to success except in competitive pricing, in which it 
was strongly competitive. In regard to marital status, 
it was moderately competitive in all keys to success. 
And in regard to low income consumers, it was mod- 
erately competitive in all keys to success except for 
brand recognition, in which it was a weak competi- 
tor. 

In regard to distribution companies and chain 
stores outlets, it was moderately competitive in all 
keys to success. In regards to television advertising, 
the company was strong in all keys to success. The 
company was strong in all keys to success relating to 
Internet advertising. In regard to print advertising, 
the company was strong in all keys to success. The 
company was strong in all keys to success relating to 
radio advertising. In regard to geographic regions, it 
was moderately competitive in all keys to success, ex- 
cept for competitive pricing, in which it was strongly 
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competitive. And in regard to sourcing, operations 
and technology, Playtex Products was strong in all 
keys to success. 


Avon Avon was the world’s largest direct seller with 
almost 5 million representatives. Its products were 
available to consumers in 100 countries, with its rep- 
resentatives earning about $3 billion annually. It all 
started in 1886 in the United States. In 2005, it be- 
came the world leader in anti-aging skin care prod- 
ucts [Avon Annual Report, 2005]. 

The company’s skin care brands included Anew— 
a ground-breaking line of anti-aging skincare prod- 
ucts. This brand contained popular products like 
Anew Retroactive+ and Anew Ultimate. Other prod- 
ucts were the new blockbuster, Anew Clinical brands, 
a brand of targeted skin treatments that offered at- 
home alternatives to professional cosmetic treat- 
ments, and also Avon solutions—which was a full line 
of products that simplified the process of buying 
skincare without compromising results. Its hair care 
brands included Advance Techniques—which offered 
high performance hair products for every hair type, 
age group, and ethnic background to accommodate a 
diverse worldwide consumer base, and all of the 
products were formulated with conditioning ingredi- 
ents that prevented long-term damage to hair. Avon 
was also the world’s largest sellers of perfumes, with 
brands like Treselle, Perceive, Today, Tomorrow, and 
Always Trilogy. In early 2006, Avon did not manufac- 
ture hair products and feminine products. 

In regard to skin products, Avon was strong in 
brand quality reputation, price competition, and 
mass market presence. The company was moderately 
competitively in terms of brand recognition, variety 
of products, and development of products according 
to fashion trends. In regard to fine fragrances, the 
company was strong in brand quality reputation, 
price competition, and mass market presence. It was 
moderately competitive in brand recognition and de- 
velopment of products according to fashion trends. 
In the cosmetics segment of Avon, the company was 
strong in brand quality reputation, price competition, 
and mass market presence. It was moderately com- 
petitive in the variety of products, brand recognition, 
development of new products according to fashion 
trends. The cleansing products manufactured by 
Avon were strong in all keys to success except for 
brand recognition and frequent introduction of new 
products, in which it was moderately competitive. 
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In regard to gender, it was strong in all keys to 
success except for various distribution channels and 
mass market presence, in which the company was 
only moderately competitive. In regard to age, Avon 
was moderately competitive in all keys to success ex- 
cept in competitive pricing, in which it was strongly 
competitive. In regard to ethnicity, the company was 
strongly competitive in price competition and high 
quality and value; it was moderately competitive in 
tailoring products to meet their needs, brand recog- 
nition, and brand loyalty, and weakly competitive 
when it came to the development of products ac- 
cording to fashion trends. In regard to marital status, 
it was moderately competitive in all keys to success 
except for competitive pricing and high quality and 
value, in which it was strongly competitive. And in 
regard to low income consumers, it was moderately 
competitive in all keys to success. 

In regard to distribution companies and chain 
stores outlets, it was moderately competitive in all 
keys to success, except for competitive pricing, in 
which it was strongly competitive. In regard to televi- 
sion advertising, the company was strong in all keys 
to success. The company was strong in all keys to suc- 
cess relating to Internet advertising. In regard to 
print advertising, the company was strong in all keys 
to success. The company was strong in all keys to suc- 
cess relating to radio advertising. In regard to geo- 
graphic regions, it was moderately competitive in all 
keys to success, except for competitive pricing, in 
which it was strongly competitive. And in regard to 
sourcing, operations and technology, Avon was 
strong in all keys to success. 


Estée Lauder Estée Lauder was founded in 1946; this 
technologically advanced, innovative company has 
gained a worldwide reputation for elegant, luxurious 
products in over 100 countries. The Company dis- 
tributed its various products through department 
and specialty stores. The company was very involved 
in the breast cancer awareness program, being the 
largest corporate sponsor of The Breast Cancer Re- 
search Foundation, founded by Evelyn H. Lauder in 
1993 [Estée Lauder Annual Report, 2005]. 

Its skin care segment included brands such as Re- 
Nutriv—which was an anti-aging cream for the eyes, 
Self-Tan—an air-brush self-tan spray for body, and 
Perfectionist—an anti-aging product for skin and 
lips. The cosmetics segments also included brands 
such as Pure Color Crystals, Graphic Color Eye 
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Shadow Quad, Double Wear, and Prime FX. Lastly its 
fragrance segment included brands like Beautiful, 
Pleasure, Intuitions, and Paradise. In early 2006, 
Estée Lauder did not manufacture hair products, 
feminine products, and personal cleansing products. 

In regard to skin products, Estée Lauder was 
strong in brand quality reputation and price compe- 
tition. It was moderately competitive in its variety of 
products and mass market presence, and it was com- 
petitively weak in terms of brand recognition and de- 
velopment of products according to fashion trends. 
In regard to fine fragrances, the company was strong 
in brand quality reputation, price competition, and 
mass market presence. It was moderately competitive 
in brand recognition and development of products 
according to fashion trends. In the cosmetics seg- 
ment of Estée Lauder, the company was strong in 
brand quality reputation and price competition. It 
was moderately competitive in the variety of prod- 
ucts and brand recognition. In terms of mass market 
presence and the frequent development of new prod- 
ucts according to fashion trends, the company was 
competitively weak. 

In regard to gender, it was moderately competi- 
tive in all keys to success except for high quality and 
value and promotion targeted to them, in which 
Estée Lauder was strongly competitive. In regard to 
age and marital status, it was moderately competitive 
in all keys to success. And in regard to low income 
consumers, it was a weak competitor in all keys to 
success, except for brand recognition, in which it was 
moderately competitive. 

In regard to distribution companies and chain 
stores outlets, it was moderately competitive in all 
keys to success. In regard to television advertising, 
the company was strong in all keys to success. The 
company was strong in all keys to success relating to 
Internet advertising. In regard to print advertising, 
the company was strong in all keys to success. The 
company was strong in all keys to success relating to 
radio advertising. In regard to geographic regions, it 
was moderately competitive in all keys to success. 
And in regard to sourcing, operations, and technol- 
ogy, Estée Lauder was strong in all keys to success. 


The Company 


P&G was a company that manufactured, distributed 
and marketed consumer goods products. It was es- 
tablished in 1837 in the United States. It later started 
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expanding to other countries, and in early 2006 it 
was one of the global leaders in the consumer goods 
industry. It acquired its first overseas subsidiary with 
the purchase of Thomas Hedley & Sons Company, 
UK, in 1930. Also in 1915, P&G built a manufactur- 
ing facility in Canada, its first outside the U.S. [Data- 
monitor, 2006]. 

In early 2006, the company had its headquarters 
in Cincinnati, Ohio. In the United States, the com- 
pany owned and operated 35 manufacturing facili- 
ties, which were located in 21 different states. 
Worldwide, the company owned and operated 83 
manufacturing facilities in 42 countries. P&G pro- 
vided branded products and services of superior 
quality and value that improved the lives of con- 
sumers all over the world. And as a result, it believed 
that the consumers rewarded it with leadership sales, 
profit, and value creation. These results allowed its 
people, shareholders, and the communities in which 
they lived and worked to prosper [P&G Company In- 
formation, 2006]. 

P&G’s top 10 customers were Ahold, Albertson’s, 
Carrefour, Costco, Kmart, Kroger, Metro, Target, 
Tesco, and Wal-Mart. The company always acquired 
new brands and products, either by creating them or 
by merging with other companies. An example of 
these mergers was in 1985, P&G expanded its over- 
the-counter and personal health care business with 
the acquisition of Richardson-Vicks, owners of Vicks 
respiratory care and Oil of Olay product lines. Also 
in 1988, the company announced a joint venture to 
manufacture products in China. This marked the 
company’s foray into the largest consumer market in 
the world [Datamonitor, 2006]. 

One of the threats that P&G faced was intense 
competition. It operated in an industry with rivals 
such as Unilever, Colgate-Palmolive, Playtex Products, 
Avon, and Estée Lauder. These companies operated 
and sold their products worldwide. Their presence 
in the same industry put pressure on P&G to com- 
petitively price its products and continually strive to 
develop innovative products. Another threat was the 
increase in prices of raw materials. These prices were 
subject to price volatility caused by weather, supply 
conditions, and other unpredictable factors. 

Lastly, the risk associated with merger integration 
was another threat for this company. In September 
2003, P&G acquired Wella, owning 79.2 percent of 
the company’s total shares. This acquisition con- 
tributed about $3.3 billion in sales to P&G’s overall 
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beauty business—around $1.6 billion in the profes- 
sional hair care segment, $1 billion in the retail hair 
care segment, and $800 million in fragrances. How- 
ever, Wella’s results (as of October 2003) were falling 
below P&G’s stated long-term targets, giving an early 
indication of disruptions post its takeover [Data- 
monitor, 2006]. Other brands acquired by P&G were 
Clairol from Bristol-Myers Squibb in 2001 and 
Gillette in 2005. 

In 2004, P&G did not manufacture products that 
were specifically for different ethnic groups, such as 
Hispanic and African American, and products that 
were made with natural ingredients. There was a high 
demand for these types of products because some 
consumers wanted to use products that were made 
from natural ingredients and some consumers wanted 
products that were made for their ethnic group. 

In the United States it was virtually impossible to 
calculate the absolute number of companies that pro- 
duced and marketed beauty/feminine care products. 
The field of competition was highly fragmented, for 
example, between those companies active in mass 
channels (supermarkets, chain drugstores, and mass 
merchandisers) and prestige channels, not to mention 
those active in the natural food and beauty care chan- 
nel. The company size was another factor, between 
globally-oriented mega-corporations like P&G and 
kitchen table-based entrepreneurs limited to regional 
or even local distribution. 

Although it was impossible to calculate the 
number of companies that produced and marketed 
beauty/feminine care products, it was obvious that 
P&G was one of the leaders in this industry because, 
as illustrated in Figure 8, P&G was well ahead of the 
industry. 

P&G faced various challenges in 2006, such as 
consumers’ interest in natural products. This trend 
was as a result of consumers questioning the ingredi- 
ents used in making products and their effects. Some 
activists claimed that these products contained toxic 
chemicals known to cause cancer, fertility problems, 
and birth defects. Another challenge was the stagnant 
sales of some products due to low product develop- 
ment and innovation. Duane Reade Inc.’’s Divisional 
Merchandise Manager, Mike Cirilli, said, “The mar- 
ket’s poor sales will only turn around with the launch 
of dramatically different products. We need the lead- 
ers in these categories, such as P&G and LOreal, to 
come out with some revolutionary products, spend 
$100 million on them in advertising and get all the 
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Financial Information of P&G and the Industry 
Industry 


202.67B 275.79M 
110,000 2.81K 
26.90% 10.40% 
61.68B 1.74B 
51.05% 36.68% 
EBITDA 14.42B 262.13M 
Operating Margins 19.95% 7.40% 
Net Income 7.778 13.16M 
EPS 2.133 1.23 
P/E 2255 22.50 
PEG (5 yr expected) 2.02 2.02 
P/S 3.28 2.05 


Market Capital 

Employees 

Quarterly Revenue Growth 
Revenue 

Gross Margin 


Source: Yahoo Finance (2006). “Procter & Gamble 2006.” 
[Online]. http.//finance.yahoo.com/q/co?s=PG. Accessed 
March 17, 2006. 


consumers excited again. We need excitement. Ex- 
citement and advertising spending will bring sales 
dollars to these categories” [Packaged Facts, 2005]. 
The emerging men’s market was another trend that 
was affecting the industry. The number of men spend- 
ing time in front of the mirror, grooming themselves 
had increased. The acquisition of Gillette helped P&G 
to start to address this trend with products like 
Gillette’s complete skin care for men and Gillette’s 
Fusion. This was some of the steps that P&G decided to 
take to remain at the top in the beauty/feminine care 
segment. Following were detailed analyses of P&G’s 
business model, as illustrated on the next page in 
Figure 9. It serves as the framework in discussing the 
company’s strategy on business development. 


Products 


When the company started in 1837, it was producing 
only two products, candles and soap. In early 2006, 
P&G was manufacturing, marketing, and distribut- 
ing close to a hundred different brands. These brands 
and products were sold to consumers worldwide. 

In 2005, the beauty/feminine care segment of 
P&G delivered its third consecutive year of double 
digit growth in volume, sales, and profit. Volume in- 
creased 12%, sales increased 14%, and net earnings 
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increased 22%. The industry leading performance 
was driven mainly by broad-based organic growth 
across geographies and brands. Each of its top 10 
countries delivered higher sales than 2004, with solid 
gains in both developed and developing markets. 
Global market shares continued to grow, with most 
of its leading brands at record highs [P&G Annual 
Report, 2005]. 

P&G produced products that were used by male 
and females. With the growing trend for men to use 
beauty products, the company started manufacturing 
more products for them. They designed the products 
so that they would attract male consumers, by using 
dark colors for the packaging so that it looked more 
masculine. Some of P&G’s products were hair prod- 
ucts, skin products, feminine products, fine fragrances, 
cosmetics, and personal cleansing products. 


Walgreens | 


Operations/ 
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Geographic 
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Hair Products P&G offered a variety of hair products. 
These products passed through different processes 
before they reached the consumers. A major process 
was the testing phase. These products were devel- 
oped for different types of hair—normal, dry, greasy, 
permed, bleached, and so on. So each product had to 
be tested, not only as a formulation that was to be 
stored for months in a bottle or tube and then sold, 
but also as a product that was to be used on human 
hair and scalp. 

The process started in the laboratory; the experi- 
mental formulation was thoroughly tested on cut 
lengths of human hair, as shown in Figure 10, before 
production was considered. 

The product under test was applied to the hair and 
rinsed off, and an experienced technician judged the 
amount of tangling, stretching, perming, and coloring 
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FIGURE 10 
Cut Lengths of Human Hair 
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Source: Procter & Gamble (2006). “Hair product.” [Online]. http:/Awww.pg.com/science/ 
haircare/hair_twh_116.htm. Accessed March 17, 2006. 


that resulted. After that, a complex computer-assisted 
technology assessed many aspects of the product’s 
performance. If all went well, the products were eval- 
uated in real life conditions, on the hair of clients in 
salons. This was an essential part of testing, because 
it was the only way to judge whether the new product 
was acceptable to consumers. Only when these tests 
were completed safely and satisfactorily did the prod- 
ucts go on the open market for the consumers to try. 
This whole process might have involved thousands of 
tests and took up to a couple of months or even years 
to complete [P&G Hair Care, 2003]. 

Some of the hair products brands which were pro- 
duced by P&G were: Herbal Essences—this brand of- 
fered a variety of shampoo, conditioners and styling 
aids; Infusium 23—this brand included shampoos, 
conditioners, specialty care products, leave-ins; 
Physique—these products included cutting-edge tech- 
nology formulas; Pantene—these products included 
amino pro-v complex; Aussie—these products were 
produced using Australian ingredients; and Head and 
Shoulders—products used to eliminate dryness, irrita- 
tion, and itchiness of the scalp. 


In regard to hair products, P&G was strong in 
brand quality reputation, price competition, mass 
market presence, variety of products, and brand 
recognition. It was moderately competitive in fre- 
quently introducing new products. 


Skin Products P&G tried to address the three main 
types of skin, which were oily, normal, and dry. 
Some of the skin care products brands it produced 
were: Noxzema—this included facial cleansers in the 
form of creams, pads, and astringents; Gillete—this 
included shave multigel, facial moisturizers, razors, 
shaving sticks, and skin soothing after shave; and 
Olay—this brand offered products that provided 
multiple benefits that were designed for women of 
all ages. 

Each product was made for a different function. 
The skin cleanser was used to remove surface dirt, 
make-up, top layer of dead skin cells and potentially 
harmful micro-organisms (bacteria). Skin toner was 
used after cleansing to ensure complete removal from 
the skin of all cleansing preparations, and also after a 
face mask to remove all traces of the mask. These 
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products were based on plant extracts and sometimes 
contained alcohol. Skin moisturizers hydrated the 
skin, and/or protected the skin from dehydration. 
That is, they were designed to improve water reten- 
tion in the skin. They could be in the form of creams, 
lotions or serums [P&G Skin Care, 2003]. 

In regard to skin products, P&G was strong in 
brand recognition, variety of products, brand quality 
reputation, price competition, and mass market pres- 
ence. It was moderately competitive in the develop- 
ment of products according to fashion trends. 


Feminine Products Some of the feminine products 
brands produced by P&G were: Tampax—this brand 
included different sizes of tampons. Another brand 
was Always, which included different styles and sizes 
of sanitary pads. Always was the world’s leading 
feminine care brand; it grew in volume by 11% and 
reached record-high global market share of 22% 
[P&G Annual Report, 2005]. Feminine products 
were specifically for females to use during their 
menstrual cycles. The target consumers for these 
products were generally females from the ages of 12 
to 50 years old. 

In regard to feminine products, P&G was strong 
in brand quality reputation, price competition, mass 
market presence, variety of products, and brand 
recognition. 


Fine Fragrances P&G was a major distributor of fine 
fragrances brands such as: Giorgio Beverly Hills—this 
included products such as Giorgio, G and Red. An- 
other brand was Hugo Boss—which included Hugo 
Deep Red, Hugo Woman and Hugo Energise, which 
were used by either men or women. Hugo Boss, along 
with Lacoste—which was now 10 times bigger than 
when P&G acquired the license in 2001—further 
strengthened its global leadership position in men’s 
fine fragrances [P&G Annual Report, 2005]. 

In regard to fine fragrances, P&G was strong in 
brand quality reputation, price competition, brand 
recognition, and mass market presence. It was mod- 
erately competitive in the development of products 
according to fashion trends. 


Cosmetics P&G’s target consumer for cosmetics were 
women of all ages. The cosmetics included those for 
lips, face, nails, eyes, etc. P&G had two major brands 
for cosmetics. First was CoverGirl, which was for 
women who wanted to have a clean, fresh, and natural 
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look. It included foundation, loose powder, eye 
shadow, mascara, etc. The other brand was the Max 
Factor, which gave women a more edgy look, mak- 
ing them look more like celebrities. This brand also 
included various products, such as lip gloss, mascara, 
eye shadow, etc. 

In regard to cosmetics, P&G was strong in variety 
of products, brand quality reputation, brand recog- 
nition, price competition, and mass market presence. 
It was moderately competitive in the development of 
products according to fashion trends and in fre- 
quently introducing new products. 


Personal Cleansing P&G had a couple of brands that 
included personal cleansing products. These prod- 
ucts included bar soaps, body wash and cleansing 
bars that were used for cleaning the body. The target 
consumers for these products were everybody. People 
needed to stay clean to reduce infections, illness, and 
smell that were related to dirt. One of the brands that 
P&G provided was Zest. It believed that this product 
was refreshingly different from ordinary soap. It reju- 
venated the consumer with a combination of great, 
refreshing scent and clean-rinsing lather that would 
not dry skin like soap [P&G Product Information, 
2006]. Other products were Camay, which was a 
moisturizing bar soap enriched with perfumes of 
French inspiration that P&G believed would leave 
skin feeling fresh, soft and sensual, and Noxzema, 
which included creams, astringents, and pads used 
for deep cleaning. 

In regard to personal cleansing products, P&G 
was strong in brand recognition, price competition, 
variety of products, brand quality reputation, and 
mass market presence. It was moderately competitive 
in frequently introducing new products. 


Consumers 


Consumer goods were used by everyone. Consumers 
for P&G’s products could be segmented into age, 
gender, ethnicity, and low-income consumers. 


Age P&G addressed each age group differently and 
produced products that were suitable for them to 
use. An example was the group of people who were 
showing signs of aging. P&G understood that as 
people aged, their skin’s vitality and radiance were 
reduced. So in the skin care segment, the company pro- 
duced products that would address these issues. One 
of the products it produced was Olay’s Total Effects, 
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which it believed would fight seven signs of aging. 
These products diminished the appearance of fine 
lines and wrinkles, smoothed skin texture, evened 
skin tone, improved surface dullness, gave skin a ra- 
diant, healthy glow, minimized the appearance of 
pores, visibly reduced the appearance of blotches and 
age spots, and soothed dry skin [P&G Product Infor- 
mation, 2006]. 

When it came to the company’s hair products, an 
example of the group of people it considered was the 
baby boomers and senior citizens. These people had 
similar issues such as loss and dryness of hair. P&G 
produced products like Head and Shoulders, which 
eliminated dryness, itchiness, and irritations. Another 
product which P&G produced that could be used by 
these age groups was the Pantene Sheer Volume, be- 
cause it increased hair volume and made it look 
healthier. 

In regard to age, P&G was strong in brand image, 
brand recognition, price competition, variety of 
products, brand loyalty, and mass market presence. 


Gender P&G manufactured products that could be 
used by both men and women. Some products could 
be used by both groups, while others were specifically 
for either one of them. 

In 2005, the men’s beauty market was emerging 
and growing at a very fast rate. Men were more inter- 
ested in grooming themselves and looking good. 
Some people called this group of men metrosexuals 
because they liked to groom and take care of them- 
selves. P&G acknowledged this trend and in late 
2005, the company acquired Gillette. This acquisition 
put P&G at the top of this market. It produced prod- 
ucts like Gillette Fusion, Gillette Complete Skin Care, 
and Gillette MacH3, which were used by men to keep 
themselves looking good. 

Women, on the other hand, have always been in- 
terested in looking beautiful. P&G had various 
products that satisfied their needs, from Olay’s base 
moisturizers that smoothed and softened skin to 
CoverGirl cosmetics that were used to put on the 
most beautiful face possible [P&G Product Informa- 
tion, 2006]. The P&G Beauty segment was focused 
on delivering consumer understanding that reached 
beyond functional needs to connect at a deeper emo- 
tional level. It was a leader in innovation that went 
beyond science to include sophisticated design that 
created a total beauty experience and delight for con- 
sumers [P&G Annual Report, 2005]. These processes 
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made the consumers connect with the company and 
its attributes, building consumer loyalty and brand 
recognition. 

In regard to gender, P&G was strong in price 
competition, high quality and value, brand loyalty, 
promotion targeted to them, various distribution 
channels, and mass market presence. 


Ethnicity P&G understood that its consumers be- 
longed to different ethnic groups. It produced prod- 
ucts that would suit their different needs. To be very 
effective in reaching these groups, P&G set up strate- 
gies to market these groups. In 2005, P&G was one of 
the leaders in multicultural marketing and was 
awarded for its jobs by agencies. An example of an 
agency that awarded the company was the Associa- 
tion of Hispanics Advertising Agencies. 

Another ethnic group that P&G was actively in- 
volved with was the African Americans. In 2005, 
Anne Sempowski Ward, the Associate Marketing Di- 
rector for the African American Marketing team of 
P&G, released the following statement: 


P&G’s commitment to African-Americans is 
stronger today than ever before. It has spanned 
more than a century and is still growing—a col- 
lective accomplishment rooted in the vision and 
actions of our leadership, the involvement of 
our local plants, and the interest of individual 
employees. African-American ideas, experi- 
ences, customs and lifestyles are represented 
throughout our advertising and packaging and 
have inspired several product innovations. We 
look forward to the next 100 years, and thank 
you for your support as P&G continues to make 
journeys of hope, freedom and success possible. 
[P&G Ethnic Echoes, 2005] 


An example of how P&G incorporated ethnicity into 
its products was in the hair care segment for ethnic 
groups such as Caucasians, which included people 
who had different colors of hair. The company pro- 
duced Clairol’s highlighting and blonding, which 
helped to color and maintain the color of hair. 

In regard to ethnicity, P&G was strong in products 
tailored to meet their needs, brand recognition, devel- 
oping products according to fashion trends, price com- 
petition, high quality and value, and brand loyalty. 


Low Income Consumers P&G was constantly innovat- 
ing ways to reach more consumers. The low income 
consumers were a group that the company really 
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wanted to target. It understood that these people had 
low disposable income and decided to manufacture 
products that they could afford. Some ways it re- 
duced the prices of its products were to reduce the 
sizes of these products. It also changed some of its 
packages, so that the product was cheaper and easier 
to store. An example was changing the package from 
boxes to bags. 

In regard to low income consumers, P&G was 
strong in products tailored to meet their needs, 
brand recognition, mass market presence, and brand 
loyalty. 


Distribution 

P&G had a very effective distribution system. It was 
used to distribute its products to its consumers. This 
function was also a form of capital for the company, 
when it helped other companies distribute their 
products. P&G had various distribution centers all 
over the world. In June 2005, P&G built a new Cana- 
dian Distribution Center in Brantford, Ontario. This 
center was built to serve the company’s $2 billion na- 
tional business. The site employed more than 150 
people and the total investment was estimated to be 
$70 million [P&G Annual Report, 2005]. 

In the United States, a major distribution center 
was the Brown Summit, which was located in Greens- 
boro, North Carolina. The center held over 1,000 dif- 
ferent products. Most of these products were from 
U.S. plants and were shipped when orders were made 
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by the customers. The distribution channels of P&G 
included department stores, such as Macy’s and 
JCPenney, and discount stores, such as Wal-Mart and 
Costco. P&G’s biggest customer is Wal-Mart. In the 
1980s, the two giants built a software system that linked 
P&G up to Wal-Mart’s distribution centers. This system 
was called the Supply Chain System (SCS). It was used 
to facilitate the coordination with outside business en- 
tities. In the case of P&G and Wal-Mart, whenever the 
inventory level of P&G’s products at Wal-Mart’s distri- 
bution centers reached re-order point, the system au- 
tomatically alerted P&G to ship more products. This 
process helped to manage inventory and increase 
profit. P&G distributed its products through distribu- 
tion companies and chain store outlets. 

In regard to distribution, P&G was strong in all 
keys to success, such as price competition, variety of 
products, recruiting good employees, offering incen- 
tives to employees, strong relationship with store 
manager, and store sales and promotion. 


Advertising 


With over 300 brands to market, P&G was special- 
ized in advertising its products. For the past 5 years, 
the company has constantly increased its advertising 
cost, as shown in Figure 11, to accommodate its grow- 
ing brands. The company used various media to reach 
its consumers, such as the television, Internet, radio 
and print. It offered sale promotions, such as free tri- 
als, discounts and coupons. These advertisements 
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Source: P&G Annual Report (2005). [Online]. http:/Avww.pg.com/annualreport/2005/pdt/ 


pG2005annualreport.pdf. Accessed March 17, 2006. 
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served different purposes for the company. First they 
made consumers aware of the products. These adver- 
tisements were sometimes made to be interactive, so 
that they held the consumer’s attention. They also 
served to make the consumers aware of sale promo- 
tions that were going on at a particular time. And 
lastly they helped to convince consumers that they 
needed the products, so they actually went out and 
purchased them. 

In each segment of the company, P&G hired em- 
ployees who were responsible for marketing its prod- 
ucts. These representatives would move from store to 
store, selling its products to the store managers. These 
interactions helped to build a better relationship with 
the store managers, because these managers helped 
increase and maximize shelf space and also provided 
better displays for P&G’s products. P&G advertised 
on television, Internet, print, and radio. 


Television P&G created commercials and it was care- 
ful to choose the right channels and shows that it 
hoped its target consumers viewed. Most of its com- 
mercials showed people using its products and their 
experiences after using them. 


Internet P&G used the Internet to advertise because 
it could reach its consumers worldwide. It did this 
advertisement through various methods, such as 
posters on websites, emailing codes for samples and 
discounts, and the like. 


Print In 2000, advertising in prints such as newspa- 
pers, magazines, and the like was declining. In early 
2006, P&G still used this form of advertising to reach 
those consumers that read these prints. It advertised 
its products by showing pictures of people using its 
products or just by showing its products and explain- 
ing their uses. 


Radio P&G also advertised on radio because it was 
effective in reaching some consumers. Since radio 
was audio, P&G did not have to spend money on cre- 
ating and directing visual commercials. 


Sales and Promotions P&G also used various sales 
and promotions such as free samples, coupons, and 
discounts. These methods were used by the company 
to attract more consumers. These methods were es- 
pecially effective for new products. Sale and promo- 
tion for these products normally encouraged the 
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consumers to take the risk and try the new product. 
P&G’s consumers had to be made aware of the sales 
and promotions so they could go out and use them 
to purchase the products. 

In regard to advertising, P&G was strong in all 
keys to success, such as ratings, audience, price of ad- 
vertisement, offering coupons and samples, availabil- 
ity, easy to use, and awareness. 


Operations/Technology 


P&G was a manufacturing company that prided it- 
self on the quality of its products. To achieve such 
high quality, the company had to ensure it had the 
right machines and facilities required to manufac- 
ture its products. When the company could not 
effectively manufacture parts of its product, it out- 
sourced that function to another company to help it 
do it better. 

With the introduction of the Internet, P&G 
moved to greater heights. It created numerous ways 
for the company to do business in a faster and more 
efficient way. It was easier for it to communicate with 
its customers, suppliers, and distributors. It also gave 
P&G the opportunity to research and get more infor- 
mation that helped to make its products better. With 
the introduction of the Internet, P&G created and 
designed its website that helped its consumers and 
customers learn more about the company; it gave 
them an opportunity to purchase things from the 
company without leaving their homes. 

In regard to operations/technology, P&G was 
strong in all keys to success, such as high quality ma- 
chines and technology, flexibility, competitive price, 
affordability, and properly designed websites. 


Geographical Regions 


In early 2006, the geographical regions that P&G op- 
erated in were Africa, Asia, Australia, Europe, South 
America, and North America. The company did not 
operate in all countries in these continents. Some of 
the countries it did not operate in had a high de- 
mand for consumer goods such as Togo in Africa. 

It was strong in all keys to success such as products 
tailored to needs, brand recognition, price competi- 
tive, and mass market presence. 


Financial Analysis 

For the past 5 years, P&G’s net sales have grown, as 
shown in Figure 12a and Figure 12b. The company was 
a global leader with sales growth of more than 40%, 
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FIGURE 12 
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1998 1999 2000 2001 2002 2003 2004 2005 


Amounts in millions except per share amounts 


Years Ended June 30 


2005 2004 2003 +2002 #= 2001 2000 


Net sales 


$56,741 $51,407 $43,377 $40,238 $39,244 $39,951 


Operating income 
Net earnings 
Net earnings margin 


Basic net earnings per common share 


10,927 9827 7,853 6678 4,736 5,954 
7,257 «©6481 «95,186 394,352 2,922 3,542 
12.8% 12.6% 12.0% 108% 74% 8.9% 
$2.83 $2.46 $1.95 $1.63 $1.08 $1.30 


Diluted net earnings per common share 


2.66 2.32 1.85 1.54 1.03 1.23 


Dividends per common share 


1.03 0.93 0.82 0.76 0.70 0.64 


Source: P&G Annual Report (2005). [Online]. http:/Avww.pg.com/annualreports/2005/pdt/ 


pG2005annualreport.pdf. Accessed March 17, 2006. 


increasing to $57 billion. P&G’s profit also more 
than doubled in 2005, and it generated more than 
$30 billion in free cash flow. Shareholders received 
$11 billion in cash through dividends, and this in- 
creased their value with another $60 billion by nearly 
doubling the price of P&G stock. The company has 
increased sales per employee nearly 40% over the 
past five years, and even though Research and Devel- 
opment (R&D) investment has increased over the 
past years, R&D as a percentage of sales has declined 
from 4.8% in 2000 to 3.4% in 2005. More than 80% 
of initiatives succeeded in creating shareholder value, 


an improvement of 25% over the past three years. 
The productivity of P&G’s product supply organiza- 
tion has increased at a high single-digit rate since 
2000, and there had been a decrease in P&G’s Global 
Business Services (GBS) costs by more than 15% on 
base business services since 2000. 

Companies tried to increase profit by various 
methods. One of these methods was to reduce cost. 
P&G reduced capital spending as a percentage of 
sales since 2000 from nearly 8% to less than 4%, 
without forgoing any strategic investment in growth. 
They also added an incremental growth point to the 
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company’s top line over the past two years with mar- 
keting Return on Investment (ROJ) initiatives [P&G 
Annual Report, 2005]. 


Management Strategy 


One of P&G’s strategies was to build existing core 
businesses into stronger global leaders. In 2005, the 
company grew market share, profit, and sales in all its 
core categories, such as its beauty and health seg- 
ments. These increases were achieved by the decision 
to reach more consumers, especially low income con- 
sumers and the acquisition of Gillette. This acquisi- 
tion increased the brands, products, and consumers 
of the company. Another strategy was to develop 
faster-growing, higher-margin, more asset efficient 
businesses with global leadership potential. In 2005, 
this was evident in the beauty segment, where sales 
nearly doubled to $19.5 billion and profit more 
than doubled to $2.9 billion. This growth was also 
noticed in the Health Care segment, where sales 
doubled to $7.8 billion and profit more than tripled 
to $1 billion. These two segments made up 47% of 
P&G’s sales and 50% of the company’s profit [P&G 
Annual Report, 2005]. 

Internationally, P&G tried to regain growth mo- 
mentum and leadership in Western Europe, by intro- 
ducing new products and increasing advertisements. 
In 2005, the Western Europe volume went up mid- 
single digit and on average it went up twice the rate of 
Western Europe Gross Domestic Profit (GDP) growth. 
At the end of the year, the company’s brands growing 
share in categories accounted for more than half of 
Western Europe sales. Another major strategy for P&G 
was to increase growth among lower-income con- 
sumers in developing markets, such as Nigeria and 
Ghana. To attract these consumers, P&G changed the 
package, making it small and reducing the quality of 
the packaging, so it was more affordable for these con- 
sumers. This strategy has delivered mid-teens volume 
growth, on average, in these countries. 


Looking Towards the Future 


Since 2000, A.G. Lafley and his colleagues have been 
successful in trying to maximize the strengths of the 
company, while also reducing its weaknesses. They 
have worked to increase P&G’s brands, net sales, and 
profit. In 2005, male consumers became more inter- 
ested in beauty products, and to satisfy this need and 
other issues the company were facing, P&G acquired 
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Gillette. It also entered a major multimedia market- 
ing partnership with Viacom Plus in 2001, to create 
more ways to reach its consumers. 

On various occasions, the executives and employ- 
ees of P&G discussed strategies that would make 
P&G a better company and put it ahead of its com- 
petitors, such as Unilever, Colgate-Palmolive, Playtex 
Products, Avon, and Estée Lauder. Some of the strate- 
gies they discussed are as follows: 

The first alternative was for P&G to expand and 
build existing core businesses, such as the health and 
beauty segments. It decided to do this by reaching 
more consumers, especially the low income con- 
sumers. These segments would be expanded to in- 
clude new brands and products which would attract 
such consumers. The already existing products would 
be altered by reducing their sizes and changing their 
packages to reduce their prices. Doing this would 
make it easier for consumers to buy them. 

The benefit of this strategic alternative was that 
P&G would only have to expand on products and 
services it already had. It would not have to spend a lot 
of money on research and development, reducing the 
cost for the company. At the same time it would reach 
more customers just by altering some of its products. 

This alternative was feasible because P&G had al- 
ready built strong brand recognition and loyalty with 
its consumers. Consumers would need little convic- 
tion to buy another product from the same company. 
P&G had also already built a strong relationship with 
most of the large chain stores outlets, such as Wal- 
Mart. So the distribution process would remain ef- 
fective for the new products that would be intro- 
duced into the market. The company already had the 
expertise within each of its segments required to sup- 
port the introduction of new brands. From 2000 to 
2005, P&G’s net income increased, so the company 
had the financial resources to create or acquire new 
brands. It would also be able to afford the costs that 
would be attributed to these brands, and at the same 
time maintain its position as the global leader in the 
Consumer goods industry. 

This alternative would win against the competition 
such as multinational firms like Unilever, Colgate- 
Palmolive, Playtex Products, Avon, and Estée Lauder, 
because P&G would increase its brands and products 
to reach more consumers. The company would do 
this by merging with other companies to create more 
products and specifically targeting the low income 
consumers. These consumers represented a large part 
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of the consumer base, and changing its products by 
reducing the packaging size and quality would re- 
duce the price of the products, making it more at- 
tractive and affordable for these consumers. These 
changes would increase its sales and make its prod- 
ucts more price competitive. 

The drawback of this alternative was the reduc- 
tion in its expertise in one particular product. P&G 
had so many products that it was difficult to appro- 
priately manage each and every one of them. An- 
other drawback was the lack of enough prestigious 
products, such as very expensive fragrances. There 
was not enough attention given to high earning con- 
sumers who were able to afford such products. This 
alternative also did not address consumers who were 
interested in products that contained natural ingre- 
dients. The current trend was to use products with 
natural ingredients because of the uncertainty that 
came with using products manufactured with chemi- 
cals. People feared that using such products resulted 
in health problems, such as cancer and infertility. A 
way around this drawback was to get more qualified 
employees so P&G could continue to appropriately 
manage each product. The company also needed to 
manufacture products that incorporated the trends 
as mentioned above. 

The second alternative was for P&G to focus and 
expand just on its skin care segment of the beauty/ 
feminine care segment. The company would focus 
and specialize just on these products. It would pro- 
duce different types of products for each ethnic 
group, products that had natural ingredients (such as 
herbs), and more skin products for men. It would 
have to sell all its other products, such as its hair 
products, cosmetics, feminine products and fine fra- 
grances. The money from the sale of these products 
would be used to acquire more brands and products 
in the skin care segment. 

The benefit of this alternative was that it would 
enable the company to focus just on one segment of 
the beauty/feminine care division and do it well. 
P&G would be able to apply all its resources and 
skills to this segment. Its employees would all be 
working in the same field, making it easier to share 
information between each other. The marketing 
team would only need to collect information from its 
consumers about skin products, making it easier to 
market and advertise these products. 

This alternative was feasible because P&G already 
had a skin care segment. It just had to expand its 
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products to incorporate every trend. P&G was finan- 
cially capable of doing this, especially after selling off 
its other segments. The company already had a 
strong relationship with most of the large chain stores 
outlet, such as Costco and Wal-Mart. So the distribu- 
tion process would remain effective for the new prod- 
ucts that would be introduced into the market. P&G’s 
employees already had the expertise within this seg- 
ment required to support the introduction of new 
brands. 

This alternative would win against the competi- 
tion because P&G would increase its products and ex- 
pertise in the skin care segment. The company would 
offer a wider variety of skin care products that would 
satisfy more consumers’ needs. Satisfying more con- 
sumers would increase the company’s sale and num- 
ber of consumers, allowing P&G to win against its 
competitors such as Unilever, Colgate-Palmolive, 
Playtex Products, Avon, and Estée Lauder. Concentrat- 
ing on this segment would also create a better environ- 
ment for P&G to create more innovative products 
according to trends and this would keep it ahead of its 
competitors. 

The drawback of this alternative was the loss of 
its other segments. The company would lose those 
consumers who wanted other products, such as hair 
products, cosmetics, fine fragrances, and feminine 
products. P&G’s employees would also lose the flexi- 
bility of moving from one segment to the other. This 
flexibility would have allowed them to learn about 
different segments in the consumer goods industry. A 
way around this drawback was to allow another com- 
pany such as Unilever that sold products in these 
other segments to use P&G’s name to sell its prod- 
ucts. This would satisfy the needs of those consumers 
who would prefer to use products associated with 
P&G. And also those employees who wanted to get 
more experience and flexibility could go to this other 
company and work for a while. 

Lafley and his colleagues had a tough choice to 
make. These and other alternatives needed to be con- 
sidered very carefully before reaching a decision 
which will impact the Company’s future substantially. 
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This case was prepared by Charles W. L. Hill, the University of Washington. 


stablished in 1902, by 2006 3M was one of the 

largest technology driven enterprises in the United 
States with annual sales of $23 billion, 61% of which 
were outside the United States. Throughout its history, 
3M’s researchers had driven much of the company’s 
growth. In 2006, the company sold some 50,000 prod- 
ucts, including Post-it Notes, Flex Circuits, Scotch 
tape, abrasives, specialty chemicals, Thinsulate insula- 
tion products, Nexcare bandage, optical films, fiber- 
optic connectors, drug delivery systems, and much 
more. Around 6,500 of the company’s 69,000 employ- 
ees were technical employees. 3M’s annual R&D 
budget exceeded $1.25 billion. The company had gar- 
nered over 7,000 patents since 1990, with 487 new 
patents awarded in 2005 alone. 3M was organized into 
thirty-five different business units in a wide range of 
sectors including consumer and office products; display 
and graphics; electronics and telecommunications; 
health care; industrial; safety, security, and protection 
services; and transportation (see Exhibit 1 for more 
details). 

The company’s one-hundred-year anniversary 
was a time for celebration, but also one for strategic 
reflection. During the prior decade, 3M had grown 
profits and sales by between 6 to 7% per annum, a re- 
spectable figure but one that lagged behind the 
growth rates achieved by some other technology- 
based enterprises and diversified industrial enterprises 
like General Electric. In 2001, 3M took a step away 
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from its past when the company hired the first out- 
sider to become CEO, James McNerney Jr. McNerney, 
who joined 3M after heading up GE’s fast-growing 
medical equipment business (and losing out in the 
race to replace legendary GE CEO, Jack Welch), was 
quick to signal that he wanted 3M to accelerate its 
growth rate. McNerney set an ambitious target for 
3M—to grow sales by 11% per annum and profits by 
12% per annum. Many wondered if McNerney 
could achieve this without damaging the innovation 
engine that had propelled 3M to its current stature. 
The question remained unanswered, as McNerney 
left to run the Boeing Co. in 2005. His successor, 
however, George Buckley, seemed committed to 
continuing on the course McNerney had set for the 
company. 


The History of 3M: Building 
Innovative Capabilities 


The story of 3M goes back to 1902 when five Min- 
nesota businessmen established the Minnesota 
Mining and Manufacturing Co. to mine a mineral 
that they thought was corundum, which is ideal for 
making sandpaper. The mineral, however, turned 
out to be low-grade anorthosite, nowhere near as 
suitable for making sandpaper, and the company 
nearly failed. To try and salvage the business, 3M 
turned to making the sandpaper itself using materi- 
als purchased from another source. 

In 1907, 3M hired a twenty-year-old business stu- 
dent, William McKnight, as assistant bookkeeper. 
This turned out to be a pivotal move in the history of 
the company. The hardworking McKnight soon 
made his mark. By 1929, he was CEO of the com- 
pany, and in 1949, he became chairman of 3M’s 
board of directors, a position that he held until 1966. 
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EXHIBIT 1 
3M Financial Facts—Year-End 20054 


Worldwide $21.167 billion 
International $12.900 billion 
61% of company’s total 


Net Income 

Net Income $3.199 billion 
Percent to sales 15.1% 
Earnings per share—diluted $4.12 


Taxes 
Income tax expense $1.694 billion 


Dividends (Paid every quarter since 1916) 

Cash dividends per share $1.68 

One original share, if held, isnow... 3,072 shares 
R&D and Related Expenditures 

For 2005 $1.242 billion 
Total for last five years $5.814 billion 
Capital Spending 

For 2005 $943 million 
Total for last five years $4.3 billion 
Employees 

Worldwide 69,315 
United States 33,033 
International 36,282 


Organization 


@ More than 35 business units, organized into 6 businesses: Consumer and Office; 
Display and Graphics; Electro and Communications; Health Care; Industrial and 
Transportation; Safety, Security and Protection Services 

@ Operations in more than 60 countries—29 international companies with manufacturing 
operations, 35 with laboratories 

@ Inthe United States, operations in 22 states 


Contributions 
Cash and gifts-in-kind (3M and 3M Foundation) Nearly $39 million 


Patents 
U.S. patents awarded 487 


3M Values 


@ Provide investors an attractive return through sustained, quality growth. 
@ Satisfy customers with superior quality, value, and service. 

@ Respect our social and physical environment. 

@ Be a company employees are proud to be part of. 


43M is one of 30 companies in the Dow Jones Industrial Average and also is a component of the Standard & 
Poor's 500 Index. 


Source: 3M website, http://www.3m.com. 


From Sandpaper to Post-it Notes 


It was McKnight, then 3M’s president, who hired the 
company’s first scientist, Richard Carlton, in 1921. 
Around the same time, McKnight’s interest had been 
peaked by an odd request from a Philadelphian 
printer by the name of Francis Okie for samples of 
every sandpaper grit size that 3M made. McKnight 
dispatched 3M’s East Coast sales manager to find out 
what Okie was up to. The sales manager discovered 
that Okie had invented a new kind of sandpaper that 
he had patented. It was waterproof sandpaper that 
could be used with water or oil to reduce dust and 
decrease the friction that marred auto finishes. In ad- 
dition, the lack of dust reduced the poisoning associ- 
ated with inhaling the dust of paint that had a high 
lead content. Okie had a problem, though; he had no 
financial backers to commercialize the sandpaper. 
3M quickly stepped into the breach, purchasing the 
rights to Okie’s Wetodry waterproof sandpaper and 
hiring the young printer to come and join Richard 
Carlton in 3M’s lab. Wet and dry sandpaper went on 
to revolutionize the sandpaper industry and was the 
driver of significant growth at 3M. 

Another key player in the company’s history, 
Richard Drew, also joined 3M in 1921. Hired straight 
out of the University of Minnesota, Drew would 
round out the trio of scientists, Carlton, Okie and 
Drew, who under McKnight’s leadership would do 
much to shape 3M’s innovative organization. 

McKnight charged the newly hired Drew with de- 
veloping a stronger adhesive to better bind the grit 
for sand paper to paper backing. While experiment- 
ing with adhesives, Drew accidentally developed a 
weak adhesive that had an interest quality—if placed 
on the back of a strip of paper and stuck to a surface, 
the strip of paper could be peeled off the surface it 
was adhered to without leaving any adhesive residue 
on that surface. This discovery gave Drew an epiphany. 
He had been visiting auto-body paint shops to see 
how 3M’s wet and dry sandpaper was used, and he 
noticed that there was a problem with paint running. 
His epiphany was to cover the back of a strip of paper 
with his weak adhesive and use it as “masking tape” 
to cover parts of the auto body that were not to be 
painted. An excited Drew took his idea to McKnight 
and explained how masking tape might create an en- 
tirely new business for 3M. McKnight reminded 
Drew that he had been hired to fix a specific problem 
and pointedly suggested that he concentrate on 
doing just that. 
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Chastised, Drew went back to his lab, but he could 
not get the idea out of his mind, so he continued to 
work on it at night, long after everyone else had gone 
home. Drew succeeded in perfecting the masking tape 
product, and then went to visit several auto-body shops 
to show them his innovation. He quickly received sev- 
eral commitments for orders. Drew then went to see 
McKnight again. He told him that he had continued to 
work on the masking tape idea on his own time, had 
perfected the product, and got several customers inter- 
ested in purchasing it. This time it was McKnight’s turn 
to be chastised. Realizing that he had almost killed a 
good business idea, McKnight reversed his original po- 
sition, and gave Drew the go-ahead to pursue the idea. ! 

Introduced into the market in 1925, Drew’s inven- 
tion of masking tape represented the first significant 
product diversification at 3M. Company legend has it 
that this incident was also the genesis for 3M’s famous 
15% rule. Reflecting on Drew’s work, both McKnight 
and Carlton agreed that technical people could dis- 
agree with management and should be allowed to go 
and do some experimentation on their own. The 
company then established a norm that technical peo- 
ple could spend up to 15% of their own workweeks 
on projects that might benefit the consumer, without 
having to justify the project to their managers. 

Drew himself was not finished. In the late 1920s, 
he was working with cellophane, a product that had 
been invented by DuPont, when lightening struck for 
a second time. Why, Drew wondered, couldn’t cello- 
phane be coated with an adhesive and used as a 
sealing tape? The result was Scotch Cellophane 
Tape. The first batch was delivered to a customer in 
September 1930, and Scotch Tape went on to become 
one of 3M’s best-selling products. Years later, Drew 
noted: “Would there have been any masking or cello- 
phane tape if it hadn’t been for earlier 3M research on 
adhesive binders for 3M™ Wetordry™ Abrasive Paper? 
Probably not!” 

Over the years, other scientists followed Drew’s 
footsteps at 3M, creating a wide range of innovative 
products by leveraging existing technology and ap- 
plying it to new areas. Two famous examples illus- 
trate how many of these innovations occurred—the 
invention of Scotch Guard and the development of 
the ubiquitous Post-it Notes. 

The genesis of Scotch Guard was in 1953 when a 
3M scientist named Patsy Sherman was working on 
a new kind of rubber for jet aircraft fuel lines. Some 
of the latex mixture splashed onto a pair of canvas 
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tennis shoes. Over time, the spot stayed clean while 
the rest of the canvas soiled. Sherman enlisted the 
help of fellow chemist Sam Smith. Together they 
began to investigate polymers, and it didn’t take long 
for them to realize that they were onto something. 
They discovered an oil and water repellant substance, 
based on the fluorocarbon fluid used in air condi- 
tioners, with enormous potential for protecting fab- 
rics from stains. It took several years before the team 
perfected a means to apply the treatment using water 
as the carrier, thereby making it economically feasible 
for use as a finish in textile plants. 

Three years after the accidental spill, the first rain 
and stain repellent for use on wool was announced. 
Experience and time revealed that one product could 
not, however, effectively protect all fabrics, so 3M 
continued working, producing a wide range of 
Scotch Guard products that could be used to protect 
all kinds of fabrics.° 

The story of Post-it Notes began with Spencer 
Silver, a senior scientist studying adhesives.’ In 1968, 
Silver had developed an adhesive with properties like 
no other; it was a pressure-sensitive adhesive that 
would adhere to a surface, but it was weak enough to 
easily peel off the surface and leave no residue. Silver 
spent several years shopping his adhesive around 3M, 
to no avail. It was a classic case of a technology in 
search of a product. Then one day in 1973, Art Fry, a 
new product development researcher who had at- 
tended one of Silver’s seminars, was singing in his 
church choir. He was frustrated that his bookmarks 
kept falling out of his hymn book, when he had a 
Eureka moment. Fry realized that Silver’s adhesive 
could be used to make a wonderfully reliable bookmark. 

Fry went to work the next day and, using 15% 
time, started to develop the bookmark. When he 
started using samples to write notes to his boss, Fry 
suddenly realized that he had stumbled on a much 
bigger potential use for the product. Before the prod- 
uct could be commercialized, however, Fry had to 
solve a host of technical and manufacturing prob- 
lems. With the support of his boss, Fry persisted, and 
after eighteen months, the product development ef- 
fort moved from 15% time to a formal development 
effort funded by 3M’s own seed capital. 

The first Post-it Notes were test marketed in 1977 
in four major cities, but customers were lukewarm at 
best. This did not gel with the experience within 3M, 
where people in Fry’s division were using samples all 
the time to write messages to each other. Further 
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research revealed that the test-marketing effort, 
which focused on ads and brochures, didn’t resonate 
well with consumers, who didn’t seem to value Post- 
it Notes until they had the actual product in their 
hands. In 1978, 3M tried again, this time descending 
on Boise, Idaho, and handing out samples. Follow-up 
research revealed that 90% of consumers who tried 
the product said they would buy it. Armed with this 
knowledge, 3M rolled out the national launch of 
Post-it Notes in 1980. The product subsequently 
went on to become a bestseller. 


Institutionalizing Innovation 


Early on, McKnight set an ambitious target for 3M—a 
10% annual increase in sales and 25% profit target. He 
also indicated how he thought that should be achieved 
with a commitment to plow 5% of sales back into R&D 
every year. The question, though, was how to ensure 
that 3M would continue to produce new products? 

The answer was not apparent all at once, but 
rather evolved over the years from experience. A 
prime example was the 15% rule, which came out of 
McKnight’s experience with Drew. In addition to the 
15% rule and the continued commitment to push 
money back into R&D, a number of other mecha- 
nisms evolved at 3M to spur innovation. 

Initially research took place in the business units 
that made and sold products, but by the 1930s, 3M 
had already diversified into several different fields, 
thanks in large part to the efforts of Drew and others. 
McKnight and Carlton realized that there was a need 
for a central research function. In 1937, they estab- 
lished a central research laboratory that was charged 
with supplementing the work of product divisions 
and undertaking long-run basic research. From the 
outset, the researchers at the lab were multidiscipli- 
nary, with people from different scientific disciplines 
often working next to each other on research benches. 

As the company continued to grow, it became 
clear that there was a need for some mechanism to 
knit together the company’s increasingly diverse 
business operations. This led to the establishment of 
the 3M Technical Forum in 1951. The goal of the 
Technical Forum was to foster idea sharing, discussion, 
and problem solving among technical employees lo- 
cated in different divisions and the central research lab- 
oratory. The Technical Forum sponsored “problem 
solving sessions” at which businesses would present 
their most recent technical nightmares in the hope that 
somebody might be able to suggest a solution—and 


that often was the case. The forum also established an 
annual event in which each division put up a booth 
to show off its latest technologies. Chapters were also 
created to focus on specific disciplines, such as poly- 
mer chemistry or coating processes. 

During the 1970s the Technical Forum cloned it- 
self, establishing forums in Australia and England. By 
2001, the forum had grown to 9,500 members in eight 
US. locations and nineteen other countries, becoming 
an international network of researchers who could 
share ideas, solve problems, and leverage technology. 

According to Marlyee Paulson, who coordinated 
the Technical Forum from 1979 to 1992, the great 
virtue of the Technical Forum is to cross-pollinate 
ideas: 

3M has lots of polymer chemists. They may be in 
tape; they may be medical or several other divi- 
sions. The forum pulls them across 3M to share 
what they know. It’s a simple but amazingly effec- 
tive way to bring like minds together. 
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Recent Examples of Leveraging Technology at 3M® 
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In 1999, 3M created another unit within the com- 
pany, 3M Innovative Properties (3M, IPC) to lever- 
age technical know-how. 3M IPC is explicitly charged 
with protecting and leveraging 3M’s intellectual prop- 
erty around the world. At 3M there has been a long tra- 
dition that while divisions “own” their products, the 
company as a whole “owns” the underlying technology, 
or intellectual property. One task of 3M IPC is to find 
ways in which 3M technology can be applied across 
business units to produce unique marketable prod- 
ucts. Historically, the company has been remarkably 
successful at leveraging company technology to 
produce new product ideas (see Exhibit 2 for some 
recent examples). 

Another key to institutionalizing innovation at 
3M has been the principle of “patient money.” The 
basic idea is that producing revolutionary new prod- 
ucts requires substantial long-term investments, and 
often repeated failure, before a major payoff occurs. 
The principle can be traced back to 3M’s early days. 


Richard Miller, a corporate scientist in 3M Pharmaceuticals, began experimental development of an antiherpes medic- 
inal cream in 1982. After several years of development, his research team found that the interferon-based materials 
they were working with could be applied to any skin-based virus. The innovative chemistry they were working with 
was applied topically and was more effective than other compounds on the market. They found that the cream was 
particularly effective in interfering with the growth mechanism of genital warts. Competitive materials on the market at 
the time were caustic and tended to be painful. Miller's team obtained FDA approval for its Aldara (imiquimod) line of 


topical patient-applied creams in 1997. 


Miller then applied the same Aldara-based chemical mechanism to basal cell carcinomas and found that, here too, 
it was particularly effective to restricting the growth of the skin cancer. “The patient benefit is quite remarkable,” says 
Miller. New results in efficacy have been presented for treating skin cancers. His team recently completed phase III 
Clinical testing and expects to apply later this year for FDA approval for this disease preventative. This material is 
already FDA-approved for use in the treatment of genital warts. Doctors are free to use it to treat those patients with 


skin cancers. 


Andrew Ouderkirk is a corporate scientist in 3M's Film & Light Management Technology Center. 3M has been work- 
ing in light management materials applied to polymer-based films since the 1930s, according to Ouderkirk. Every decade 
since then 3M has introduced some unique thin film structure for a specific customer application from high-perform- 


ance safety reflectors for street signs to polarized lighting products. And every decade, 3M’s technology base has be- 
come more specialized and more sophisticated. Their technology has now reached the point where they can produce 
multiple-layer interference films to 100-nm thicknesses each and hold the tolerances on each layer to within +/—3 nm. 
“Our laminated films are now starting to compete with vacuum-coated films in some applications,” says Ouderkirk. 

Rick Weiss is technical director of 3M’s Microreplication Technology Center, one of 3M’s twelve core technology 
centers. The basic microreplication technology was discovered in the early 1960s when 3M researchers were devel- 
oping the fresnel lenses for overhead projectors. 3M scientists have expanded on this technology to a wide variety of 
applications including optical reflectors for solar collectors, and adhesive coatings with air bleed ribs that allow 
large area films to be applied without having the characteristic “bubbles” appear. Weiss is currently working on de- 
velopment of dimensionally precise barrier ribs that can be applied to separate the individual “gas” cells on the new 
high-resolution large screen commercial plasma displays. Other applications include fluid management where capil- 
lary action can be used in biological testing systems to split a drop of blood into a large number of parts. 
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It took the company twelve years before its initial 
sandpaper business started to show a profit, a fact that 
drove home the importance of taking the long view. 
Throughout the company’s history, similar examples 
can be found. Scotchlite reflective sheeting, now 
widely used on road signs, didn’t show much profit for 
ten years. The same was true of flurochemicals and 
duplicating products. Patient money doesn’t mean 
substantial funding for long periods of time, however. 
Rather, it might imply that a small group of five re- 
searchers is supported for ten years while they work 
on a technology. 

More generally, if a researcher creates a new tech- 
nology or idea, he or she can begin working on it 
using 15% time. If the idea shows promise, the re- 
searcher may request seed capital from his or her 
business unit managers to develop it further. If that 
funding is denied, which can occur, the researcher is 
free to take the idea to any other 3M business unit. 
Unlike the case in many other companies, requests 
for seed capital do not require that researchers draft 
detailed business plans that are reviewed by top man- 
agement. That comes later in the process. As one for- 
mer senior technology manager has noted: 


In the early stages of a new product or technol- 
ogy, it shouldn't be overly managed. If we start 
asking for business plans too early and insist on 
tight financial evaluations, we'll kill an idea or 
surely slow it down.’ 


Explaining the patient money philosophy, Ron 
Baukol, a former executive vice president of 3M’s in- 
ternational operations and a manager who started as 
a researcher, has noted: 


You just know that some things are going to be 
worth working on, and that requires technologi- 
cal patience. ... [Y]ou don’t put too much 
money into the investigation, but you keep one to 
five people working on it for twenty years if you 
have to. You do that because you know that, once 
you have cracked the code, it’s going to be big.® 


An internal review of 3M’s innovation process in 
the early 1980s concluded that despite the liberal 
process for funding new product ideas, some promis- 
ing ideas did not receive funding from business units 
or the central research budget. This led to the estab- 
lishment in 1985 of Genesis Grants, which provide 
up to $100,000 in seed capital to fund projects that 
do not get funded through 3M’s regular channels. 
About a dozen of these grants are given every year. 
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One of the recipients of these grants, a project that fo- 
cused on creating a multilayered reflective film, has 
subsequently produced a breakthough reflective tech- 
nology that may have applications in a wide range of 
businesses, from better reflective strips on road signs 
to computer displays and the reflective linings in light 
fixtures. Company estimates in 2002 suggested that 
the commercialization of this technology might ulti- 
mately generate $1 billion in sales for 3M. 
Underlying the patient money philosophy is 
recognition that innovation is a very risky business. 
3M has long acknowledged that failure is an accepted 
and essential part of the new product development 
process. As former 3M CEO Lew Lehr once noted: 


We estimate that 60% of our formal new product 
development programs never make it. When this 
happens, the important thing is to not punish the 
people involved.’ 


In an effort to reduce the probability of failure, in 
the 1960s, 3M started to establish a process for audit- 
ing the product development efforts ongoing in the 
company’s business units. The idea has been to provide 
a peer review, or technical audit, of major development 
projects taking place in the company. A typical techni- 
cal audit team is composed of ten to fifteen business 
and technical people, including technical directors 
and senior scientists from other divisions. The audit 
team looks at the strengths and weaknesses of a de- 
velopment program and its probability of success, 
both from a technical standpoint and a business 
standpoint. The team then makes nonbinding rec- 
ommendations, but they are normally taken very se- 
riously by the managers of a project. For example, if 
an audit team concludes that a project has enormous 
potential but is terribly underfunded, managers of 
the unit would often increase the funding level. Of 
course, the converse can also happen, and in many 
instances, the audit team can provide useful feedback 
and technical ideas that can help a development team 
to improve its project’s chance of success. 

By the 1990s, the continuing growth of 3M had 
produced a company that was simultaneously pursu- 
ing a vast array of new product ideas. This was a nat- 
ural outcome of 3M’s decentralized and bottom-up 
approach to innovation, but it was problematic in 
one crucial respect: The company’s R&D resources 
were being spread too thinly over a wide range of op- 
portunities, resulting in potentially major projects 
being underfunded. To try to channel R&D resources 


into projects that had blockbuster potential, in 1994, 
3M introduced what was known as the Pacing Plus 
Program. 

The program asked business to select a small 
number of programs that would receive priority 
funding, but 3M’s senior executives made the final 
decision on which programs were to be selected for 
the Pacing Plus Program. An earlier attempt to do 
this in 1990 had met with limited success because 
each sector in 3M submitted as many as two hundred 
programs. The Pacing Plus Program narrowed the 
list down to twenty-five key programs that by 1996 
were receiving some 20% of 3M’s entire R&D funds 
(by the early 2000s, the number of projects funded 
under the Pacing Plus Program had grown to sixty). 
The focus was on “leapfrog technologies,” revolution- 
ary ideas that might change the basis of competition 
and lead to entirely new technology platforms that 
might, in typical 3M fashion, spawn an entire range 
of new products. 

To further foster a culture of entrepreneurial in- 
novation and risk taking, over the years 3M estab- 
lished a number of reward and recognition programs 
to honor employees who make significant contribu- 
tions to the company. These include the Carton Soci- 
ety award, which honors employees for outstanding 
career scientific achievements, and the Circle of 
Technical Excellence and Innovation Award, which 
recognizes people who have made exceptional con- 
tributions to 3M’s technical capabilities. 

Another key component of 3M’s innovative cul- 
ture has been an emphasis on duel career tracks. 
Right from its early days, many of the key players in 
3M’s history, people like Richard Drew, chose to stay 
in research, turning down opportunities to go into 
the management side of the business. Over the years, 
this became formalized in a dual career path. Today, 
technical employees can choose to follow a technical 
career path or a management career path, with equal 
advancement opportunities. The idea is to let re- 
searchers develop their technical professional inter- 
ests without being penalized financially for not going 
into management. 

Although 3M’s innovative culture emphasizes the 
role of technical employees in producing innovations, 
the company also has a strong tradition of emphasiz- 
ing that new product ideas often come from watching 
customers at work. Richard Drew’s original idea for 
masking tape, for example, came from watching 
workers use 3M wet and dry sandpaper in auto-body 
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shops. As with much else at 3M, the tone was set by 
McKnight who insisted that salespeople needed to 
“get behind the smokestacks” of 3M customers, going 
onto the factory floor, talking to workers, and finding 
out what their problems were. Over the years this 
theme has become ingrained in 3M’s culture, with 
salespeople often requesting time to watch customers 
work and then bringing their insights about customer 
problems back into their organization. 

By the mid-1990s, McKnight’s notion of getting 
behind the smokestacks had evolved into the idea 
that 3M could learn a tremendous amount from 
what were termed “lead users,’ who were customers 
working in very demanding conditions. Over the 
years, 3M had observed that in many cases, customer 
themselves can be innovators, developing new prod- 
ucts to solve problems that they face in their work 
settings. This was most likely to occur for customers 
working in very demanding conditions. To take ad- 
vantage of this process, 3M has instituted a lead user 
process in the company in which cross-functional 
teams from a business unit observe how customers 
work in demanding situations. 

For example, 3M has a $100 million business sell- 
ing surgical drapes, which are drapes backed with ad- 
hesives that are used to cover parts of a body during 
surgery and help prevent infection. As an aid to new 
product development, 3M’s surgical drapes business 
formed a cross-functional team that went to observe 
surgeons at work in very demanding situations— 
including on the battlefield, hospitals in developing 
nations, and in vets’ offices. The result was a new set 
of product ideas, including low-cost surgical drapes 
that were affordable in developing nations, and devices 
for coating a patient’s skin and surgical instruments 
with antimicrobial substances that would reduce the 
chance of infection during surgery.!° 

Driving the entire innovation machine at 3M has 
been a series of stretch goals set by top managers. The 
goals date back to 3M’s early days and McKnight’s 
ambitious growth targets. In 1977, the company es- 
tablished “Challenge 81,” which called for 25% of 
sales to come from products that had been on the 
market for less than five years by 1981. By the 1990s, 
the goal had been raised to the requirement that 30% 
of sales should come from products that had been on 
the market less than four years. 

The flip side of these goals were that over the 
years, many products and businesses that had been 
3M staples were phased out. More than twenty of the 
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businesses that were 3M mainstays in 1980, for exam- 
ple, had been phased out by 2000. Analysts estimate 
that sales from mature products at 3M generally fall 
by 3 to 4% per annum. The company has a long his- 
tory of inventing businesses, leading the market for 
long periods of time, and then shutting those busi- 
nesses down or selling them off when they can no 
longer meet 3M’s own demanding growth targets. 
Notable examples include the duplicating business, a 
business 3M invented with Thermo-Fax copiers 
(which were ultimately made obsolete by Xerox’s 
patented technology) and the video and audio mag- 
netic tape business. The former division was sold off 
in 1985, and the latter in 1995. In both cases, the 
company exited these areas because they had become 
low-growth commodity businesses that could not 
generate the kind of top-line growth that 3M was 
looking for. 

Still, 3M was by no means invulnerable in the 
realm of innovation and on occasion squandered 
huge opportunities. A case in point was the docu- 
ment copying business. 3M invented this business in 
1951 when it introduced the world’s first commer- 
cially successful Thermo-Fax copier (which used 
specially coated 3M paper to copy original typed 
documents). 3M dominated the world copier busi- 
ness until 1970, when Xerox overtook the company 
with its revolutionary xerographic technology that 
used plain paper to make copies. 3M saw Xerox com- 
ing, but rather than try to develop its own plain 
paper copier, the company invested funds in trying to 
improve its (increasingly obsolete) copying technol- 
ogy. It wasn’t until 1975 that 3M introduced its own 
plain paper copier, and by then it was too late. Ironi- 
cally, 3M turned down the chance to acquire Xerox’s 
technology twenty years earlier, when the company’s 
founders had approached 3M. 


Building the Organization 


McKnight, a strong believer in decentralization, or- 
ganized the company into product divisions in 1948, 
making 3M one of the early adopters of this organi- 
zational form. Each division was set up as an individ- 
ual profit center that had the power, autonomy, and 
resources to run independently. At the same time, 
certain functions remained centralized, including 
significant R&D, human resources, and finance. 
McKnight wanted to keep the divisions small 
enough that people had a chance to be entrepreneur- 
ial and retained their focus on the customer. A key 
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philosophy of McKnight’s was “divide and grow.” Put 
simply, when a division became too big, some of its 
embryonic businesses were spun off into a new divi- 
sion. Not only did this new division then typically at- 
tain higher growth rates, but the original division had 
to find new drivers of growth to make up for the con- 
tribution of the businesses that had gained independ- 
ence. This drove the search for further innovations. 

At 3M, the process of organic diversification by 
splitting divisions became known as “renewal.” The 
examples of renewal within 3M are legion. A copying 
machine project for Thermo-Fax copiers grew to be- 
come the Office Products Division. When Magnetic 
Recording Materials was spun off from the Electrical 
Products division, it grew to become its own divi- 
sion, and then in turn spawned a spate of divisions. 

However, this organic process was not without its 
downside. By the early 1990s, some of 3M’s key cus- 
tomers were frustrated that they had to do businesses 
with a large number of different 3M divisions. In 
some cases, there could be representatives from ten 
to twenty 3M divisions calling on the same customer. 
To cope with this problem, in 1992, 3M started to as- 
sign key account representatives to sell 3M products 
directly to major customers. These representatives 
typically worked across divisional lines. Implement- 
ing the strategy required many of 3M’s general man- 
agers to give up some of their autonomy and power, 
but the solution seemed to work well, particularly for 
3M’s consumer and office divisions. 

Underpinning the organization that McKnight 
put in place was his own management philosophy. As 
explained in a 1948 document, his basic management 
philosophy consisted of the following values: 


As our business grows, it becomes increasingly 
necessary to delegate responsibility and to en- 
courage men and women to exercise their initia- 
tive. This requires considerable tolerance. Those 
men and women to whom we delegate authority 
and responsibility, if they are good people, are 
going to want to do their jobs in their own way. 

Mistakes will be made. But if a person is essen- 
tially right, the mistakes he or she makes are not 
as serious in the long run as the mistakes manage- 
ment will make if it undertakes to tell those in au- 
thority exactly how they must do their jobs. 

Management that is destructively critical 
when mistakes are made kills initiative. And it’s 
essential that we have many people with initiative 
if we are to continue to grow.!! 


At just 3% per annum, employee turnover rate at 
3M has long been among the lowest in corporate 
America, a fact that is often attributed to the tolerant, 
empowering, and family-like corporate culture that 
McKnight helped to establish. Reinforcing this cul- 
ture has been a progressive approach toward em- 
ployee compensation and retention. In the depths of 
the Great Depression, 3M was able to avoid laying off 
employees while many other employers did because 
the company’s innovation engine was able to keep 
building new businesses even through the worst of 
times. 

In many ways, 3M was ahead of its time in man- 
agement philosophy and human resource practices. 
The company introduced its first profit sharing 
plan in 1916, and McKnight instituted a pension 
plan in 1930 and an employee stock purchase plan 
in 1950. McKnight himself was convinced that peo- 
ple would be much more likely to be loyal in a com- 
pany if they had a stake in it. 3M also developed a 
policy of promoting from within and of giving its 
employees a plethora of career opportunities within 
the company. 


Going International 


The first steps abroad occurred in the 1920s. There 
were some limited sales of wet and dry sandpaper in 
Europe during the early 1920s. These increased after 
1929 when 3M joined the Durex Corp., a joint ven- 
ture for international abrasive product sales in which 
3M was involved along with eight other U.S. compa- 
nies. In 1950, however, the Department of Justice al- 
leged that the Durex Corp. was a mechanism for 
achieving collusion among U.S. abrasive manufac- 
turers, and a judge ordered that the corporation be 
broken up. After the Durex Corp. was dissolved in 
1951, 3M was left with a sandpaper factory in Britain, 
a small plant in France, a sales office in Germany, and 
a tape factory in Brazil. International sales at this 
point amounted to no more than 5% of 3M’s total 
revenues. 

Although 3M opposed the dissolution of the 
Durex Corp., in retrospect it turned out to be one of 
the most important events in the company’s history, 
for it forced the corporation to build its own interna- 
tional operations. By 2002, international sales 
amounted to 55% of total revenues. 

In 1952, Clarence Sampair was put in charge of 
3M’s international operations and charged with get- 
ting them off the ground. He was given considerable 
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strategic and operational independence. Sampair and 
his successor, Maynard Patterson, worked hard to pro- 
tect the international operations from getting caught 
up in the red tape of a major corporation. For exam- 
ple, Patterson recounts: 


I asked Em Monteiro to start a small company 
in Colombia. I told him to pick a key person he 
wanted to take with him. “Go start a company,” 
I said, “and no one from St. Paul is going to 
visit you unless you ask for them. We'll stay out 
of your way, and if someone sticks his nose in 
your business you call me.”!? 


The international businesses were grouped into 
an International Division that Sampair headed. From 
the get go, the company insisted that foreign ventures 
pay their own way. In addition, 3M’s international 
companies were expected to pay a 5 to 10% royalty to 
the corporate head office. Starved of working capital, 
3M’s International Division relied heavily on local 
borrowing to fund local operations, a fact that forced 
those operations to quickly pay their own way. 

The international growth at 3M typically oc- 
curred in stages. The company would start by ex- 
porting to a country and working through sales 
subsidiaries. In that way, it began to understand the 
country, the local marketplace, and the local business 
environment. Next 3M established warehouses in 
each nation and stocked those with goods paid for in 
local currency. The next phase involved converting 
products to the sizes and packaging forms that the 
local market conditions, customs, and culture dic- 
tated. 3M would ship jumbo rolls of products from 
the United States, which were then broken up and 
repackaged for each country. The next stage was de- 
signing and building plants, buying machinery and 
getting them up and running. Over the years, R&D 
functions were often added, and by the 1980s, con- 
siderable R&D was being done outside of the United 
States. 

Both Sampair and Patterson set an innovative, 
entrepreneurial framework that according to the 
company, still guides 3M’s International Operations 
today. The philosophy can be reduced to several key 
and simple commitments: (1) Get in early (within 
the company, the strategy is known as FIDO—“First 
in Defeats Others”). (2) Hire talented and moti- 
vated local people. (3) Become a good corporate 
citizen of the country. (4) Grow with the local econ- 
omy. (5) American products are not one-size-fits-all 
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around the world; tailor products to fit local needs. 
(6) Enforce patents in local countries. 

As 3M stepped into the international market vac- 
uum, foreign sales surged from less than 5% in 1951 
to 42% by 1979. By the end of the 1970s 3M was be- 
ginning to understand how important it was to inte- 
grate the international operations more closely with 
the U.S. operations and to build innovative capabili- 
ties overseas. It expanded the company’s interna- 
tional R&D presence (there are now more than 2,200 
technical employees outside the United States), built 
closer ties between the U.S. and foreign research or- 
ganizations, and started to transfer more managerial 
and technical employees between businesses in dif- 
ferent countries. 

In 1978 the company started the Pathfinder Pro- 
gram to encourage new product and new business 
initiatives born outside the United States. By 1983, 
products developed under the initiative were gener- 
ating sales of over $150 million a year. 3M Brazil in- 
vented a low-cost, hot-melt adhesive from local raw 
materials, 3M Germany teamed up with Sumitomo 
3M of Japan (a joint venture with Sumitomo) to de- 
velop electronic connectors with new features for the 
worldwide electronics industry, 3M Philippines de- 
veloped a Scotch-Brite cleaning pad shaped like a 
foot after learning that Filipinos polished floors with 
their feet, and so on. On the back of such develop- 
ments, in 1992 international operations exceeded 
50% for the first time in the company’s history. 

By the 1990s 3M started to shift away from a 
country-by-country management structure to more 
regional management. Drivers behind this develop- 
ment included the fall of trade barriers, the rise of 
trading blocks such as the European Union and 
NAFTA, and the need to drive down costs in the face 
of intense global competition. The first European 
Business Center (EBC) was created in 1991 to man- 
age 3M’s chemical business across Europe. The EBC 
was charged with product development, manufactur- 
ing, sales, and marketing for Europe, but also with 
paying attention to local country requirements. 
Other EBCs soon followed, such as EBCs for Dispos- 
able Products and Pharmaceuticals. 

As the millennium ended, 3M seemed set on 
transforming the company into a transnational or- 
ganization characterized by an integrated network of 
businesses that spanned the globe. The goal was to 
get the right mix of global scale to deal with compet- 
itive pressures, while at the same time maintaining 
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3M’s traditional focus on local market differences 
and decentralized R&D capabilities. 


The New Era 
The DeSimone Years 


In 1991, Desi DeSimone became CEO of 3M. A long- 
time 3M employee, the Canadian-born DeSimone 
was the epitome of a twenty-first-century manager— 
he had made his name by building 3M’s Brazilian 
business and spoke five languages fluently. Unlike 
most prior 3M CEOs, DeSimone came from the 
manufacturing side of the business rather than the 
technical side. He soon received praise for managing 
3M through the recession of the early 1990s. By the 
late 1990s, however, his leadership had come under 
fire from both inside and outside the company. 

In 1998 and 1999, the company missed its earn- 
ings targets, and the stock price fell as disappointed 
investors sold. Sales were flat, profit margins fell, and 
earnings slumped by 50%. The stock had underper- 
formed the widely tracked S&P 500 stock index for 
most of the 1980s and 1990s. 

One cause of the earnings slump in the late 1990s 
was 3M’s sluggish response to the 1997 Asian crisis. 
During the Asian crisis, the value of several Asian 
currencies fell by as much as 80% against the U.S. 
dollar in a matter of months. 3M generated a quarter 
of its sales from Asia, but it was slow to cut costs 
there in the face of slumping demand following the 
collapse of currency values. At the same time, a flood 
of cheap Asian products cut into 3M’s market share 
in the United States and Europe as lower currency 
values made Asian products much cheaper. 

Another problem was that for all of its vaunted 
innovative capabilities, 3M had not produced a new 
blockbuster product since Post-it Notes. Most of the 
new products produced during the 1990s were just 
improvements over existing products, not truly new 
products. 

DeSimone was also blamed for not pushing 3M 
hard enough earlier in the decade to reduce costs. An 
example was the company’s supply-chain excellence 
program. Back in 1995, 3M’s inventory was turning 
over just 3.5 times a year, subpar for manufacturing. An 
internal study suggested that every half point increase 
in inventory turnover could reduce 3M’s working capi- 
tal needs by $700 million and boost its return on in- 
vested capital. But by 1998, 3M had made no progress 
on this front.! 


By 1998, there was also evidence of internal con- 
cerns. Anonymous letters from 3M employees were 
sent to the board of directors, claiming that DeSi- 
mone was not committed to research as he should 
have been. Some letters complained that DeSimone 
was not funding important projects for future 
growth, others that he had not moved boldly enough 
to cut costs, and still others that the company’s duel 
career track was not being implemented well, and 
that technical people were underpaid. Critics argued 
that he was a slow and cautious decision maker in a 
time that required decisive strategic decisions. For 
example, in August 1998, DeSimone announced a re- 
structuring plan that included a commitment to cut 
4,500 jobs, but reports suggest that other senior man- 
agers wanted 10,000 job cuts, and DeSimone had wa- 
tered down the proposals.!4 

Despite the criticism, 3M’s board, which included 
four previous 3M CEOs among its members, stood 
behind DeSimone until he retired in 2001. However, 
the board began a search for a new top executive in 
February 2000 and signaled that it was looking for an 
outsider. In December 2000, the company an- 
nounced that it had found the person they wanted, 
Jim McNerney, a fifty-one-year-old General Electric 
veteran who ran GE’s medical equipment businesses 
and, before that, GE’s Asian operations. McNerney 
was one of the front runners in the race to succeed Jack 
Welsh as CEO of GE, but lost out to Jeffrey Immelt. 
One week after that announcement, 3M hired him. 


McNerney’s Plan for 3M 


In his first public statement days after being ap- 
pointed, McNerney said that his focus would be on 
getting to know 3M’s people and culture and its di- 
verse lines of business: 


I think getting to know some of those businesses 
and bringing some of GE here to overlay on top 

of 3M’s strong culture of innovation will be par- 
ticularly important.!5 


It soon became apparent that McNerney’s game 
plan was exactly that: to bring the GE playbook to 
3M and use it to try to boost 3M’s results, while si- 
multaneously not destroying the innovative culture 
that had produced the company’s portfolio of 50,000 
products. 

The first move came in April 2001 when 3M an- 
nounced that the company would cut 5,000 jobs, or 
about 7% of the work force, in a restructuring effort 
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that would zero in on struggling businesses. To cover 
severance and other costs of restructuring, 3M an- 
nounced that it would take a $600 million charge 
against earnings. The job cuts were expected to save 
$500 million a year. In another effort to save costs, 
the company streamlined its purchasing processes, 
for example, by reducing the number of packaging 
suppliers on a global basis from fifty to five, saving 
another $100 million a year in the process. 

Next, McNerney introduced the Six Sigma process, 
a rigorous statistically based quality control process 
that was one of the drivers of process improvement 
and cost savings at GE. At heart, Six Sigma is a man- 
agement philosophy, accompanied by a set of tools, 
that is rooted in identifying and prioritizing customers 
and their needs, reducing variation in all business 
processes, and selecting and grading all projects based 
on their impact on financial results. Six Sigma breaks 
every task (process) in an organization down into in- 
crements to be measured against a perfect model. 

McNerney called for Six Sigma to be rolled out 
across 3M’s global operations. He also introduced a 
3M-like performance evaluation system at 3M under 
which managers were asked to rank every single em- 
ployee who reported to them. 

In addition to boosting performance from exist- 
ing business, McNerney quickly signaled that he 
wanted to play a more active role in allocating re- 
sources between new business opportunities. At any 
given time, 3M has around 1,500 products in the de- 
velopment pipeline. McNerney believed that was too 
many and indicated that he wanted to funnel more 
cash to the most promising ideas, those with a poten- 
tial market of $100 million a year or more, while cut- 
ting funding to weaker looking development projects. 

In the same vein, he signaled that he wanted to 
play a more active role in resource allocation than 
had traditionally been the case for a 3M CEO, using 
cash from mature businesses to fund growth oppor- 
tunities elsewhere. He scrapped the requirement that 
each division get 30% of its sales from products in- 
troduced in the past four years, noting that: 


To make that number, some managers were re- 
sorting to some rather dubious innovations, such 
as pink Post-it Notes. It became a game, what 
could you do to get a new SKU?!® 


Some long-time 3M watchers, however, wor- 
ried that by changing resource allocation practices, 
McNerney might harm 3M’s innovative culture. If 
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the company’s history proved anything, they said, 
it’s that it is hard to tell which of today’s tiny prod- 
ucts will become tomorrow’s home runs. No one 
predicted that Scotch Guard or Post-it Notes would 
earn millions. They began as little experiments that 
evolved without planning into big hits. McNerney’s 
innovations all sound fine in theory, they said, but 
there is a risk that he will transform 3M into “3E” 
and lose what is valuable in 3M in the process. 

In general, though, securities analysts greeted 
McNerney’s moves favorably. One noted that “McN- 
erney is all about speed” and that there will be “no 
more Tower of Babel—everyone speaks one language.” 
This “one company” vision was meant to replace the 
program under which 3M systematically spun off 
successful new products into new business centers. 
The problem with this approach, according to the 
analyst, was that there was no leveraging of best prac- 
tices across businesses. !7 

McNerney also signaled that he would reform 
3M’s regional management structure, replacing it 
with a global business unit structure that would be 
defined by either products or markets. 

At a meeting for investment analysts, held on 
September 30, 2003, McNerney summarized a num- 
ber of achievements.!® At the time, the indications 
seemed to suggest that McNerney was helping to re- 
vitalize 3M. Profitability, measured by return on in- 
vested capital, had risen from 19.4% in 2001 and was 
projected to hit 25.5% in 2003. 3M’s stock price had 
risen from $42 just before McNerney was hired to 
$73 in October 2003 (see Exhibit 3 for details). 

Like his former boss, Jack Welsh at GE, McNerney 
seemed to place significant value on internal executive 
education programs as a way of shifting to a perform- 
ance-oriented culture. McNerney noted that some 
20,000 employees had been through Six Sigma 
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training by the third quarter of 2003. Almost 400 
higher level managers had been through an Ad- 
vanced Leadership Development Program set up by 
McNerney and offered by 3M’s own internal execu- 
tive education institute. Some 40% of participants 
had been promoted on graduating. All of the com- 
pany’s top managers had graduated from an Execu- 
tive Leadership Program offered by 3M. 

McNerney also emphasized the value of five ini- 
tiatives that he had put in place at 3M: indirect cost 
control, global sourcing, e-productivity, Six Sigma, 
and the 3M Acceleration program. With regard to in- 
direct cost control, some $800 million had been 
taken out of 3M’s cost structure since 2001, primarily 
by reducing employee numbers, introducing more 
efficient processes that boost productivity, bench- 
marking operations internally, and leveraging best 
practices. According to McNerney, internal bench- 
marking highlighted another $200 to $400 million in 
potential cost savings over the next few years. 

On global sourcing, McNerney noted that more 
than $500 million had been saved since 2000 by con- 
solidating purchasing, reducing the number of sup- 
pliers, switching to lower cost suppliers in developing 
nations, and introducing duel sourcing policies to 
keep price increases under control. 

The e-productivity program at 3M embraces the 
entire organization and all functions. It involves the 
digitalization of a wide range of processes, from cus- 
tomer ordering and payment, through supply-chain 
management and inventory control, to managing 
employee process. The central goal is to boost pro- 
ductivity by using information technology to more 
effectively manage information within the company 
and between the company and its customers and 
suppliers. McNerney cited some $100 million in an- 
nual cost savings from this process. 


1996 1997 1999 2000 2001 2002 2003 2004 2005 2006 


Sales (billion) $14.2 $15.1 $15.7 $167 $16.1 $163 $18.2 $20.0 $21.0 


23.7% 23.5% 


23.9% 


24.7% 
22.5% 


Operating margin 
ROIC 21.7% 
EPS $1.82 $1.94 $2.11 $2.32 $1.79 $250 $3.02 $3.75 $4.12 


Source: 3M Company, Value Line Investment Survey, November 17, 2006. 


23.3% 
25.2% 


20.3% 
19.4% 


24.5% 
25.1% 


26.5% 
25.5% 


30.6% 
27.3% 


31.1% 
28.5% 


The Six Sigma program overlays the entire organi- 
zation and focuses on improving processes to boost 
cash flow, lower costs (through productivity enhance- 
ments), and boost growth rates. By late 2003, there 
were some 7,000 Six Sigma projects in process at 3M. 
By using working capital more efficiently, Six Sigma 
programs had helped to generate some $800 million 
in cash, with the total expected to rise to $1.5 billion 
by the end of 2004. 3M has applied the Six Sigma 
process to the company’s R&D process, enabling re- 
searchers to engage customer information in the initial 
stages of a design discussion. According to Jay Inlen- 
feld, the vice president of R&D, Six Sigma tools 


Allow us to be more closely connected to the 
market and give us a much higher probability of 
success in our new product designs.!? 


Finally, the 3M Acceleration program is aimed at 
boosting the growth rate from new products through 
better resource allocation, particularly by shifting re- 
sources from slower growing to faster growing mar- 
kets. As McNerney noted: 


3M has always had extremely strong competitive 
positions, but not in markets that are growing 
fast enough. The issue has been to shift empha- 
size into markets that are growing faster.”° 


EXHIBIT 4 


The New Product Development Process at 3M 
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Part of this program is a tool termed 2X/3X. 2X is 
an objective for two times the number of new prod- 
ucts that were introduced in the past, and 3X is a 
business objective for three times as many winning 
products as there were in the past (see Exhibit 4). 2X 
focuses on generating more “major” product initia- 
tives, and 3X on improving the commercialization of 
those initiatives. The process illustrated in Exhibit 4 
is 3M’s “stage gate” process, where each gate repre- 
sents a major decision point in the development of a 
new product, from idea generation to post-launch. 

Other initiates aimed at boosting 3M’s organiza- 
tion growth rate through innovation include the Six 
Sigma process, leadership development programs, 
and technology leadership (see Exhibit 5). The pur- 
pose of these initiatives was to help implement the 
2X/3X strategy. 

As a further step in the Acceleration program, 3M 
decided to centralize its corporate R&D effort. Prior 
to the arrival of McNerney, there were twelve tech- 
nology centers staffed by 900 scientists that focused 
on core technology development. The company is re- 
placing these with one central research lab, staffed by 
500 scientists, some 120 of whom will be located out- 
side the United States. The remaining 400 scientists 
will be relocated to R&D centers in the business 


2X/3X Strategy: 2X Idea Velocity/3X Winning Products Out 


New product development process 


Ideas Concept 


- A A 


2X New opportunities 


A 


A 


3X Market success 


Identification 2X 
Development 


A 


7X 


Commercialization 3X 


Source: Adapted from a presentation by Jay Inlenfeld, 3M Investor Meeting, September 30, 2003, archived at 
http://www.corporate-ir.net/ireye/ir_site.zhtml?ticker=>MMMA&script=2100. 
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EXHIBIT 5 


R&D’s Role in Organic Growth 


Strategy 


Technology 
leadership 


Market defined 
business 


5-8% Organic 
growth 


3M Acceleration 
2X and 3X 


Six Sigma 


Leadership 
development 
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R&D Challenge 


Technology focus/increase 
corporate “white space” 


Build products and 
businesses closer to 
customers 


Creative but disciplined NPD 
e Marketing R&D partnership 
¢ Customer connection 


Contribute to Six Sigma for 
growth projects 


Tap global talent, energy, 
and ideas 
Grow leaders 


Source: Adapted from a presentation by Jay Inlenfeld, 3M Investor Meeting, September 30, 2003, archived 


at http://www.corporate-ir.net/ireye/ir_site.zhtml?tickers>MMMA&script=2100. 


units. The goal of this new corporate research lab is to 
focus on developing new technology that might fill 
high-growth “white spaces,” which are areas where the 
company currently has no presence, but where the 
long-term market potential is great. An example is re- 
search on fuel cells, which is currently a big research 
project within 3M. 

Responding to critics’ charges that changes such 
as these might impact on 3M’s innovative culture, 
vice president of R&D Inlenfeld noted: 


We are not going to change the basic culture of 
innovation at 3M. There is a lot of culture in 3M, 
but we are going to introduce more systematic, 
more productive tools that allow our researchers 
to be more successful?! 


For example, Inlenfeld repeatedly emphasized 
that the company remains committed to basic 3M 
principles, such as the 15% rule and leveraging tech- 
nology across businesses. 


By late 2003, McNerney noted that some 600 new 
product ideas were under development and that col- 
lectively, they were expected to reach the market and 
generate some $5 billion in new revenues between 
2003 and 2006, up from $3.5 billion eighteen months 
earlier. Some $1 billion of these gains were expected 
to come in 2003. 

The Acceleration program was helping to increase 
3M’s organic growth rate in earnings per share, which 
hit an annual rate of 3.6% in the first half of 2003, up 
from 1% a year earlier and a decline in 2001. To com- 
plement internally generated growth, McNerney sig- 
naled that he would make selected acquisitions in 
business that 3M already had a presence in. 


George Buckley Takes Over 


In mid-2005, McNerney announced that he would 
leave 3M to become CEO and chairman of Boeing, a 
company on whose board he had served for some 


time. He was replaced in late 2005 by another out- 
sider, George Buckley, the highly regarded CEO of 
Brunswick Industries. Over the next year in several 
presentations Buckley outlined his strategy for 3M, 
and it soon became apparent that he was essentially 
sticking to the general course laid out by McNerney, 
albeit with some minor corrections.” 

Buckley does not see 3M as an enterprise that 
needs radical change. He sees 3M as a company with 
impressive internal strengths, but one that has been 
too cautious about pursuing growth opportunities.”° 
Buckley’s overall strategic vision for 3M is that the 
company must solve customer needs through the 
provision of innovative and differentiated products 
that increase the efficiency and competitiveness of 
customers. Consistent with long-term 3M strategy, 
he sees this as being achieved by taking 3M’s multiple 
technology platforms and applying them to different 
market opportunities. 

Controlling costs and boosting productivity 
through Six Sigma continue to be a major thrust 
under Buckley. This was hardly a surprise, since 
Buckley had pushed Six Sigma at Brunswick. By late 
2006, some 55,000 3M employees had been trained 
in Six Sigma methodology, 20,000 projects had been 
completed, and some 15,000 were still under way. 3M 
was also adding techniques gleaned from Toyota’s 
lean production methodology to its Six Sigma tool 
kit. As a result of Six Sigma and other cost control 
methods, between 2001 and 2005 productivity meas- 
ured by sales per employee increased from $234 to 
$311, and some $750 million were taken out of over- 
head costs. 

In addition to productivity initiatives, Buckley has 
stressed the need for 3M to more aggressively pursue 
growth opportunities. He wants the company to use 
its differentiated brands and technology to continue to 
develop core businesses and extend those core busi- 
ness into adjacent areas. In addition, like McNerney, 
Buckley wants the company to focus R&D resources 
on emerging business opportunities, and he too 
seems to be prepared to play a more proactive role in 
this process. Areas of focus include filtration systems, 
track and trace information technology, energy and 
mineral extraction, and food safety. 3M made a num- 
ber of acquisitions during 2005 and 2006 to achieve 
scale and acquire technology and other assets in these 
areas. In addition, it increased its own investment in 
technologies related to these growth opportunities, 
particularly nanotechnology. 
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In addition to focusing on growth opportunities, 
3M under Buckley has made selective divestures of 
businesses not seen as core. Most notably, in November 
2006, 3M reached an agreement to sell its pharma- 
ceutical business for $2.1 billion. 3M took this step 
after deciding that slow growth combined with high 
regulatory and technological risk made the sector an 
unattractive one that would dampen the company’s 
growth rate. 

Finally, Buckley is committed to continuing in- 
ternationalization at 3M. The goal is to increase for- 
eign sales to 70% of total revenues by 2011, up from 
61% in 2006. 3M plans to double its capital invest- 
ment in the fast-growing markets of China, India, 
Brazil, Russia, and Poland by 2009. All of these mar- 
kets are seen as expanding two to three times as fast 
as the U.S. market. 

Judged by the company’s financial results be- 
tween 2001 and 2006, the McNerney and Buckley 
eras do seem to have improved 3M’s financial per- 
formance. Most notably, return on invested capital 
increased from 19.4% to 28%, earning per share 
from $1.79 to $4.55, operating margins from 20.3% 
to 31%, and sales from $16 billion to $23 billion. De- 
spite this improvement, the company’s stock price 
had remained mired in the $70 to $80 range since 
2003, raising the question of what Buckley needs to 
do to deliver value to shareholders. 
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GE’s Growth Strategy: 
The Immelt Initiative 


This case was prepared by Christopher A. Bartlett, Harvard Business School. 


n February 2006, after four and a half years in the 

CEO role, Jeff Immelt felt General Electric (GE) was 
finally poised for the double-digit growth for which he 
had been positioning it. Having just announced an 
11% increase in revenues for 2005 (including 8% or- 
ganic growth), he was now forecasting a further 10% 
revenue increase in 2006. And following 12% growth 
in earnings from continuing operations in 2005 (with 
all six businesses delivering double-digit increases), he 
committed to leveraging the 2006 revenues into an 
even greater 12% to 17% earnings increase. It was a 
bold pledge for a $150 billion global company. (See 
Exhibit 1 for GE financial data, 2001—2005.) 

Yet, for the past year GE’s share price had been 
stuck at around $35, implying a multiple of around 
20 times earnings, only half its price-to-earnings 
(P/E) ratio in the heady days of 2000. (See Exhibit 2 
for GE’s 10-year share price history.) It frustrated Im- 
melt that the market did not seem to share the belief 
that he and his management team had in his growth 
forecasts. “The stock is currently trading at one of the 
lowest earnings multiples in a decade,” he said. “In- 
vestors decide the stock price, but we love the way GE 
is positioned. We have good results and good gover- 
nance. ... What will it take to move the stock?”! 


Professor Christopher A. Bartlett prepared this case from published 
sources. HBS cases are developed solely as the basis for class discus- 
sion. Cases are not intended to serve as endorsements, sources of 
primary data, or illustrations of effective or ineffective management. 


Copyright © 2006 President and Fellows of Harvard College. To 
order copies or request permission to reproduce materials, call 
1-800-545-7685, write Harvard Business School Publishing, Boston, 
MA 02163, or go to http://www.hbsp.harvard.edu. No part of this 
publication may be reproduced, stored in a retrieval system, used in a 
spreadsheet, or transmitted in any form or by any means—electronic, 
mechanical, photocopying, recording, or otherwise—without the 
permission of Harvard Business School. 


Taking Charge: Setting the Agenda 


On Friday, September 7, 2001, Immelt took over the 
reins of GE from Jack Welch, the near-legendary CEO 
who preceded him. Four days later, two planes 
crashed into the World Trade Center towers, and the 
world was thrown into turmoil. Not only did 9/11 
destabilize an already fragile post-Internet-bubble 
stock market, but it also triggered a downturn in an 
overheated economy, leading to a fall in confidence 
that soon spread into other economies worldwide. 

After the chaos of the first few post-9/11 days 
during which he checked on GE casualties, author- 
ized a $10 million donation to the families of rescue 
workers, and dispatched mobile generators and 
medical equipment to the World Trade Center, on 
September 18 Immelt finally focused on reassuring 
the financial markets by purchasing 25,000 GE 
shares on his personal account. Three days later, he 
appeared before a group of financial analysts and 
promised that 2001 profits would grow by 11% and 
by double digits again in 2002. As impressive as 
such a performance might have appeared, it was less 
than Welch’s expansive suggestion in the heady days 
of 2000 that GE’s profits could grow at 18% per 
annum in the future.” The net result was that by the 
end of Immelt’s first week as CEO, GE’s shares had 
dropped 20%, taking almost $80 billion off the 
company’s market capitalization. 

To make matters worse, as the year wore on, a 
scandal that had been engulfing Enron finally led to 
that company’s bankruptcy. Soon, other companies 
were caught up in accusations of financial manipula- 
tion, including Tyco, a company that had billed itself 
as a “mini GE.” Again, the market punished GE stock, 
concerned that its large and complex operations were 
too difficult to understand. 
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GE Stock Price and P/E Multiple vs. S&P 500 Performance, 1995-2005 
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Beyond all this immediate market pressure, Im- 
melt was acutely aware that he stood in the very long 
shadow cast by his predecessor, Welch. During his 20 
years as CEO, Welch had built GE into a highly disci- 
plined, extremely efficient machine that delivered con- 
sistent growth in sales and earnings—not only through 
effective operations management that resulted in or- 
ganic growth (much of it productivity-driven) of 5% 
annually, but also through a continuous stream of 
timely acquisitions and clever deal making. This two- 
pronged approach had resulted in double-digit profit 
increases through most of the 1990s. 

The consistent reliability of GE’s growth had cre- 
ated an image in shareholders’ minds of a powerful 
machine that could not be stopped and earned the 
company a significant premium over price/earnings 
multiples in the broad stock market. As a result, over 
two decades, GE had generated a compound annual 
total return to shareholders of more than 23% per 
annum through the 1980s and 1990s. (See Exhibit 3 
for summary GE financials, 1981-2000.) But Immelt 
was very conscious that he could not hope to replicate 
that performance by simply continuing the same strat- 
egy. “I looked at the world post-9/11 and realized that 
over the next 10 or 20 years, there was not going to be 
much tailwind,” he said. “It would be more driven by 
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innovation, and a premium would be placed on com- 
panies that could generate their own growth.” 


Building on the Past, Imagining the Future 


While recognizing the need for change, Immelt saw 
little need to challenge the basic business model on 
which GE had operated for decades. Like his prede- 
cessor, he bristled at the characterization of GE as a 
conglomerate, preferring to see it as a well-integrated, 
diversified company. On taking charge, he explained: 


Our businesses are closely integrated. They share 
leading edge business initiatives, excellent financial 
disciplines, a tradition of sharing talent and best 
practices, and a culture whose cornerstone is ab- 
solute unyielding integrity. Without these powerful 
ties, we could actually merit the label “conglomer- 
ate” that people often inaccurately apply to us. That 
word just does not apply to GE. ... What we have is 
a company of diverse benefits whose sum is truly 
greater than the parts; a company executing with 
excellence despite a brutal global economy. ... We 
believe GE is different, and one of the things that 
makes us different is that—in good times and in 
bad—we deliver. That is who we are. 4 


Immelt committed to building on what he saw as 
the core elements of the company’s past success: a 
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portfolio of strong businesses, bound through a set 
of companywide strategic initiatives and managed by 
great people in a culture that was performance driven 
and adaptive. It was a source of competitive advan- 
tage that Immelt felt was not easily imitated. “It re- 
quires financial and cultural commitments over 
decades,” he said. 

Having committed to GE’s fundamental business 
model, Immelt wasted little time in articulating a new 
vision of growth based on using GE’s size and diver- 
sity as strengths rather than weaknesses. He wanted 
to take the company into “big, fundamental high- 
technology infrastructure industries,” places where he 
felt GE could have competitive advantage and where 
others could not easily follow. He elaborated this 
into a vision of a global, technology-based, service- 
intensive company by defining a growth strategy 
based on five key elements: 


@ Technical leadership: Believing that technology 
had been at GE’s core since the day Thomas Edi- 
son founded the company, Immelt committed to 
technical leadership as a key driver of future 
growth. 


@ Services acceleration: By building service busi- 
nesses on its massive installed base of aircraft en- 
gines, power turbines, locomotives, medical de- 
vices, and other hardware, Immelt believed GE 
could better serve customers while generating 
high margins and raising entry barriers. 


e@ Commercial excellence: Reflecting his own sales 
and marketing background, Immelt committed 
to creating a world-class commercial culture to 
overlay the engineering bias and financial orien- 
tation of GE’s dominant business approach under 
Welch. 


e@ Globalization: Building on an old Welch initiative, 
Immelt committed to expanding GE’s sourcing 
strategy and market access worldwide, in particu- 
lar focusing on its underexploited opportunities in 
developing world countries such as China and 
India. 


e@ Growth platforms: Finally, he recognized that 
significant resource reallocation would be neces- 
sary to build new business platforms capitalizing 
on “unstoppable trends” that would provide 
growth into the future. 


Because plans at GE always came with measura- 
ble goals attached, Immelt committed to increasing 


the company’s organic growth from its historical 5% 
annual rate to 8% and, beginning in 2005, to generat- 
ing consistent double-digit earnings growth. 


Investing through the Down Cycle 


Perhaps predictably, the press was skeptical of the no- 
tion that a $130 billion company could grow at two to 
three times the global gross national product (GNP) 
rate. Still, there was no shortage of advice for the new 
CEO in his attempt to make the company do so. 
Some suggested he should sell off the mature lighting 
and appliances businesses.> Others proposed bold 
expansions—into the hospital business, for example.° 
And as always, there were calls for GE to break up the 
company and sell off its component businesses.’ But 
Immelt insisted GE had great businesses that provided 
a strong foundation for the future. All he planned to 
do was rebalance and renew the portfolio, then drive 
growth from the revitalized base. 

Within weeks of taking charge, he started making 
significant investments to align GE’s businesses for 
growth. Seeing opportunities to expand its NBC 
broadcast business to capture the fast-growing His- 
panic advertising market, for example, the company 
acquired the Telemundo and Bravo networks. And its 
power-generation business acquired Enron’s wind 
energy business as a new platform that management 
felt was positioned for long-term growth and high 
returns in the future. 

In addition to these and other natural business 
extensions, management identified whole new seg- 
ments that provided a stronger foundation for inno- 
vation and where future market opportunities would 
drive rapid growth. For example, in security systems, 
GE acquired Interlogix, a medium-sized player with 
excellent technology, and in water services, it bought 
BetzDearborn, a leading company with 2,000 sales 
engineers on the ground. 

Internally, Immelt also lost little time in making 
big financial commitments to the growth strategy. 
Within his first six months, he committed $100 mil- 
lion to upgrade GE’s major research and develop- 
ment (R&D) facility at Nishayuna in upstate New 
York. In addition to building new laboratories, the 
investment provided for new meeting centers on 
Nishayuna’s 525-acre campus, creating an environ- 
ment where business managers and technologists 
could meet to discuss priorities. Scott Donnelly, a 40- 
year-old researcher who led GE’s overall R&D activ- 
ity, said, “GE is not the place for scientists who want 
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to work on a concept for years without anybody 
bothering them. Here scientists can do long-term re- 
search, but they have to be willing to spar with the 
marketing guys. This is the best of both worlds.”8 

Although Immelt was willing to increase his com- 
mitment to R&D, he pushed to change the balance of 
work being done. In addition to developing techno- 
logically sophisticated new products, he wanted to 
commit more resources to longer-term research that 
might not pay off for a decade or more. In the past, 
limited commitment to such long-term research 
had frustrated many of the center’s science and engi- 
neering Ph.Ds. (“Science was a dirty word for a 
while,” said Anil Duggal, a project leader on the ad- 
vanced lighting project. “Now it’s not.”)? In selecting 
the long-term projects for funding, Donnelly whit- 
tled down more than 2,000 proposals and then 
worked with researchers to come up with the tech- 
nologies that could transform a business. From the 
20 big ideas his staff proposed, Donnelly had them 
focus on a group of five, representing fields as di- 
verse as nanotechnology, advanced propulsion, and 
biotechnology. 

Beyond its historic Nishayuna R&D facility, in 
2000 the company had established a center in Banga- 
lore, India. To build on that global expansion, in 
2002 Immelt authorized the construction of a new 
facility in Shanghai, China. And as the year wore on, 
he began talking about adding a fourth global facil- 
ity, probably in Europe.* Despite the slowing econ- 
omy, he upped the R&D budget from $286 million in 
2000 to $327 million in 2002. When asked about this 
increase in spending during such a difficult time for 
the company, he said, “Organic growth is the driver. 
Acquisitions are secondary to that—I can’t see us go 
out and pay a start-up $100 million for technology 
that, if we had just spent $2 million a year for 10 
years, we could’ve done a better job at. I hate that, I 
just hate that.”!° 

Reflecting on his extensive investments in 2002, a 
year in which the stock dropped a further 39% from 
its 2001 close, Immelt said: 


Financial strength gives us the ability to invest in 
growth and we have viewed this economic cycle 
as a time to invest. We’ve increased the number of 
engineers, salespeople, and service resources. We 


Tn 2003, GE opened its Shanghai research center and broke ground 
for another center in Siemens’s backyard in Munich, Germany. In 
2004, its 2,500 researchers worldwide filed for more than 450 patents. 
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will invest more than $3 billion in technology, in- 
cluding major investments in our global resource 
centers. We've strengthened our commitment to 
China, increasing resources there 25% in 2002, 
and we’ve increased our presence in Europe. 
Acquisitions are a key form of investment for us 
and we have invested nearly $35 billion in acqui- 
sitions over the past two years. They are a key way 
for us to redeploy cash flow for our future 
growth,!! 


Ongoing Operations: Rigor and Responsiveness 


To fund his strategy, Immelt drew his first source of 
capital from the sale of underperforming businesses, 
and the company’s struggling insurance business was 
his prime target for divesture. But in the depths of an 
economic downturn, getting good prices for any busi- 
ness was not easy. So the investments needed to drive 
the company’s growth still relied primarily on funds 
generated by ongoing operations, and Immelt drove 
the organization to deliver on the market’s expecta- 
tions for current-year performance. Picking up on 
initiatives launched years earlier, he harnessed well- 
embedded capabilities such as Six Sigma and digiti- 
zation to drive out costs, increase process efficiency, 
and manage resources mote effectively. 

In this tough environment, Immelt’s primary op- 
erating focus was on cash flow, and he realigned all 
the powerful tools in GE’s toolbox to meet that ob- 
jective. For example, Six Sigma discipline was applied 
to reducing the cash tied up in inventory and receiv- 
ables, while process digitization was focused on 
sourcing economies and infrastructure efficiencies. 
By 2002, digitization alone was generating savings of 
almost $2 billion of savings a year. As always at GE, 
initiatives were tied to metrics, with 60% of incentive 
compensation dependent on cash flow generation. 
So, despite a tough 2002 economy that held GE’s rev- 
enue growth to 5%, its cash flow from operations was 
$15.2 billion, up 10% on the previous year. 

Although this disciplined approach was reminis- 
cent of GE in decades past, Immelt’s management 
style contrasted with Welch’s in many ways. First, he 
recognized that in a post-Enron world, corporate ex- 
ecutives faced a more skeptical and often cynical 
group of critics. For example, an article in Business- 
Week suggested, “Increasingly, the Welch record of 
steady double digit growth is looking less like a mira- 
cle of brilliant management and more like clever ac- 
counting that kept investors fat and happy in boom 
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times.”!* And The Economist opined, “Immelt has 
had a torrid time since taking over from Jack Welch, 
GE’s former boss, in 2001. Waking from the dreamy 
1990s, investors discovered that GE was not, after all, 
a smooth earnings machine that pumped out profit 
growth of 16 to 18% a year.”!3 

Immelt understood that in such a skeptical envi- 
ronment, there was a need for a CEO to establish 
much more openness and trust. Since his natural 
style tended to be open and communicative, he was 
perfectly comfortable with the idea of increasing the 
transparency of GE’s often complex operations. In 
July 2002, to make the performance of GE’s financial 
businesses easier to understand, he broke GE Capital 
into four separate businesses, each with its own bal- 
ance sheet and explicit growth strategy. He also com- 
mitted to communicating more frequently and in 
more detail with investors. “We have the goal of talk- 
ing about GE externally the way we run it internally,” 
he said. After his first analysts meeting, where every- 
one got an advance bound copy of the data and fore- 
casts, BusinessWeek commented, “That’s already a 
break with the Welch regime where, some say, you 
were scared to blink in case you missed a chart.” 4 

The new CEO also wanted to create a more open 
and less hard-edged environment within the com- 
pany. He asked the 2002 class of GE’s Executive De- 
velopment Course (EDC) to study where GE stood in 
its approach to corporate responsibility. Histori- 
cally, this was not an issue that had received much 
attention at GE. Although Welch had always empha- 
sized the importance of integrity and compliance, he 
had shown little interest in reaching beyond that 
legal requirement. The several dozen participants in 
the 2002 EDC visited investors, regulators, activists, 
and 65 companies in the U.S. and Europe to under- 
stand how GE was performing in terms of corporate 
responsibility. They reported to top management 
that although the company was ranked in the top five 
for its financial performance, investment value, and 
management talent, it was number 72 for social re- 
sponsibility. 

One outcome of the EDC group’s report was that 
Immelt appointed GE’s first vice president for corporate 


’ EDC was the top-level course at GE’s renowned Crotonville training 
center and was reserved for those destined for the most senior 
echelons of management at GE. As part of their studies, each EDC 
class was assigned a major corporate issue to study in teams and 
then report back to GE’s Corporate Executive Council. 


citizenship. He tapped Bob Corcoran, a trusted col- 
league from his days running GE Medical Systems, to 
lead an effort to ensure that the company was more 
sensitive and responsive to its broader societal re- 
sponsibilities. Ever the pragmatist, Immelt saw this as 
more than just an altruistic response. He believed it 
was important for the company to remain effective: 


To be a great company today, you also have to be 
a good company. The reason people come to 
work for GE is that they want to be involved in 
something bigger than themselves. They want to 
work hard, they want to get promoted, they want 
stock options. But they also want to work for a 
company that makes a difference, a company 
that’s doing great things in the world. ... It’s up 
to us to use our platform to be a good citizen. Be- 
cause not only is it a nice thing to do, it’s a busi- 
ness imperative.!> 


Rebuilding the Foundation: 
Beginning a Marathon 


As 2003 began, Immelt was not sorry to see the end 
of his first full year as CEO. Despite all his efforts, 
2002 had been a terrible year for the company. Rev- 
enues were up only 5% after a 3% decline the prior 
year. And rather than the double-digit growth he had 
promised, 2002 earnings increased by only 7%. By 
year’s end the stock was at $24, down 39% from the 
year before and 60% from its all-time high of $60 in 
August 2000. Having lived through a struggling 
economy, the post-9/11 chaos, new regulatory de- 
mands following the corporate scandals, and an un- 
stable global political situation, Immelt commented, 
“This was a not a great year to be a rookie CEO.”!® 

In the midst of the turmoil, however, he re- 
minded himself of advice he received from his prede- 
cessor. “One of the things Jack said early on that I 
think is totally right is: Its a marathon, it’s not a 
sprint,” Immelt recalled. “You have to have a plan, 
and you have to stick with it. You have to modify it at 
times, but every day you've got to get out there and 
play it hard.”!” Entering 2003 with that thought in 
mind, Immelt continued to drive his growth-strategy 
agenda. 


Rebalancing the Portfolio 

The year turned out to be an important one in the 
new CEO’s efforts to rebuild the business portfolio 
on which he would drive GE’s growth. Even after 
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completing $35 billion worth of acquisitions in the pre- 
vious two years, 2003 became the biggest acquisition 
year in GE’s history with total commitments exceeding 
$30 billion. The first megadeal came when the company 
decided to bid for the Universal entertainment business 
of French conglomerate Vivendi. Defying those who 
suggested that GE should exit the volatile media busi- 
ness, Immelt pushed ahead with the acquisition, which 
included Universal’s film library, film studio, cable serv- 
ices, and theme park. “This is about stuff we know how 
to do,” he said. “We understand the nuances of this in- 
dustry and where it’s going.”!® 

Immelt’s vision was to create a media business 
that was better positioned for a digital future. The 
NEC franchise, although strong, was being buffeted 
by changes in media distribution that saw the share 
of broadcast television’s market shrinking. Universal 
added content, production facilities, cable distribu- 
tion, and a strong management team—all assets that 
Immelt felt could greatly strengthen GE’s core busi- 
ness. On top of that, the $5.5 billion up-front pur- 
chase price for assets valued at $14 billion was seen as 
an excellent buy. 

Two days after announcing final terms in its pur- 
chase of Vivendi-Universal Entertainment (VUE), GE 
announced an agreement to purchase Amersham, a 
British life sciences and medical diagnostic company 
that Immelt had been pursuing for many months. He 
believed that health care was moving into an era of 
biotechnology, advanced diagnostics, and targeted 
therapies, and combining GE’s imaging technology 
with Amersham’s pharmaceutical biomarkers, for ex- 
ample, could create whole new ways of diagnosing 
and treating diseases. At $10 billion, this was a more 
expensive acquisition but one that he believed could 
boost GE’s $9 billion medical products business to a 
$15 billion business by 2005. More important, he saw 
it as an engine of growth that would continue for 
years and even decades into the future. In his mind, it 
was a classic “growth platform.” 

The real issue that many saw in the deal, however, 
was less about strategic fit than organizational com- 
patibility. The concern was that the highly innovative, 
science-oriented talent that Amersham had developed 
in the U.K. would not thrive when swallowed up by 
GE. It was the same criticism that Immelt had heard 
when critics wondered whether the creative talent in 
Universal’s film studios would tolerate the manage- 
ment discipline for which GE was so well-known. But 
the idea of bringing creative and innovative outsiders 
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into GE was part of the appeal to Immelt. He saw 
people like Sir William Castell, Amersham’s CEO, as 
major assets who could help develop in GE the cul- 
ture of innovation that he longed to build. To em- 
phasize the point, he put U.K.-based Castell in charge 
of the combined $14 billion business renamed GE 
Health Care and made him a vice chairman of GE. 
For the first time, one of the company’s major busi- 
nesses would be headquartered outside of the United 
States, a move that Immelt felt fit well with his thrust 
of globalization. 

The other great challenge in the ongoing task of 
portfolio rebalancing was that GE was finding it dif- 
ficult to dispose of some of the assets it no longer re- 
garded as vital. While the recession provided lots of 
buying opportunities if one was willing to step up 
and invest, it was hardly an ideal environment in 
which to be selling businesses. For GE, the biggest 
challenge was to find buyers for the struggling insur- 
ance businesses. Although its 2003 sale of three of its 
major insurance entities had freed up $4.5 billion in 
cash, the company was still trying to find a buyer for 
Employers Reinsurance Company (ERC), a business 
generating huge ongoing losses due to its poor under- 
writing in the late 1990s.° And several other GE busi- 
nesses from motors to super adhesives remained on 
the blocks with no bidder offering a price the com- 
pany was willing to accept. Part of the problem was 
that bidders felt that if GE had run the business for 
years, most of the potential savings had already been 
extracted, making the units being offered less attrac- 
tive for a company that wanted to squeeze out costs. 

To communicate the major portfolio transforma- 
tion he had undertaken to date, in 2003 Immelt began 
describing GE’s businesses as “growth engines” and 
“cash generators” (see Exhibit 4). He characterized the 
former, which accounted for 85% of earnings, as mar- 
ket leaders that could grow at 15% annually through 
the business cycles with high returns. The latter were 
acknowledged as being more cyclical in nature but 
with consistently strong cash flows. 


Focusing on Customers, Emphasizing Services 


In addition to his portfolio changes, the new CEO 
kept working on his internal growth initiatives. As an 


© After taking a $1.4 billion write-off in 2004 due to claims relating to 
asbestos and September 11, the company finally sold ERC for $8.5 
billion in 2005, but only after booking another $2.9 billion insur- 
ance loss. 
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ex-salesman, Immelt had always directed attention 
toward the customer, and one of his priorities was to 
redirect GE’s somewhat internal focus—an unin- 
tended by-product of Welch’s obsession with operat- 
ing efficiency and cost-cutting—toward the external 
environment. “In a deflationary world, you could get 
margin by working productivity,” he said. “Now you 
need marketing to get a price.”!? 

In 2001, among his first appointments had been 
Beth Comstock, named as GE’s first chief marketing 
officer. Next, to drive the change deeper, he redeployed 
most of GE’s extensive business development staff into 
marketing roles, then asked each of GE’s businesses to 
appoint a VP-level marketing head, many of whom 
had to be recruited from the outside. “We hired liter- 
ally thousands of marketers,” he said. “For the best, we 
created the Experienced Commercial Leadership Pro- 
gram, the kind of intensive course we’ve long offered 
in finance. That’s 200 people a year, every year.””° 

In 2003, with strong marketing capabilities now 
embedded in the businesses, he formed a Commer- 
cial Council to bring GE’s best sales and marketing 
leaders together in a forum that could transfer best 
practice, drive initiatives rapidly through the organi- 
zation, and develop a world-class commercial cul- 
ture. Chaired by Immelt personally, the council’s 
agenda included developing world-class marketing 
capabilities, taking Six Sigma to customers, and driv- 
ing sales force effectiveness. As always, metrics were 
attached. Using a tool called Net Promoter Score 
(NPS), the company began to track changes in cus- 
tomer attitudes and loyalty, tying compensation to 
improvements in NPS scores. “If we can create a sales 
and marketing function that’s as good as finance at 
GE, I'll change this company,” he said. “But it will 
take ten years to drive these changes.””! 

Immelt also believed GE could significantly 
strengthen its customer relationships by becoming 
more of a services provider. In 2002, $23 billion of 
the company’s $132 billion revenue came from serv- 
ices, but with its massive installed base of more than 
100,000 long-lived jet engines, locomotives, power 
generators, and medical devices in the field, the CEO 
saw the potential service annuity stream. As someone 
who had increased GE Medical Systems’ share of serv- 
ice business from 25% to 42% in the three and a half 
years he headed that operation, Immelt was convinced 
that services could grow much faster than hardware 
and at much higher profit levels. To underscore his be- 
lief, whenever businesses developed important service 
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contracts—GE Transportation’s sale of its IT-based 
dispatch system to railroad customers to increase lo- 
comotive utilization, for example—he celebrated 
them very publicly. 

Yet despite all these efforts, the reality was that just 
as many of GE’s products were becoming commodi- 
ties, its service contracts were increasingly going to the 
lowest bidder and not providing the barriers to entry 
they once did. GE’s solution was to make itself indis- 
pensable by building enduring relationships based not 
only on offering its products and services but also its 
expertise. 

One initiative, dubbed “At the Customer, For the 
Customer” (ACFC, as it soon became known), was 
designed to bring GE’s most effective internal tools 
and practices to bear on its customers’ challenges. Im- 
melt used health care as an example of what GE could 
offer. With cost control being a major concern as 
health-care expenditures headed toward 20% of GDP, 
Immelt felt that GE could help its customers, only 
50% of which were profitable. “Through our health 
care services agreements, we are the hospitals’ pro- 
ductivity partner,” he said. “We completed more than 
6,000 Six Sigma projects with health care providers in 
2002 and these projects are improving the quality of 
patient care and lowering costs.’”” In addition, the 
company began bundling its services and linking its 
products to clinical information technology. It also 
added a health-care financial services business to the 
GE Health Care organization to provide it with spe- 
cialized financing support. “The phrase ‘solutions 
provider’ is so overused it makes us all snore,” said 
Immelt. “I want GE to be essential to those whom we 
serve, a critical part of the profit equation, a long- 
term partner, a friend.”?> 


Driving for Growth: New Platforms, New Processes 


Beginning in 2002, Immelt had challenged his busi- 
ness leaders to identify growth business platforms 
with the potential to generate $1 billion in operating 
profit within the next few years. In response, six op- 
portunities had emerged: health-care information 
systems, security and sensors, water technology and 
services, oil and gas technology, Hispanic broadcast- 
ing, and consumer finance. By the end of 2002, these 
businesses represented $9 billion in revenue and $2 
billion in operating profit. But, as Immelt pointed 
out, at a 15% annual organic growth rate, they were 
on track to become a much larger portion of GE’s fu- 
ture business portfolio. 


With 2003’s major acquisitions such as Amersham 
and VUE, the company added new growth platforms 
such as biosciences and film/DVD to its list. Through 
other acquisitions, renewable energy (wind, solar, 
biomass), coal gasification, and supply chain financ- 
ing became elements of GE’s new growth platform. 
And the emphasis on services built a series of busi- 
nesses in environmental services, nondestructive 
testing, and asset optimization that were also seen as 
having high growth potential. 

In defining and then building these growth plat- 
forms, GE followed its normal disciplined approach. 
First, management segmented the broad markets and 
identified the high-growth segments where they be- 
lieved they could add value. Then, they typically 
launched their initiative with a small acquisition in 
that growth platform. After integrating it into GE, the 
objective was to transform the acquisition’s business 
model by applying GE growth initiatives (services and 
globalization, for example) that could leverage its ex- 
isting resources and capabilities. As a final step, the 
company applied its financial muscle to the new busi- 
ness, allowing it to invest in organic growth or further 
acquisitions. The objective was to grow it rapidly 
while simultaneously generating solid returns. 

GE’s expansion into Hispanic broadcasting pro- 
vides an example of the process. After identifying this 
as a fast-growth segment in its broadcast business, 
the company acquired Telemundo, the number two 
player in the Hispanic entertainment segment. Be- 
lieving that the Hispanic demographic would drive 
growth, management felt that it would be able to 
apply GE’s capabilities to fix Telemundo’s struggling 
business model. Through 2002 and 2003, NBC of- 
fered its management and programming expertise, 
helping Telemundo to evolve from purchasing 80% 
of its content to producing two-thirds of its own 
broadcast material. In the second half of 2003, Tele- 
mundo grew its ratings by 50% over the first half and 
captured 25% of the Hispanic advertising market. 
The company expected revenues to grow more than 
20% in 2004. 

As Immelt summarized, “A key GE strength is our 
ability to conceptualize the future, to identify un- 
stoppable trends, and to develop new ways to grow. 
The growth platforms we have identified are markets 
that have above average growth rates and can 
uniquely benefit from GE’s capabilities. ... Growth is 
the initiative, the core competency that we are build- 
ing in GE.””4 
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Aligning Management: New People Profiles 


The biggest challenge Immelt saw in implementing his 
agenda was to make growth the personal mission of 
every one of the company’s 310,000 employees world- 
wide. “If I want people to take more risks, solve bigger 
problems, and grow the business in a way that’s never 
been done before, I have to make it personal,” he said. 
“So I tell people, ‘Start your career tomorrow. If you 
had a bad year, learn from it and do better. If you had a 
good year, I’ve already forgotten about it?”?> 

As the company began to implement its new 
growth strategy, the CEO worried that some of his cur- 
rent management team might not have the skills or 
abilities to succeed in the more entrepreneurial risk- 
taking environment he was trying to create. Realizing 
that this implied a massive challenge to develop a new 
generation of what he termed “growth leaders,” he said: 


Historically, we have been known as a company 
that developed professional managers . . . broad 
problem solvers with experience in multiple busi- 
nesses and functions. However, I wanted to raise 
a generation of growth leaders—people with mar- 
ket depth, customer touch, and technical under- 
standing. This change emphasizes depth. We are 
expecting people to spend more time in a busi- 
ness or a job. We think this will help leaders de- 
velop “market instincts” so important for growth, 
and the confidence to grow global businesses.”° 


Beyond changes in career path development that 
emphasized more in-depth experience and fewer job 
rotations, GE’s HR professionals wanted to identify 
the new personal competencies that growth leaders 
would need to exhibit. Benchmarking GE against best 
practice, they researched the leadership profiles at 15 
large global companies—Toyota and Dell among 
them—that had grown for more than a decade at 
three times GDP rates or better. In late 2004, they ar- 
rived at a list of five action-oriented leadership traits 
they would require: an external focus that defines suc- 
cess in market terms; an ability to think clearly to sim- 
plify strategy into specific actions, make decisions, 
and communicate priorities; the imagination and 
courage to take risks on people and ideas; an ability to 
energize teams through inclusiveness and connection 
with people, building both loyalty and commitment; 
and an expertise in a function or domain, using depth 
as a source of confidence to drive change. 

To help develop these characteristics, each busi- 
ness created 20 to 30 “pillar jobs”: customer-facing, 
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change-oriented assignments in which growth lead- 
ers could be developed in assignments of at least four 
to five years. The new leadership competencies also 
became the criteria for all internal training programs 
and were integrated into the evaluation processes 
used in all management feedback. 

Immelt was also quite involved personally in de- 
veloping growth leaders on his team. In response to a 
question about his time utilization, he said, “’'m 
probably spending 20% of my time with customers, 
30% of my time on people, teaching and coaching... 
[and] 10% of my time on governance, working with 
the board, and meeting with investors. The rest 
would be time spent on the plumbing of the com- 
pany, working on operating reviews and strategy ses- 
sions.”*’ But, as he regularly pointed out, the time he 
spent on the “plumbing” in operating reviews and 
strategy sessions—“touch points,” he called them— 
was primarily about people development. He was 
committed to make “every moment a learning op- 


portunity, every activity a source of evaluation.”*® 


Funding the Growth: Operating Excellence 


While driving growth, Immelt never forgot that he 
inherited a great operating company. He did not 
want long-term growth to distract managers from 
current performance. “I’ve always worried about a 
jailbreak,” he said. “How do we make sure people 
don’t say ‘Jeff doesn’t care about productivity’?””? So 
he insisted that innovation be “funded with an intent 
to lead, but paid for by increasing productivity.”>° 
During 2003, for example, about one-third of the Six 
Sigma specialists were focused on a new initiative 
called “cash entitlement.” The target was for GE to be 
twice as good as competitors on a number of bench- 
marks such as accounts receivable or inventory 
turnover. At full potential, Immelt told his team, it 
would free up an additional $7 billion in cash. 

By 2004, while the drives for cash generation and 
cost reduction were still in place, Immelt added a 
new initiative called Lean Six Sigma, which borrowed 
the classic tools of lean manufacturing and set them 
to new applications. In its industrial businesses, the 
focus was on reducing working capital and improv- 
ing return on equity, while in its commercial finance 
business it was on margin expansion, risk manage- 
ment, and cost reduction. Through these efforts, in 
2003-2004, the company achieved $2.7 billion in im- 
provement in working capital and expected that kind 
of progress to continue. 
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Yet another operating initiative called “simplifica- 
tion” aimed at reducing overhead from 11% of revenue 
to 8%. Targeting reductions in the number of legal enti- 
ties, headquarters, “rooftops,” computer systems, and 
other overhead-type costs not directly linked to growth, 
the company set a goal of removing $3 billion of such 
costs over three years. In the first year, the commercial 
finance business consolidated into three customer 
service/operations centers and expected to save $300 
million over three years. In another simplification 
move, the consumer and industrial business brought 
its three existing headquarters into one, saving more 
than $100 million in structural costs. And the trans- 
portation and energy businesses began sharing some 
IT and operational assets that also reduced structural 
costs by some $300 million annually. 


Preparing for Liftoff: Innovation 
and Internationalization 


As 2004 progressed, the worldwide economy gradu- 
ally started to turn around, and GE began showing 
signs of more robust growth. By year’s end, nine of its 
11 businesses had grown their earnings by double 
digits. For the first time, Immelt sounded confident 
that the company was finally moving beyond the dis- 
appointing results of the previous three years and 
onto the growth trajectory for which he had been 
preparing it. In his annual letter to stakeholders in 
February 2005, he recalled his time as a college foot- 
ball player to draw a sports analogy to GE’s recent 
performance: 


GE has “played hurt” for the last few years. ...So 
we went to the “training room.” These difficult 
years triggered a critical review of our capabili- 
ties, and as a result, we initiated an exciting trans- 
formation. We invested more than $60 billion to 
create a faster-growing company. We committed 
to divest $15 billion of slow-growth assets. We 
built new capabilities, launched new products, 
expanded globally and invested in the GE brand. 
Now the company has begun an era of strong 
performance. ... We're back at full strength. This 
is our time.>! 


To underscore the point, he predicted that GE’s 
“growth engines” —businesses whose earnings growth 
since 1999 had averaged 15% annually—would gener- 
ate 90% of the company’s earnings in 2005, compared 
with only 67% in 2000. (See Exhibit 5 for a representa- 
tion of the shift.) Due to this transformation of the 
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GE's Representation of Its Portfolio Transformation, 2000-2005 


Portfolio New Growth 
Transformation Capabilities 
GE has added more than a Biosciences 
dozen new capabilities to ° Film + DVD 


its seven Growth Engines, 
which should generate 
approximately 90% of GE’s 
earnings in 2005, 
substantially more than five 
years ago. The Growth 
Engines— Transportation, 
Energy, Healthcare, NBC 
Universal, Infrastructure, 
Commercial Finance and 
Consumer Finance— are 
robust, capital-effective 
businesses with leadership 
positions for sustained 
double-digit earnings and 
cash flow growth. 
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Source: GE 2004 Annual Report, p. 4. 


business portfolio and also the addition of more than 
a dozen new capabilities from biosciences to renew- 
able energy, Immelt claimed that for the first time in 
20 years, GE was positioned to grow its industrial 
earnings faster than its financial services earnings. 


Imagination Breakthroughs 


To drive his earlier growth platform challenge deep 
into the organization, the CEO launched a process he 
called “imagination breakthroughs,” quickly abbrevi- 
ated to IBs. These were projects—technological in- 
novations, market expansion opportunities, product 
commercialization proposals, or ideas to create value 
for customers—that had the potential to generate, 
over a three-year horizon, at least $100 million in in- 
cremental earnings. The process required each busi- 
ness leader to submit at least three breakthrough 
proposals a year for review by the Commercial 
Council. “Imagination Breakthroughs are a protected 
class of ideas—safe from budget slashers because I’ve 
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blessed each one,” said Immelt. “What we’re trying to 
do is take risks, using my point of view. I have the 
biggest risk profile and broadest time horizon in the 
company ...so I can bring to bear the right risk-taking 
and time horizon tradeoffs.” ** 

A year into the program, 80 IB initiatives had 
been identified and qualified—half technically based 
programs and half commercial innovations. Immelt 
had assigned the company’s best people to drive 
them and had committed $5 billion over the next 
three years to fully fund them. In that time, they were 
expected to deliver $25 billion of additional revenue 
growth. By 2005, 25 IBs were generating revenue. 
“The big difference is that the business leaders have 
no choices here,” Immelt explained. “Nobody is al- 
lowed not to play. Nobody can say, ‘’m going to sit 
this one out? That’s the way you drive change.”*3 

Believing that the businesses could initiate 200 
such projects over the next year or two, Immelt said, 
“Our employees want to live their dreams. It is up to 


me to give them that platform. I can help them take 
smart risks that will win over time. ... We aim to be 
the best in the world at turning small ideas into huge 


businesses.”34 


Of Town Halls and Dreaming 


To stimulate ideas that would drive the imagination 
breakthroughs, Immelt continued to push his leaders 
to get out in the field and in touch with the market. 
Setting the example himself by spending at least five 
days a month with customers, he began creating fo- 
rums he called “town hall meetings.” Here, several 
hundred customers would gather together to hear 
where GE’s CEO wanted to take his company, to pro- 
vide input on that direction, and to suggest how GE 
could be more helpful to them. 

As an outgrowth of these meetings, Immelt de- 
cided to create another forum that he described as 
“dreaming sessions.” In these sessions, he engaged in 
intensive conversations with a group of senior execu- 
tives drawn from key customers in a particular indus- 
try to try to identify major industry trends, their likely 
implications for them, and how GE might be able to 
help them. Immelt understood the importance of his 
own role in these meetings. “If I show up, we'll get six 
CEOs to show up,” he said. “So you don’t have to cut 
through anything else if we all do it together. We can 
make some high-level tradeoffs that way.”>° 

For example, in one meeting with the CEOs and 
key operating managers of companies in the railroad 
industry, Immelt spent an afternoon listening to their 
view of their industry situation, the key trends, and 
its five- to 10-year outlook. GE’s CEO then asked 
them to think through a number of scenarios includ- 
ing higher fuel prices, a growth in east-west rail ship- 
ments due to increasing Chinese imports, and so on. 
He then challenged them to think through how they 
would spend $200 million to $400 million on R&D 
at GE. The ensuing debate highlighted, for example, 
the relative importance of spending on fuel effi- 
ciency versus information technology to optimize 
rail movement planning. But Immelt was careful to 
note that while the company listened carefully to 
the input, GE always made its own choices on these 
investments. “I love customers. I get great insight 
from them, but I would never let them set our strat- 
egy for us,” he said. “But by talking to them, I can 
put it in my own language. Customers always pay 
our bills, but they will never pick our people or set 


our strategies.” 6 


SECTION B_ Corporate Level Cases: Domestic and Global 


Infrastructure for Developing Countries: 
A New Growth Market 


In 2004, Immelt’s push for globalization also began 
bearing fruit with revenues from outside the U.S. grow- 
ing 18% to $72 billion. Of this, the developing world 
accounted for $21 billion, an even more impressive 
37% increase on the previous year, leading Immelt to 
predict that over the next decade, 60% of GE’s interna- 
tional growth would come from developing countries. 
China represented the most visible growth opportu- 
nity, but he also planned to expand aggressively into 
India, Russia, Eastern Europe, Southeast Asia, the Mid- 
dle East, and South America. 

Through the imagination breakthrough pro- 
gram, proposals for improving GE’s ways of doing 
business in the developing world began bubbling up. 
For example, one plan that would quickly generate 
$100 million in sales involved shipping unassembled 
locomotives to Russia, India, and China, where they 
would be assembled in local factories and workshops. 

Furthermore, through an initiative known as “one 
GE,” the company began creating vertical teams to de- 
liver what it called enterprise selling. For example, 
companywide enterprise teams had targeted the 
Olympics in Beijing, Vancouver, and London and 
were aiming to deliver additional sales of $1 billion in 
energy, security, lighting, and health-care products to 
those venues. And increasingly GE was adopting 
“company-to-country relationships” in selling infra- 
structure projects. It was an approach that had helped 
it book $8 billion in Middle East orders in 2005, twice 
the level of 2003. 


Reorganizing for Efficiency—and Growth 


Driven by such developments, in July 2005, Immelt 
announced a major reorganization that consolidated 
GE’s 11 businesses into six large units, one of which 
was GE Infrastructure. Integrating aircraft engines, 
rail products, water energy, oil and gas, and some fi- 
nancial services, the unit was headed by GE veteran 
David Calhoun, who aimed to offer one-stop shop- 
ping for all infrastructure products and services. Im- 
melt’s expectation was that by focusing on the needs 
of an underserved customer group—the govern- 
ments of developing countries—GE could tap into 
investments in developing country infrastructure 
predicted to be $3 trillion over the next 10 years. 
While one objective of the reorganization was to 
create savings (expected to be $400 million in admin- 
istrative costs alone), Immelt emphasized that a more 


important goal was to better align the businesses with 
customer and market needs. But he also made clear 
that he wanted to create an organization that gave 
more opportunity for younger growth leaders to drive 
their businesses. The six new macrobusiness groups— 
GE Industrial, GE Commercial Financial Services, NBC 
Universal, GE Health Care, GE Consumer Finance, 
and GE Infrastructure—would each be led by one of 
GE’s most experienced top executives. But these individ- 
uals would be forced to step back more from operations 
and spend most of their time coaching, developing, and 
supporting the younger managers who were to be 
pulled up into the 50-odd profit-responsible units di- 
rectly under them. It was all part of the company’s 
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commitment to developing its growth leaders and the 
businesses they ran. 


Going Forward: Immelt’s Challenges 


In 2006, Immelt felt that GE was well placed on the 
growth path he had laid out over four years earlier. 
Between 2002 and 2005, he had put $30 billion of 
divestitures on the block, completed $65 billion in 
acquisitions, and made major investments in new 
capabilities in technology, marketing, and innova- 
tion. He now represented GE’s growth engine as a 
linked six-part process (see Exhibit 6). While the 
components varied little from his original 2001 list 


Growth Is the GE Initiative. After growing historically at an average of 5% revenue 
growth, in 2004, we launched this initiative to achieve 8% organic growth per year. 
This is about twice the rate of our industrial and financial peers. We want to make 


organic growth a process that is predictable and reliable. 


Source: GE 2005 Annual Report. 
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of growth elements, he explained the difference: 
“You've got to have a process. Investors have to see it 
is repeatable. .. . It took time, though, to understand 
growth as a process. If I had worked out that wheel- 
shaped diagram in 2001, I would have started with it. 
But in reality, you get these things by wallowing in 
them awhile.”>” 

His main challenge now as he saw it was to main- 
tain the growth in this $150 billion global giant. But 
to those who felt GE was too big to grow so fast, he 
had a clear response: 


The corporate landscape is littered with compa- 
nies that allowed themselves to be trapped by 
size. But GE thrives because we use our size to 
help us grow. Our depth allows us to lead in big 
markets by providing unmatched solutions for 
our customers; our breadth allows us to spread 
concepts across the company, leveraging one 
small idea to create big financial gains; and our 
strength allows us to take the risks required to 
grow. ... Our goal is not just to be big, but to use 
our size to be great.°* 


All he had to do now was convince the financial 
markets that the changes he had initiated would en- 
able this global giant to deliver on his promise of 
continued double-digit growth. 
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The New Viacom 


This case was prepared by Gareth R. Jones, Texas A&M University. 


BS Broadcasting established Viacom as an inde- 

pendent company in 1970 to comply with regu- 
lations set forth by the U.S. Federal Communications 
Commission (FCC) barring television networks 
from owning cable TV systems or from syndicating 
their own programs in the United States. The increas- 
ing spread of cable television and the continuing 
possibility of conflicts of interest between television 
networks and cable television companies made the 
spinoff necessary, and Viacom separated formally 
from CBS in 1971 when CBS distributed Viacom’s 
stock to its shareholders at the rate of one share for 
every seven shares of CBS stock. 

Viacom quickly became one of the largest cable 
operators in the United States, with over 90,000 cable 
subscribers. It also owned the syndication rights to a 
large number of popular, previously run CBS televi- 
sion series that it made available for syndication to 
cable TV stations. Revenue from these rights ac- 
counted for a sizable percentage of Viacom’s income. 
In 1976, to take advantage of Viacom’s experience in 
syndicating programming to cable TV stations, its 
managers decided to establish the Showtime movie 
network to compete directly with HBO, the leading 
outlet for films on cable television. In 1977, Viacom 
earned $5.5 million on sales of $58.5 million. Most of 
its earnings represented revenues from the syndica- 
tion of its television series, but they also reflected 
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growth of its own cable TV systems, which at this 
time had about 350,000 subscribers. Recognizing that 
both producing and syndicating television program- 
ming could earn greater profits, Viacom’s managers 
decided to produce their own television programs in 
the late 1970s and early 1980s. Their efforts produced 
only mixed results, however, no hit series resulted 
from their work, and the Big Three television net- 
works of ABC, NBC, and CBS continued to dominate 
the airwaves. 

During the early 1980s, the push to expand the 
cable television side of its business became Viacom’s 
managers’ major priority. Cable television is a highly 
capital-intensive business, and Viacom made a large 
investment to build its cable infrastructure; for ex- 
ample, it spent $65 million on extending its customer 
base in 1981 alone. By 1982, Viacom had added 
450,000 subscribers to the 90,000 it inherited from 
CBS, making it the ninth largest cable operator in the 
United States. Also, by 1982 Viacom sales had grown 
to $210 million, with about half its revenues coming 
from program syndication and about half from its 
cable operations. 

Viacom’s managers, however, continued to feel 
that its cable operations were not a strong enough 
engine for future growth. One reason was that cable 
TV prices were regulated at this time, and cable com- 
panies were limited in how much they could charge 
customers. Its managers continued to believe that 
real growth in earnings would come not from pro- 
viding cable television service but providing the 
content of cable programming—television programs. 
Given their previous failure in making their own 
programs, Viacom’s managers sought to make acqui- 
sitions in the content side of the business—in com- 
panies that made entertainment programs. In 1981, 
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Viacom started in a small way by buying a minority 
stake in Cable Health Network, a new advertiser- 
supported television network. Then, in September 
1985, in a stroke of fortune, it made the acquisition that 
would totally change the company’s future. Viacom 
purchased the MTV Networks from Warner Bros., a 
company that desperately needed cash because 
Warner’s own cable TV system needed a lot of capital 
to keep it viable. 

The MTV Networks included MTV, a new popu- 
lar music video channel geared toward the fourteen- 
to-twenty-four-age group; Nickelodeon, a channel 
geared toward children; and VH-1, a music video 
channel geared toward an older twenty-five-to-forty- 
four-age audience. MTV was the most popular prop- 
erty in the MTV Network. Its quick pace and flashy 
graphics were popular among young television view- 
ers, and its young audience was a major target of 
large advertisers. The popularity of a station’s pro- 
gramming determines how many advertisers it will 
attract and how much it can charge them. While 
MTV was performing well, Nickelodeon had been 
less successful and had not achieved any notable fol- 
lowing among young viewers, which limited the rev- 
enues it could earn from advertisers. Viacom moved 
quickly to revamp Nickelodeon, giving it the slick, 
flashy look of MTV and developing unique pro- 
gramming that appealed to children, programming 
that was very different from that offered by competi- 
tors like the Disney Channel. In the next few years, 
Nickelodeon went from being the least popular 
channel on basic cable among children to being the 
most popular, and Viacom’s managers were confi- 
dent that they had in place the beginning of a new 
programming strategy to complement Viacom’s 
cable TV interests and to guide the company to 
long-term profitability. 


Enter Sumner Redstone 


Viacom’s hopes were shattered when its Showtime 
channel lost about 300,000 customers between 
March 1985 and March 1986 because of intense com- 
petition from HBO. HBO, under its then CEO Frank 
Biondi, was making itself the dominant pay movie 
channel by producing its own innovative program- 
ming and by forming exclusive agreements with 
major movie studios like Paramount to offer their 
movies to HBO first. As a result of the loss of cus- 
tomers, Viacom’s cash flow dropped dramatically, 
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and the company lost $9.9 million on sales of $919.2 
million in 1986. Further weakened by the $2 billion 
debt load it had incurred to fund its cable expansion 
program and make its programming acquisitions, 
Viacom became a takeover target. 

After a competitive six-month battle to acquire 
the company, Sumner M. Redstone bought Viacom 
for $3.4 billion in March 1986. Redstone was the 
owner of a closely held corporation, National Amuse- 
ments Inc. (NAI), that owned and operated 675 
movie screens in fourteen states in the United States 
and the United Kingdom. Redstone became chairman 
of Viacom’s board and moved quickly to take control 
of the company. He had built NAI from fifty drive-in 
movie theaters to a modern theater chain. He is cred- 
ited with pioneering the development of the multi- 
plex movie theater concept, which offers moviegoers 
a choice of a dozen or more screens to choose from. 
However, running a chain of movie theaters was very 
different from running a debt-laden media conglom- 
erate as complicated as Viacom. 

Many analysts felt that Redstone had overpaid for 
Viacom, but he saw a great potential for growth. Be- 
sides its cable television systems and syndication 
rights, which now included the popular TV series 
The Cosby Show, Redstone recognized the potential 
of its MTV and Nickelodeon channels. Moreover, 
over the years Viacom had acquired five television 
and eight radio stations in major markets, which he 
saw as valuable investments. Redstone moved quickly 
to solve Viacom’s problems, and with the “hands-on” 
directive management style for which he is well 
known, he fired Viacom’s top managers and began 
the search for capable managers who would be loyal 
and obedient to him. To turn Showtime around, he 
immediately hired Frank Biondi, the chief executive 
who had made HBO the dominant movie channel, as 
CEO of Viacom. 

Frank Biondi was just a few days away from mov- 
ing to Hollywood to run Columbia Pictures when 
Redstone called and asked him to take over as CEO 
of Viacom. The forty-nine-year-old Biondi was 
known for his strong financial, deal-making, and 
strategic skills and a knack for managing a diverse 
group of young executives and building them into a 
cooperative unit. Unlike Redstone, who likes to be di- 
rectly involved in the day-to-day operations of a 
business, however, Biondi felt that his job was to set 
challenging goals, find the resources—both capital 
and people—to achieve them, and then get out of the 


way to let his managers achieve them. His approach 
was to decentralize control to his managers and to let 
them get the job done. Analysts felt the combination 
of Redstone’s hands-on approach and Biondi’s future 
thinking style made them a very effective team to 
head the growing entertainment conglomerate. 


Viacom Speeds Up 


Redstone’s takeover of Viacom was fueled by his be- 
lief that cable television programming would become 
the dominant means of providing consumers with 
their entertainment content in the future. With the 
acquisition of Viacom, Redstone now owned 76% of 
MTV and Nickelodeon, which together gave Viacom 
access to millions of viewers aged two to twenty-four. 
Redstone believed Viacom’s cable networks were its 
“crown jewels” because they provided half the com- 
pany’s revenues and profits, which came both from 
subscribers (the cable companies that bought the 
programming) and from advertisers (who advertised 
on these channels). To strengthen the cable channel 
franchise and build its brand name, Redstone re- 
structured MTV and installed a more aggressive ad- 
vertising and sales staff. Against the expectations of 
many industry analysts, MTV and Nickelodeon ex- 
perienced continued growth and profitability. In 
1989, for example, the MTV Networks won 15% of all 
dollars spent on cable advertising. MTV was expand- 
ing throughout the world, broadcasting to Western 
Europe, Japan, Australia, and large portions of Latin 
America. 

Despite the success of the MTV channels, Red- 
stone still faced the problem of paying off the debt 
that he had incurred to acquire Viacom—debt that 
amounted to $450 million in interest in the first two 
years following the takeover. Several fortuitous 
events aided him. First, shortly after the buyout, Via- 
com began to earn millions of dollars from television 
stations wanting to show reruns of the blockbuster 
Cosby Show. Second, in 1987 Congress deregulated 
cable television and allowed cable television compa- 
nies to charge what they liked for their program- 
ming. The result was that the prices charged for cable 
television service soared, and so did the price of cable 
television franchises. Redstone took full advantage of 
this situation to sell off some of Viacom’s cable assets 
to help reduce debt. In February 1989, Viacom’s Long 
Island and suburban Cleveland cable systems were 
sold to Cablevision Systems Corp. for $545 million, 
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or about twenty times their annual cash flow. Cable- 
vision also bought a 5% stake in Showtime for $25 
million, giving it an interest in promoting the chan- 
nel to Cablevision’s customers and helping Show- 
time get back in competition with HBO. These 
events enabled Redstone to significantly cut Viacom’s 
debt and negotiate more favorable terms on its 
loans. However, it was rough going, and Viacom lost 
$154.4 million in 1987, even though its sales in- 
creased to almost $1 billion. 

With Viacom’s finances on a firmer footing and 
Showtime showing some renewed vigor, Redstone 
and Biondi began to plan how to make Viacom a 
leader in the production of creative entertainment. 
In a strategic alliance with the Hearst Corp. and Cap- 
ital Cities/ABC Inc., Viacom introduced Lifetime, a 
channel geared toward women. Viacom Pictures was 
started in 1989 so that the company could make its 
own movies. Viacom Pictures produced ten feature 
films in its first year at a cost of about $4 million a 
film—a very low cost compared to the money the 
major studios like Paramount and Universal spent. 
Under Biondi, Viacom’s television production opera- 
tions, which had always achieved mixed results, 
started to achieve great success with programs like 
Matlock for NBC and Jake and the Fatman for CBS. 
To increase subscribers to the important Showtime 
channel, Redstone sold 50% of Showtime to TCI, a 
major cable systems operator, for $225 million in 
1989. In November of 1989, Viacom bought five 
more radio stations for $121 million to add to the 
nine it already owned. 

Together with the five television stations and the 
fourteen cable systems it owned, Viacom’s many dif- 
ferent properties and assets earned revenues of $1.4 
billion in 1989 and generated profits of $131 million. 
In 1990 and 1991, however, while Viacom’s sales con- 
tinued to increase, Viacom experienced losses of $89 
million and $49 million on sales of $1.6 billion and 
$1.7 billion, respectively, because of increased costs 
associated with developing new programming and 
the lackluster performance of its Showtime network. 


Viacom in the Early 1990s 


The problem facing Redstone and Biondi was how to 
position Viacom for profitable growth in the 1990s. 
Both executives felt that developing and expanding 
Viacom’s strengths in content programming—often 
referred to as entertainment software—were the key 
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to its future success, despite how costly such program- 
ming was. They believed that the message or content 
that is sent is what really matters, not the medium or 
distribution channels that carry it. As Biondi put it, 
“Tn the end, a pipe is just a pipe. The customer doesn’t 
care how the information is obtained; all that matters 
is the message.” 

To build its content programming strengths, 
Biondi worked hard to build and expand on the suc- 
cess of Viacom’s MTV channels. His goal was to pro- 
mote the MTV networks as global brands that were 
perceived as having something unique to offer. Since 
MTV’s viewers dominate the record-buying audience, 
Biondi sought to negotiate exclusive contracts that 
give MTV the first crack at playing most major record 
companies’ music videos—thus making it unique. At 
the same time, under Redstone and Biondi’s control 
MTV went from being a purely music video channel 
to a channel that championed new kinds of program- 
ming to appeal to a young audience. The result was in- 
novative programming such as Beavis and Butthead, 
Road Stories, and other kinds of youth-oriented pro- 
gramming interspersed with music videos. 

In developing its programming strategy, however, 
Viacom’s interest was not in promoting certain spe- 
cific programs or stars—all of which may have short- 
lived popularity of fame—but in building its net- 
works as unique brands. For example, on the MTV 
channel, the goal was to attract viewers because of 
what the channel as a whole personifies—an appeal 
to youth. Its success is based not on any particular 
person but on what MTV stands for. Under its new 
management, MTV prospered and its franchise was 
extended into Europe, Asia, and Latin America. Soon, 
MTV reached 250 million households in seventy- 
four countries. Viacom began to perform much bet- 
ter: in 1992 it made profits of $48 million on sales of 
$1.86 billion, and in 1993 it made profits of $70 mil- 
lion on sales of $2 billion. 

While the development of innovative new pro- 
gramming was one reason for Viacom’s return to 
profitability, a second, very important reason was 
Redstone’s emphasis on keeping costs under control. 
Redstone is well known for his frugal way of doing 
business. He runs Viacom in a cost-conscious man- 
ner, and this trend is evident throughout the organi- 
zation, from the top executives to the lower levels of 
management. For example, Redstone has his office 
not in a prestigious Park Avenue, New York, location 
like the large networks, but in a small unimposing 
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building a couple of blocks from New York’s “red 
light” district. Despite his huge personal net worth, 
he was walking to work every morning. 

Redstone tried to instill his cost-conscious atti- 
tude down through the organization and across its 
many properties into specific business projects. For 
example, in the last decade costs soared in many 
Hollywood studios and television networks because 
the producers were at the mercy of talent agencies 
that demanded high prices for their stars, writers, 
and production companies. Not so with Viacom. Red- 
stone insisted that its own programming be produced 
by its own employees using low-cost, homegrown tal- 
ent. An example of this is the production of its MTV 
shows. All of its hosts are virtually unknown and are 
paid little relative to well-known network hosts who 
are paid millions of dollars a year. 


Changes in the Media and 
Entertainment Industry 


In their efforts to build their companies’ program- 
ming strengths, Redstone and Biondi realized that 
the environment around them was rapidly changing 
and that it was not at all clear how programming 
would be delivered to customers in the future. First, 
by the mid-1990s the U.S. cable television industry 
was in a state of flux. Emerging technologies such as 
wireless satellite TV and then Internet broadband 
threatened to bypass traditional cable systems, ren- 
dering Viacom’s investment in wired cable much less 
valuable. Second, pressures were building to deregu- 
late the telecommunications industry, and eventually 
companies in different industries, for example, cable 
companies, telephone companies, and Internet serv- 
ice providers (ISPs), were allowed to enter each 
other’s markets. These changes reinforced Redstone 
and Biondi’s belief that during the coming decade 
the most successful companies would not be those 
that offered customers a channel into the home by 
cable, telephone wire, or wireless transmission. 
Instead, they believed that to prosper in this fast- 
changing environment an entertainment company 
should be the provider of the entertainment to all these 
channels. In other words, the most successful compa- 
nies would be those that could offer the programming 
to go on the channels—the software providers, not the 
hardware providers who provided the infrastructure to 
bring the entertainment into peoples’ homes. With its 
MTV, Nickelodeon, Showtime, and Cinemax channels, 


as well as its syndicated programming, and its ability 
to make its own programming, Viacom was in a good 
position to form alliances with the companies that 
provided the channels into peoples’ homes. It would 
provide the software (the programming) to the com- 
panies that provided the hardware (the wired and 
wireless cable companies and telephone companies). 
Viacom’s revenues would come both from the fees it 
charged to the hardware providers for its entertain- 
ment channels and, most importantly, from the adver- 
tising revenues it would obtain from selling spots on 
its many channels—revenues that are determined by 
the extent of the viewing audience. However, Redstone 
and Biondi had discovered how expensive it is to de- 
velop innovative programming and how devastating 
the effects of a flop of several movies or programs can 
be for profitability. The question was how to obtain 
high-quality programming at the right price, espe- 
cially in an entertainment and media industry in 
which the value of companies was rocketing as stock 
prices increased. 


The Paramount and Blockbuster Mergers 


Viacom now had a new mission: it should become a 
software-driven company with a goal of driving its 
entertainment software through every distribution 
system, to every multimedia application, and to every 
region on earth. To achieve Viacom’s mission, Redstone 
began to search for a company that possessed the 
software strengths that could produce the program- 
ming content for worldwide distribution. In particu- 
lar, he went looking for an entertainment company 
that had an already established film studio that would 
round out Viacom’s programming portfolio by sup- 
plying feature films and TV shows to its television 
channels. Paramount Pictures provided Redstone 
with his opportunity. 

Paramount’s many businesses include both enter- 
tainment and publishing. Its entertainment businesses 
include the production, financing, and distribution of 
motion pictures, television programming, and prere- 
corded videocassettes; and the operation of motion 
picture theaters, independent television stations, re- 
gional theme parks, and Madison Square Garden. 
Paramount also owned a large library of movies. Its 
publishing interests included Simon & Schuster, 
which publishes and distributes hardcover and pa- 
perback books for the general public and textbooks 
for elementary schools, high schools, and colleges; it 
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also provides information services for businesses and 
professions. 

Redstone and Biondi began to picture the exten- 
sive synergies that a merger with Paramount would 
provide Viacom in the future. As Redstone told re- 
porters, “This merger is not about two plus two 
equaling four, but six, or eight, or ten.” Redstone be- 
lieved that together Viacom and Paramount would 
be a much more efficient and profitable organiza- 
tion. He had a vision, for example, of Paramount 
making films that featured MTV characters like 
Beavis and Butthead and new cable TV channels sup- 
ported by Paramount’s library of 1,800 films and 
6,100 television programs. Both Redstone and Biondi 
believed that Paramount was a priceless asset for an 
entertainment company hoping to provide a broad 
range of programming content for future distribu- 
tion to global customers. With its strengths not just 
in visual programming but also in publishing books 
and magazines, Viacom would become a multimedia 
entertainment powerhouse that could redraw the 
competitive map in the entertainment industry. 

On September 12, 1993, after behind-the-scene 
talks between Redstone and Paramount executives, 
Paramount announced an $8.2 billion merger with 
Viacom. Soon, however, a bidding war for Paramount 
started. Barry Diller, the CEO of QVC Network Inc., 
another large entertainment company and the owner 
of the home shopping network, recognized the logic 
behind Viacom’s strategy and announced a hostile bid 
for Paramount. On September 20, 1993, QVC an- 
nounced an $80 per share or $9.5 billion bid for Para- 
mount, and the battle between Viacom and QVC for 
ownership of Paramount Communications Inc. was on. 

This unwelcome bid from QVC presented a sig- 
nificant problem for Redstone: Viacom still had sub- 
stantial debt because of his original 1987 acquisition 
of Viacom and the rapid development of its own tele- 
vision programming. Redstone could not afford to 
counter QVC’s bid unless he obtained other sources 
of financing, and he had to search around for part- 
ners to support his bid. After a career of financing 
deals with his own pocketbook, including the 1987 
Viacom takeover, the seventy-year-old tycoon was 
forced to turn to other companies to rescue the Para- 
mount deal. Redstone found two potential partners 
in Nynex and Blockbuster. 

Nynex, one of the Baby Bell companies, antici- 
pated that deregulation would allow it to enter the 
cable television market and wanted an alliance with a 
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company that could supply it with programming con- 
tent. Blockbuster, under its own energetic CEO Wayne 
Huizinga, had grown to become the largest chain of 
video stores in the nation. Blockbuster was cash rich as 
a result of its recent rapid growth. Huizinga, recogniz- 
ing the threat that the growth in electronic movie 
mediums (such as video pay-per-view, wireless cable, 
and videos through fiber-optic phone lines) could 
pose to the sale and rental of videocassettes, was on 
the lookout for a way to reduce this risk. He agreed to 
support Redstone’s bid for Paramount as a way to di- 
versify Blockbuster’s interests. 

Redstone was not anxious to forge alliances with 
these companies, commenting that alliances are 
tricky: “No one who is not a hypocrite or a liar can 
guarantee how a relationship will look in the future.” 
Moreover, Redstone also saw that Blockbuster’s future 
was in doubt as a result of the growth in electronic 
means of providing home movie videos. However, his 
need for cash to outbid QVC for ownership of Para- 
mount was stronger than his worries about forming 
the alliances. On October 21, 1993, after having 
aligned himself with these partners, Redstone ob- 
tained $600 million cash from Blockbuster and a 
$1.2 billion commitment from Nynex Corp. He then 
used this money to match QVC’s offer of $80 per share 
for 51% of Paramount stock with the rest in Viacom 
stock. Furthermore, anticipating a higher offer by 
QVC, Viacom raised its bid to $85 a share for 51% of 
the stock. Many analysts argued that this bidding war 
had become a personal battle between Redstone and 
QVC chairman Barry Diller and that whoever was 
the winner was doomed to pay much too much for 
Paramount—so much for low-cost programming. 

On December 20, QVC raised its offer to $92 a 
share in cash for 50.1%, topping Viacom, which asked 
for more time to raise cash. On December 22, Para- 
mount signed a merger agreement with QVC, but the 
bidding could continue, with a deadline for final bids 
on February 1, 1994. Redstone, desperate for more 
cash, went to Blockbuster CEO Wayne Huizinga for 
more money. Huizinga, increasingly convinced that it 
was in Blockbuster’s shareholders’ best interests to 
merge with Viacom, suggested that Viacom should 
take over Blockbuster for a hefty stock price. Redstone, 
recognizing the value of Blockbuster’s cash reserves 
and huge cash flow from current operations, agreed. 

On January 7, 1994, Viacom announced an $8.4 
billion merger with Blockbuster; it also announced a 
new bid for Paramount for $105 a share in cash. After 
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the bruising battle with QVC, Viacom gained full 
ownership of Paramount on July 7, 1994. Redstone 
hailed the new Viacom as an “entertainment colos- 
sus” and “a massive global media company.” 


Explosive Growth 


In a few short years, Redstone had gone from control- 
ling several hundred movie theaters to controlling the 
properties and franchises of three Fortune 500 com- 
panies; Viacom, Blockbuster, and Paramount. By engi- 
neering the three-way merger of Viacom, Paramount, 
and Blockbuster Entertainment, Redstone created one 
of the three largest media empires in the United States 
(the others being the Disney/Capital Cities ABC, and 
AOL Time Warner), with annual revenues in excess of 
$10 billion. This was a large jump from the $2 billion 
revenue that Viacom had just before these mergers. 
However, Redstone and Biondi faced several major 
challenges in managing Viacom’s new entertainment 
empire. 


Engineering Synergies 

To justify the expensive purchase of Paramount and 
Blockbuster, it became essential that Redstone and 
Biondi engineer synergies between Viacom’s different 
entertainment properties, each of which was organ- 
ized as a separate business division. Several efforts 
were immediately begun. Paramount executives were 
instructed to evaluate the potential of new shows de- 
veloped by MTV for sale to television networks and 
TV stations. Viacom launched its new channel, the 
United Paramount Network (UPN), in January 1995 
to take advantage of all the programming resources 
across its entertainment divisions. For example, 
MTV executives were instructed to quickly begin de- 
veloping programming for the new network channel, 
which in 1996 was on the air only a few hours a day 
but today is on the air five days a week and through 
its TV broadcasting affiliates can reach almost all 
U.S. television households. 

In another attempt to create synergies, Paramount 
executives were instructed to make their moviemak- 
ing skills available to the MTV Network and to help it 
make inexpensive movies that could be distributed 
through Paramount. One result of this was a Beavis and 
Butthead movie produced by Paramount and sched- 
uled for late 1996. This was a first step in Redstone’s 
strategy to boost the output of movies at the Paramount 
studio without having to finance a big increase in the 


studio’s own movie budget and to find ways of mak- 
ing low-budget movies. Redstone and Biondi also 
searched for synergies between Blockbuster and 
Viacom’s other divisions. They hoped that Block- 
buster could link its retail stores with Viacom’s cable 
networks and Paramount's extensive film library. Per- 
haps Blockbuster could sell copies of Paramount’s 
vast library of movies to encourage people to create 
their own video collections. Also, the release of a 
new Paramount movie on video could be timed to 
coincide with a major advertising campaign in 
Blockbuster stores to promote the launch. In addi- 
tion, Viacom’s publishing division, Simon & Schuster, 
would be able to release paperback books to coincide 
with the release, and perhaps even a multimedia CD- 
ROM product could be introduced to boost sales. 
Finally, the launch of new movies could be timed to 
coincide with a major advertising blitz on the MTV 
channel—something that happened when Para- 
mount released Mission Impossible, in the summer of 
1996. As Redstone said, “Viacom through its new 
combination of assets is poised to participate in, and 
in many ways define, the entertainment and informa- 
tion explosion about to engulf the globe.” As things 
turned out, however, there was little potential for syn- 
ergies to emerge between Viacom’s various divisions. 


Structure and Management Challenges 


Sumner Redstone has always enjoyed hands-on con- 
trol of the day-to-day running of the company and is 
constantly involved in managing the problems facing 
the various divisions. To jump-start the process of 
leveraging competencies across divisions and reduc- 
ing costs, he moved quickly to develop a hand-picked 
team of executives across Viacom’s new divisions to 
install his cost-conscious frugal values in divisional 
managers. Before being acquired, Paramount was 
run by an all-powerful boss, Martin S. Davis, and a 
group of executives who flew corporate jets and 
spent company funds lavishly. Redstone sold Para- 
mount’s two corporate jets and installed his own 
cost-conscious managers to change Paramount’s free- 
spending habits. Also in 1994 Viacom dismissed 
Richard E. Snyder, the chairman of Simon & Schuster, 
who was known for his free-spending ways. 


Media and Entertainment Industry Challenges 


The fast-changing entertainment and media industry 
also created many new challenges for Redstone and 
Biondi. The major Hollywood players were changing 


C473 
————— 


CASE 30. The New Viacom 


rapidly. In the old Hollywood, seven major studios 
dominated film and the three Big Three networks— 
ABC, CBS, and NBC—delivered TV programming to 
mass audiences. Now, the number of distribution 
channels was exploding. Government regulations 
preventing broadcast networks from owning TV pro- 
gramming companies were phased out, and the com- 
petitive dynamics of the industry changed. Viacom’s 
strategy to develop a full line of entertainment pro- 
gramming fitted well with the changes occurring in 
the industry. The media and entertainment industry 
was also experiencing rapid globalization as USS. 
movies, news, and TV shows spread around the 
world. A major challenge facing Viacom was to obtain 
access to the global marketplace—with a potential 
market of 900 million viewers in India and a billion- 
plus in China. As an example of Viacom’s global 
push, in March 1995 Viacom won a cable television li- 
cense to launch its Nickelodeon and VH-1 channels in 
Germany, Europe’s biggest and potentially most lucra- 
tive media market, to complement the MTV pop music 
network, which has operated in Europe since 1987. 

Technology challenges also confronted the media 
industry. Advances in digital and information tech- 
nology, including streaming audio and video, began 
to offer viable new ways to distribute software con- 
tent to customers. Just as the dominance of the Big 
Three networks—ABC, NBC, and CBS—has been 
eroded by the growth of companies like Viacom with 
its assorted networks, so now many new avenues for 
distributing content to consumers were emerging 
with the growth of the Internet and advances in 
broadband technology. Digital piracy was also be- 
coming evident, as websites were springing up to ex- 
change digital files, and companies like Napster were 
just a few years away. 

Finally, the growing strength of Viacom spurred 
the consolidation of the entertainment industry. In 
1995, Time Warner announced that it would merge 
with Turner Broadcasting, and Disney announced 
that it would merge with Capital Cities/ABC. As a re- 
sult, the industry was now composed of four major 
players: Disney, Viacom, AOL Time Warner, and 
News Corp., which owns the Fox channel. 


Problems for Viacom 

Soon after Redstone’s expensive decision to buy Para- 
mount, the Paramount movie Forrest Gump became a 
surprise hit, generating over $250 million for Viacom 
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and silencing those Redstone critics who had argued 
that he had spent too much to buy the movie com- 
pany. Viacom’s managers began to feel like Forrest 
Gump, with his philosophy that “life is like a box of 
chocolates: You never know what you're going to get.” 
It seemed that Redstone and Viacom had been in the 
right place at the right time and had made a prof- 
itable acquisition. Just as Redstone had sensed the 
potential of MTV, so too had he sensed the potential 
of Paramount and Blockbuster. 

By summer 1995, however, the selection of 
chocolates in Viacom’s box did not seem as good as 
in 1994, Many of the hoped-for synergies had not 
been obtained. For example, before the merger Red- 
stone claimed that Blockbuster would be valuable to 
Viacom as a distributor of its creative programming; 
however, few benefits of this kind had been achieved. 
Similarly, analysts argued that Paramount had to co- 
operate much more closely with Viacom’s cable TV 
channels and with Blockbuster Video if synergies 
were to be forthcoming. Moreover, the perform- 
ance of both the Paramount and Blockbuster divi- 
sions had been disappointing. The Gump smash hit 
had been followed by a string of expensive failures. 
Redstone and Biondi had begun to realize that 
making movies is a very risky business and that past 
successes are no indication of future success. Para- 
mount’s share of the box office dropped from 14% in 
1994 to 10% in 1995. Moreover, Redstone was an- 
noyed about the high marketing and production 
costs of the movies that Paramount was making, and 
after a string of failures, he wanted to know what the 
studio was doing. Hit movies are vital to a movie stu- 
dio because they provide the cash flow that pays for 
the flops and bankrolls the future. Paramount’s poor 
performance was hurting Viacom’s cash flow and 
ability to service its debt. Moreover, box-office hits 
are crucial because they drive the rest of a movie stu- 
dio’s profits from international markets to home 
video and television. 

To compound the Paramount problem, the 
Blockbuster division was also not doing well. Viacom 
had bought Blockbuster at the peak of its success— 
when its revenues were doubling every year and its 
free cash flow was a valuable asset. After the acquisi- 
tion Blockbuster began to run into intense competi- 
tion from two sources. First, a number of new rival 
video chains such as Hollywood Video had recently 
sprung up that were giving it intense competition 
and creating a price war in some markets. Second, 


SECTION B_ Corporate Level Cases: Domestic and Global 


pay-per-view on demand television was spreading 
rapidly in large urban markets. Blockbuster’s rev- 
enues were flat, and the hoped-for growth in cash 
flow to help service Viacom’s debts had not occurred. 

To make matters worse, Redstone had a falling- 
out with the top management teams of Paramount 
and Blockbuster whom he thought were doing a 
poor job. He forced the resignations of many key ex- 
ecutives and went in search of new leadership talent. 
Then, in January 1996 he stunned the entertainment 
world when he announced that he was firing his sec- 
ond-in-command Frank Biondi, who was well re- 
spected throughout Hollywood, because he believed 
Biondi did not have the “hands-on skills” needed to 
manage the kinds of problems that Viacom was fac- 
ing. Redstone felt that Biondi’s decentralized man- 
agement style was out of place in a company actively 
searching for synergies and cost reductions. In place 
of Biondi he promoted his two lieutenants, Phillipe 
Dauman and Tom Dooley, to orchestrate Viacom’s 
strategy, even though they had little direct experience 
with the entertainment business. 


Viacom’s New Moves 


In March 1996, Redstone hired William Fields, a sen- 
ior Wal-Mart manager who had extensive experience 
in running efficient retail operations through ad- 
vanced IT, to be the CEO of Blockbuster. Redstone 
hoped he could find a way to transform the Block- 
buster Video stores into broader based entertainment- 
software stores, given that it currently seemed likely 
that the video rental business would be swept away 
by the new wireless cable and direct broadcasting 
technologies. 

Redstone himself became more involved in the 
day-to-day running of Paramount, spending more 
time with its marketing and production executives 
to understand the workings of the business. Many 
analysts wondered how good a job the seventy-year- 
old Redstone would do without the aid of a seasoned 
entertainment executive. Analysts also pointed to 
Viacom’s lack of a strong global presence or any ex- 
ecutives who had experience globally. They noted 
that Redstone did not have any personal interna- 
tional experience. 

In the spring of 1996 Viacom’s stock price 
plunged from a high of $54.50 to $35 as investors fled 
the stock because of problems at Blockbuster and 
Paramount. In the summer of 1996, after a string of 


flops (with the exception of Mission Impossible), Red- 
stone announced plans to cut back the number of 
movies Paramount would make and to reduce its 
production costs as he searched for a new strategy. 
Chief among Viacom’s problems was its huge debt, 
which had to be pruned by more asset sales. In addi- 
tion, Redstone and his managers had to find ways to 
reduce rising operating costs and overheads as well as 
to find new ways of leveraging resources and compe- 
tences across divisions to increase revenues and build 
cash flow. 

On the cost side, flat revenues and soon-to-be 
losses at Blockbuster and Paramount were pulling 
down the performance of the whole corporation. 
Blockbuster was now a growing liability, and Field’s 
efforts were not bearing quick results. In fact, Block- 
buster’s revenues were falling. In 1997, Fields left and 
Redstone brought in a new CEO, John Antioco. In 
1998 they streamlined Blockbuster’s operations and 
sold off its new music store business for $115 million 
in cash. (Case 13 on Blockbuster provides detailed 
information on Blockbuster’s new strategy.) They 
also introduced the radical idea of video-rental rev- 
enue sharing with the movie studios, and within a 
few years Blockbuster’s revenues were increasing 
again. Also, in 1998 Redstone sold off all the rest of 
Paramount Studios’ publishing interests, except for 
its lucrative consumer publishing group, to Pearson 
for $4.6 billion and used this money to reduce debt. 

On the revenue side, there were signs that some 
potential synergies were emerging. For example, an 
alliance between MTV and Simon & Schuster resulted 
in a successful line of “Beavis and Butthead” titles, and 
Paramount did produce a successful Beavis and 
Butthead movie. Also, Viacom’s global presence was 
widening as Redstone formed alliances overseas and 
as its television studios were developing new chan- 
nels, including a second MTV channel to be called 
MTV2, which would focus exclusively on music 
videos, since the regular MTV channel had become 
more involved in regular programming. In 1997, 
growing demand for its entertainment content led 
Viacom to offer to buy the rest of Spelling entertain- 
ment with its Star Trek franchise and Big Ticket Tele- 
vision Unit. Its content was perfect for Viacom’s 
growing UPN network, although that network had 
yet to make a profit. Redstone integrated Spelling 
into Paramount’s television operations to obtain 
economies of scale and scope in the production of new 
television programming. He was clearly focused on 
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reaping the long-term benefits from his entertainment 
empire, although the poor performance of Viacom’s 
stock was a big personal embarrassment to him as his 
acquisitions were continually being criticized. 

By 1999, Blockbuster’s recovering revenues and 
cash flow allowed Redstone to announce an initial 
offering of Blockbuster stock so that the performance 
of that division could be separated from the rest of 
the company. Redstone believed it was impossible to 
assess Viacom’s true value until a real market value 
was put on this unit. About 18% of Blockbuster’s 
stock was sold at $16 to $18 a share, and the over 
$250 million raised was used to pay off its debt. 

Also in 1999, Redstone hired the experienced 
media and entertainment manager and former head 
of CBS, Mel Karmazin, as Viacom’s chief operating 
officer to help solve its ongoing problems. Karmazin 
was well known for his ability to select and manage 
hit programming and for his hands-on ability to find 
ways to leverage resources to improve operational ef- 
fectiveness. He set to work restructuring Viacom’s 
businesses to engineer cross-divisional synergies, cre- 
ate new programming content, and enhance its rev- 
enue and earnings stream. 

Both Redstone and Karmazin also understood 
that one of the most important reasons to build an 
entertainment empire was to achieve economies of 
scale that arise from being able to offer potential ad- 
vertisers the opportunity to advertise their products 
across multiple channels that attract different kinds 
of viewers. In other words, a potential advertiser 
could produce one or more themed commercials to 
run across all of Viacom’s different TV networks as 
well as with its movies or in its books, theme parks, 
and so on. Redstone had also watched Disney merge 
with the ABC networks to provide it with a major 
new distribution channel for its Disney franchise, a 
move that also had made DisneyABC the biggest en- 
tertainment and media company in the world. 

Since the majority of Viacom’s future revenue 
stream would come from advertising, Redstone es- 
tablished a new unit, Viacom Plus, to provide a cen- 
tralized advertising service that deals directly with 
large advertisers and handles advertising for all of 
Viacom’s divisions. For example, in 2001 Procter & 
Gamble and Viacom Plus negotiated a ground- 
breaking cross-platform deal whereby P&G would 
pay $300 million for advertising spread across nine of 
Viacom’s major divisions; the success of this deal led 
it to pay $350 million in 2002 for advertising spread 
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across fourteen of Viacom’s divisions. P&G obtained 
a better deal than if it had negotiated with each 
Viacom property individually, and Viacom Plus re- 
duced the costs associated with managing the vital 
advertising process. In 2002, Monster.com, the online 
job site, signed a $15 million deal with Viacom Plus 
to put all its “scatter money”—the money a company 
has to scatter across different channels and demo- 
graphic groups—into the Viacom platform. 


The CBS Acquisition 


A new opportunity arose in 1999. CBS networks were 
in trouble because CBS ratings were dropping, and 
the company was interested in a merger in the con- 
solidating entertainment industry. Redstone realized 
that with CBS’s assets Viacom would reach the great- 
est number of viewers and listeners (CBS-owned In- 
finity Radio Broadcasting) of any media enterprise, 
spanning all ages and demographics from “cradle to 
cane.” As such, it would become a premier outlet for 
advertisers around the world because it could now 
offer them the opportunity to achieve huge 
economies of scale and scope in their advertising ef- 
forts. Advertising content could be driven and pro- 
moted across virtually all media segments, including 
broadcast and cable television, radio, and outdoor 
advertising and new digital media. Also, channels 
such as MTV, MTV2, VH-1, and CMT could now be 
broadcast over Trinity’s radio stations and over the 
Internet, and CBS’s high-quality content, such as its 
news and sports programming, could be broadcast 
over all Viacom’s properties. The huge scale would 
also give the combined company bargaining power 
with programming suppliers and allow it to maxi- 
mize the effectiveness of its sales force across all its 
divisions—a major source of potential extra revenue 
and cost savings. Perhaps a part of Viacom’s prob- 
lems was that it was simply not big enough? 

In September 1999, Viacom and CBS Corp. an- 
nounced that they would merge the two companies in 
the largest media transaction to that date. All opera- 
tions of the company would report to Mel Karmazin. 
The range of Viacom’s properties was now staggering 
in its scope, especially because at the time of the 
merger CBS was in the process of taking control of 
radio station owner Infinity Broadcasting and King 
World productions, which syndicated such shows as 
Jeopardy and the Oprah Winfrey Show. Moreover, the 
merger was achieved through a stock swap so that 
no debt needed to be incurred to fund it, something 
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Viacom could not afford because its revenues and 
performance were still slowly increasing. 

Karmazin now gave his full attention to structur- 
ing and managing Viacom’s assets to realize the gains 
from sharing and leveraging the competencies of its 
division across all its operations. It began to seem 
that with the CBS acquisition Viacom had achieved 
the critical mass that made such gains realizable. In 
May 2000, Karmazin announced the integration of 
the company’s theme parks, Paramount Parks, into 
the Viacom Entertainment Group. This move would 
grow the parks faster by linking them to Viacom’s 
other properties, such as its Nickelodeon and MTV 
cast of characters. In 2000, Karmazin integrated 
Paramount’s and CBS’s television groups, and the 
new division consisted of thirty-five television sta- 
tions reaching eighteen of the top twenty television 
markets in the United States. The hope was that this 
would lead to major operational and sales efficien- 
cies, especially because all advertising and promotion 
could be linked to the company’s Infinity radio sta- 
tions and outdoor advertising operations, creating the 
“advertising bundle” mentioned above. CBS would 
now function as a local as well as a national broad- 
caster and it could leverage its news, sports, and 
other programming across many more markets. In 
2000, Viacom’s television studios also formed a unit 
called MTV Films to produce movies for Paramount. 
Some of its low-budget movies, which generally cost 
around $30 million to make, half the normal Holly- 
wood budget, made a profit, including the Rugrats 
and Beavis and Butthead Do America. 

In 2001, in yet another move to make it the number 
1 advertising platform in the world for advertisers with 
programming that appealed to every demographic cat- 
egory, Viacom acquired Black Entertainment Televi- 
sion (BET) for $3 billion. The BET network reaches 
63.4 million U.S. households, and its other channels, 
like BET on Jazz and BET International, reach thirty 
countries in Europe and thirty-six in Africa. The BET 
acquisition was just one part of Viacom’s push to be- 
come the dominant global media company. Continu- 
ing its strategy of leveraging value from its properties, 
BET is seeking more ways to integrate its activities 
with other Viacom properties, both by customizing 
various Viacom TV programming for BET’s channels 
and vice versa, not only popular shows but also news 
and sports. 

All of Viacom’s networks were also instructed to 
follow MTV’s lead and develop a global strategy to 


produce content locally in each country in which 
they were broadcast to increase the company’s global 
viewing audience. MTV, for example, has a presence 
in most of the world’s major markets; it reaches 125 
million households and is a major revenue generator 
for Viacom. And, while it broadcasts its U.S. pro- 
gramming in countries abroad, it had also produced 
successful shows in countries abroad that are cus- 
tomized to local tastes; these have proved so popular 
that they have been transferred successfully to the 
United States and other countries. In 2001, Redstone 
met China’s president Jaing in Beijing to affirm Via- 
com’s commitment to China, and in May 2001 chan- 
nels such as MTV and Nickelodeon started to be 
broadcast in China, also with extensive programming 
customized to the Chinese market. 

Viacom’s stock climbed in the spring of 2002, de- 
spite the huge fall in advertising revenues caused by 
the recession in 2000 and the following September 
11 tragedy—a fall that caused the earnings of its 
broadcast networks to drop by 20%. The over 10% 
fall in advertising revenues affected all entertain- 
ment and media companies and caused a plunge in 
the stock price of companies like Yahoo and AOL 
Time Warner. Indeed, the latter’s stock price fell so 
far that Viacom became the number 2 global media 
company in 2002. Analysts felt that Viacom was the 
best-positioned media company to benefit from the 
upswing in advertising that was expected in the latter 
half of 2002 because of its combination of large-scale 
operations, leading brands, and diverse revenue 
streams. While the broadcast groups’ earnings fell by 
20%, for example, the earnings of the cable network di- 
vision rose by 12%, largely because of greater broad- 
casting in the United States and abroad. Redstone 
claimed in the summer of 2002 that the worst was over. 

Still reeling from the downturn in advertising, 
Redstone and Karmazin continued to seek ways to 
counter future threats to the Viacom empire, particu- 
larly because now the threat from digital and broad- 
band technology was hurting its Blockbuster unit and 
might in the future threaten Viacom’s distribution 
channels as TVs and computers merged as broad- 
band connections to the Internet increased. Indeed, 
there have been many reports since the hiring of Mel 
Karmazin that he and Redstone have locked heads on 
many occasions about major strategic issues. Karmazin 
was especially critical of Redstone’s expensive acquisi- 
tions, which increased debt but had no clear future 
benefits, and he also made strong suggestions that 
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Viacom should increase its online presence. How- 
ever, in June 2002 with the positive results from the 
CBS merger and BET acquisition suggesting the 
value of Redstone’s growth-by-acquisition strategy, 
Karmazin was joking that their management styles 
were complementary and that he was in no rush to 
assume leadership of Viacom, especially since the 
seventy-nine-year-old Redstone was “good for an- 
other thirty to forty years—at least!” Redstone, how- 
ever, joked that when Karmazin’s contract expired in 
2003, Karmazin “might want to retire.” Karmazin’s 
response? “Never, never, never.” 


New Problems for Viacom: 
The Growing Use of the Internet 


Viacom made no significant acquisitions in 2002 or 
2003. Redstone felt his company has all the right 
pieces of entertainment property in place and that 
the main issue for Karmazin was to manage them to 
realize the stream of advertising revenues and profits 
locked up in its entertainment assets. Operating rev- 
enues from its entertainment division, which in- 
cluded Paramount Pictures and theme parks, rose by 
46% during 2003 and its operating income was up 
15% to $66 million as a result of higher movie ticket 
sales and—paradoxically—much stronger sales of 
DVDs. Its Viacom Plus unit continued to aggressively 
market its “one-stop-shopping approach across all 
marketing channels,” and, as the economy picked up 
in 2003, advertising revenues at the national level re- 
bounded. In the spring of 2004, Viacom was happy to 
announce that the company’s overall revenues were 
up 11% and that 46% of its 2003 revenues came from 
advertising. 

While national advertising revenues on Viacom’s 
many cable channels rebounded, however, local adver- 
tising revenues from its TV stations, including the CBS 
network, and from its radio stations were now lagging 
behind and hurting the company’s performance— 
Viacom only just met analysts’ earnings expectations. 
The reason local advertising revenues were not keep- 
ing pace with national advertising was that fewer and 
fewer people were watching or listening to local 
channels, preferring to watch their favorite cable 
channels or to surf the Web. Slowly but steadily the 
growing use of the Internet and new online digital 
media properties were cutting into available advertis- 
ing revenues. Redstone and Karmazin were slow to 
pick up on the dangers the Internet posed, not just as 
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a competitor for advertising revenues but also as an 
important emerging media asset that could comple- 
ment its existing businesses. And major online com- 
panies such as Yahoo were now expensive, and these 
too were suffering from new competition from up- 
start websites that began to offer specialist services, 
such as www.rottentomatoes, the movie review web- 
site, and soon Flickr and YouTube, which offered 
photograph and video content now made possible 
by the rapidly expanding use of broadband Internet 
connections. Karmazin and Redstone preferred to 
regard falling revenues as a temporary phenomenon 
and announced that they expected revenue increases 
in 2004 of 5 to 7% and operating profits to increase 
by 12 to 14%. 

At the same time, however, Viacom has always 
been alert to the threat downloading movies through 
the Internet or by pay-per-view cable posed for its 
Blockbuster unit, so Redstone and Karmazin also an- 
nounced that despite Blockbuster’s considerable con- 
tributions to its revenues and free cash flow, they be- 
lieved the business models of both companies had 
drifted so far apart that the lack of fit between them 
would hurt Viacom’s future profitability. Viacom’s 
business model is based on growing the value of its 
properties and the advertising revenues they generate. 
Blockbuster’s business model is to increase its pres- 
ence in the movie DVD rental and retail sales market. 
The was especially true by 2004 when the prospect of 
increasing competition from movie downloads 
through broadband channels started to increase, and 
so in the future falling revenues from DVD rentals 
might offset any increase in advertising revenues that 
Viacom might enjoy. However, divesting Blockbuster 
and losing its revenues would make Viacom even 
more dependent on advertising revenues. 

Another problem by 2004 was that Viacom’s acqui- 
sition of CBS was now causing major problems because 
the anticipated synergies were not forthcoming— 
buying more media properties also results in a com- 
pany facing more sets of competitive threats. Investors 
were becoming increasingly wary of Viacom’s stock 
because they found it more and more difficult to 
evaluate the real value of each of its many media 
properties and its cash flow. Spinning off Blockbuster 
would help eliminate the uncertainty this unit’s fu- 
ture performance was having on its stock price. So in 
January 2004, when Blockbusters stock was trading 
at a high of $20, Viacom announced that it would di- 
vest its remaining shareholding in Blockbuster by 
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allowing holders of Viacom shares to swap them for 
shares in Blockbuster. New Blockbuster shareholders 
would also receive a substantial once-and-for all divi- 
dend for swapping their Viacom stock for Block- 
buster’s. This made the deal attractive, and enough 
Viacom shareholders took advantage of the offer for 
Redstone to finally spin off the unit into a fully inde- 
pendent company controlled by its current CEO, 
John Antioco. 


The Big Split 

At the same time Viacom was failing to build strong 
Internet and online media assets, it was now also en- 
countering many other problems with its empire of 
media assets. First, even after the Blockbuster spinoff, 
the company’s erratic performance failed to reassure 
investors about the value of Viacom’s remaining as- 
sets. Five years after Redstone bought the CBS televi- 
sion network in 2000, adding its television stations 
and Infinity Broadcasting radio stations to his movie 
studio, theme parks, and Blockbuster video stores, it 
was clear that bigger is not always better. Redstone 
had learnt the hard way that the different units of a 
company grow at different rates, and the performance 
of the weakest unit pulled down the performance of 
the whole company—and Viacom’s growth was slow- 
ing fast. Its theme parks, radio stations, and CBS as- 
sets had not met Viacom’s aggressive growth goals, 
and Redstone was frustrated that Viacom’s slowest 
growing units were dragging down its stock price, 
which by 2004 was almost half its 2000 high of nearly 
$70 per share. Karmazin had warned Redstone about 
this, and the personal relationship between Redstone 
and Karmazin continued to deteriorate. Although in 
2003 it was announced that Karmazin’s contract 
would be renewed for two more years, Redstone 
now had other plans for his company, and in 2004 
Karmazin was fired (he is now the CEO of Sirius 
Satellite Radio). 

In March 2005 Redstone announced that Viacom 
would split the steadier, slow-growth units, the CBS 
side, from the faster-growth side, MTV and the film 
studio. The $60 billion conglomerate would be split 
into two smaller, separately traded companies, one 
running CBS and the stations and the other the 
movie studio and cable channels, such as MTV and 
Comedy Central. He also announced the company 
was looking to sell its slow-growth, expensive Para- 
mount theme parks and buy growing Internet and 


videogame companies, and that it might also divest 
its 856 movie screens in Canada—the original Red- 
stone media property. 

The split was approved by Viacom’s board June 
14, 2005, took effect December 31, 2005, and effec- 
tively undid the Viacom/CBS merger. The existing 
Viacom was renamed CBS Corp. and was headed by 
Les Moonves, its long-time CEO. It now includes 
Viacom’s “slow-growth businesses,” namely CBS, the 
CW network (formerly UPN), CBS Radio, Simon & 
Schuster, CBS Outdoor (formerly Viacom Outdoor), 
Showtime, and most television production assets. In 
addition, CBS Corp. was given Paramount Parks, 
which it later sold to amusement park operator 
Cedar Fair, L.P., on June 30, 2006. 

Then, a new spin-off company was created called 
Viacom, which was headed by Tom Freston, the 
long-time head of MTV networks. It comprises 
MTV Networks, BET Networks, Paramount’s movie 
studio, and Paramount Pictures’ home entertain- 
ment operations. Redstone still controls 71% of the 
voting stock of both companies and is the chairman 
of both companies—he still earns $27 million a year 
as its chairman, and he and his family members are a 
major drain on its cash flow. 


Do Media Empires Create Value and Profit? 


After a decade of growth by acquisition, media con- 
glomerates such as Viacom, Sony, and Time Warner 
all began to reconfigure their business models, 
pushed by new Internet technologies and changing 
customer viewing habits that had altered the mix of 
advertising revenues on which media content com- 
panies depend. The 1990s cookie-cutter model of a 
media giant where one could just add different media 
properties, such as a television network, to others, 
such as a movie studio, theme parks, music company, 
or pro sports team, had been shown to be a failure— 
at least in terms of generating consistent increases in 
a company’s stock price. Nevertheless, in December 
2005, Viacom’s Paramount Pictures sealed a deal to 
buy movie studio DreamWorks for $1.6 billion, 
thwarting rival NBC-Universal’s five-month-long 
attempt to acquire the independent movie studio. 
“The acquisition of DreamWorks is an enormous 
step forward in our ongoing work to unlock the full 
potential of Viacom’s brands and businesses,” said 
Redstone. But how the acquisition would actually do 
this was left unsaid. 
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Redstone’s focus on fixing the ongoing problems 
with his media empire also made him very late to 
recognize the growing importance of the Internet 
and the World Wide Web and the threat of competi- 
tion from digital video downloading and streaming 
media. In 2005, Viacom moved to acquire some small 
Internet media properties; for example, in June 2005 
it acquired Neopets, a virtual pet website, and in 2006 
it acquired Xfire, iFilm, Quizillaccom and Harmonix 
Music Systems, and Atom Entertainment. These com- 
panies serve niche markets, such as virtual pets, or 
make music gaming titles. However, these acquisitions 
had nothing like the reach of a MySpace or YouTube, 
and despite this progress Viacom was much slower to 
react to the changes in Internet technology taking 
place than its rivals, and its stock price suffered. 

New threats were also emerging; Disney, which 
had always had a strong interest in developing 
media websites, was rebuilding a strong Disney In- 
ternet property and announced it was pioneering 
movie downloading through the Internet. In 2005 it 
claimed it had a proprietary new technology for de- 
livering movies over the Internet, and in 2006 it 
formed a close alliance with Apple to download its 
movies and TV programs over the Internet to iPods. 
Similarly, after its disastrous start with AOL, Time 
Warner was also developing a new business model, 
based on free user access, to build its AOL channel 
into a major Internet property and so share in the 
billions of dollars of advertising revenues that were 
up for grabs. But the company that showed the best 
developed strategy was News Corp., whose CEO, 
Rupert Murdock, had pushed early for a strong Inter- 
net strategy, and the result was early important strate- 
gic Internet acquisitions. The most important of these 
acquisitions was MySpace.com in 2004, one of the 
fastest-growing social networking websites ever. It 
also bought several other specialist websites such as 
RottenTomatoes.com, a movie review website, and it 
developed these into major websites to increase ad- 
vertising revenues and also to advertise its other 
media assets, such as the movies it made through its 
Fox Studios. 


More Changes at the Top 


As the names of its Internet acquisitions suggest, 
Viacom was failing in its attempt to develop a strong, 
coherent Internet strategy. In particular, it had lost 
the battle with News Corp. to acquire MySpace.com, 
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and now this strategic failure too began to hurt its 
stock price. Its stock, which had been around $45 
after the 2005 split, plunged to $35 by the summer 
of 2006, and Redstone, as usual, responded by firing 
Viacom’s CEO, Freston, blaming him for the com- 
pany’s poor performance. Redstone named Philippe 
Dauman as the new head of Viacom. Dauman has 
been a Viacom board member since 1987 and, as 
mentioned earlier, had been a top Viacom executive 
from 1994 to 2000. 

In his first public announcement, Dauman 
claimed he had free reign to run things and develop a 
new business model, and that he wasn’t simply a 
pawn for Redstone to use. Redstone himself had been 
getting negative attention from analysts who believed 
he had undermined Freston’s authority and was 
grooming his own children to take over the company 
when he decides to retire (he turns eighty-four in 
May 2007). If Redstone attempts to micromanage or 
meddle in operational issues, Dauman said, “I can 
push back,” but he also indicated he would work to 
continue Freston’s legacy, “creative excellence,” while 
focusing on strategic Internet acquisitions—an area 
that led to Freston’s downfall. However, given the 
frugal Redstone, he optimistically said that he does 
not anticipate any acquisition as big as News Corp.’s 
$580 million MySpace purchase. He will look for 
companies under $100 million that have the poten- 
tial to become the next MySpace—companies that 
will not be easy to find in today’s competitive digital 
environment. 

At the same time, Dauman said the company has 
untapped organic growth, meaning that it could 
achieve more innovation and product development 
internally so that the company could make better 
use of its media resources. He cited BET and Com- 
edy Central as lynchpins with huge future potential 
and said that even with established brands, such as 
MTV and Nickelodeon, Viacom could bring in more 
advertising revenues by offering advertisers oppor- 
tunities to reach both targeted and mass audiences. 
Once again, a corporate group focused on selling the 
aggregated reach of Viacom’s cable network assets is 
being formed, something similar to Viacom’s former 
centralized marketing unit that was disbanded after 
the split. If advertising revenues don’t increase in the 
next few years, it seems that more divestitures may 
be likely. 

In November 2006, the first financial reporting 
period under Dauman’s leadership, Viacom reported 
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a 16% fall in third-quarter profit, as weakness at the 
box office from unprofitable movies offset strength 
in cable and higher advertising revenues. Viacom’s 
share price, which had been recovering, closed down 
3.3% at $38.37. As usual, Redstone fired someone, this 
time Viacom’s chief financial officer, and Redstone 
once again announced that his company would “move 
rapidly to the forefront of emerging digital markets, 
keeping us on the path to outstanding long-term fi- 
nancial performance and free cash flow generation” 
and backed its full-year target to deliver double-digit 
growth in revenue and operating income. Clearly, even 
managing a smaller, more focused media company to 
achieve profitable growth is a difficult task—espe- 
cially when its units each face complex problems 
and agile competitors. Only time will tell if the new 
Viacom will succeed or if, once again, the company 
may be split apart to realize the value in its assets. 
Clearly its top executives face difficult choices in fig- 
uring out the best corporate and business strategies 
to pursue to create a highly profitable business 
model. Having an eighty-three-year-old owner in 
charge may not be the best thing for its shareholders, 
apart from Redstone himself, of course. 
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From Silver Halide to Digital 


Imaging Technology at Eastman 


Kodak: The Challenges Ahead 


This case was prepared by Gareth R. Jones, Texas A&M University. 


n February 2007, Antonio Perez, the chief execu- 

tive officer (CEO) of the Eastman Kodak Co., was 
reflecting on Kodak’s current situation since he 
took over almost two years ago. After eight quarters 
of losses, his revamped digital strategy seemed to be 
finally starting to pay off. His efforts to cut costs 
while investing heavily to develop new digital prod- 
ucts resulted in a slender profit of $16 million on 
sales of $3.8 billion and were expected to rise fur- 
ther in 2007. 

Following several billion dollars of losses and tens 
of thousands of job cuts, the news gave Kodak shares 
a boost. But could Kodak maintain its momentum in 
the face of its digital rivals that were all introducing 
new and improved products? Had Kodak finally 
achieved a distinctive competence in digital imaging? 
Was its new digital business model—based on strate- 
gies to counter the threats posed to Kodak’s traditional 
silver halide-based technology by the convergence of 
imaging and digital information technology—really 
working? Did the company have the digital products 
in place to rebuild its profitability and fulfill its “You 
press the button, we do the rest” promise? Or, after 
ten years of declining sales and profits, was the com- 
pany just on the verge of another downward slope in 
the face of intense global competition on all product 
fronts? 


Copyright © 2007 by Gareth R. Jones. This case was prepared by 
Gareth R. Jones as the basis for class discussion rather than to 
illustrate either effective or ineffective handling of an administrative 
situation. Reprinted by permission of Gareth R. Jones. All rights 
reserved. For the most recent financial results of the company 
discussed in this case, go to http://finance.yahoo.com, input the com- 
pany’s stock symbol, and download the latest company report from 
its homepage. 
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Kodak’s History 


Eastman Kodak Co. was incorporated in New Jersey 
on October 24, 1901, as successor to the Eastman 
Dry Plate Co., the business originally established by 
George Eastman in September 1880. The Dry Plate 
Co. had been formed to develop a dry photographic 
plate that was more portable and easier to use than 
other plates in the rapidly developing photography 
field. To mass-produce the dry plates uniformly, 
Eastman patented a plate-coating machine and 
began to manufacture the plates commercially. East- 
man’s continuing interest in the infant photographic 
industry led to his development in 1884 of silver 
halide paper-based photographic roll film. Eastman 
capped this invention with his introduction of the 
first portable camera in 1888. This camera used his 
own patented film, which was developed using his 
own proprietary method. Thus Eastman had gained 
control of all the stages of the photographic process. 
His breakthroughs made possible the development of 
photography as a mass leisure activity. The popular- 
ity of the “recorded images” business was immediate, 
and sales boomed. Eastman’s inventions revolution- 
ized the photographic industry, and his company was 
uniquely placed to lead the world in the development 
of photographic technology. 

From the beginning, Kodak focused on four pri- 
mary objectives to guide the growth of its business: 
(1) mass production to lower production costs, (2) 
maintaining the lead in technological developments, 
(3) extensive product advertising, and (4) the develop- 
ment of a multinational business to exploit the world 
market. Although common now, those goals were rev- 
olutionary at the time. In due course, Kodak’s yellow 
boxes could be found in every country in the world. 
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Preeminent in world markets, Kodak operated research, 
manufacturing, and distribution networks throughout 
Europe and the rest of the world. Kodak’s leadership in 
the development of advanced color film for simple, 
easy-to-use cameras and in quality film processing was 
maintained by constant research and development in its 
many research laboratories. Its huge volume of produc- 
tion allowed it to obtain economies of scale. Kodak was 
also its own supplier of the plastics and chemicals 
needed to produce film, and it made most of the com- 
ponent parts for its cameras. 

Kodak became one of the most profitable American 
corporations, and its return on shareholders’ equity 
averaged 18% for many years. To maintain its com- 
petitive advantage, it continued to invest heavily in 
research and development in silver halide photog- 
raphy, remaining principally in the photographic 
business. In this business, as the company used its 
resources to expand sales and become a global busi- 
ness, the name Kodak became a household word sig- 
nifying unmatched quality. By 1990, approximately 
40% of Kodak’s revenues came from sales outside the 
United States. 

Starting in the early 1970s, however, and especially 
in the 1980s, Kodak ran into major problems, reflected 
in the drop in return on equity. Its preeminence was 
being increasingly threatened as the photographic 
industry and industry competition changed. Major 
innovations were taking place within the photogra- 
phy business, and new methods of recording images 
and memories beyond silver halide technology, most 
noticeably digital imaging, were emerging. 


The New Industry Environment 


In the 1970s, Kodak began to face an uncertain envi- 
ronment in all its product markets. First, the color 
film and paper market from which Kodak made 75% 
of its profits experienced growing competition from 
Japanese companies, led by Fuji Photo Film Co. Fuji 
invested in huge, low-cost manufacturing plants, 
using the latest technology to mass-produce film in 
large volume. Fuji’s low production costs and aggres- 
sive, competitive price cutting squeezed Kodak’s 
profit margin. Finding no apparent differences in 
quality and obtaining more vivid colors with the 
Japanese product, consumers began to switch to the 
cheaper Japanese film, and this shift drastically re- 
duced Kodak’s market share. 
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Besides greater industry competition, another lia- 
bility for Kodak was that it had done little internally 
to improve productivity to counteract rising costs. 
Supremacy in the marketplace had made Kodak 
complacent, and it had been slow to introduce pro- 
ductivity and quality improvements. Furthermore, 
Kodak (unlike Fuji in Japan) produced film in many 
different countries in the world rather than in a single 
country, and this also gave Kodak a cost disadvantage. 
Thus the combination of Fuji’s efficient production 
and Kodak’s own management style allowed the 
Japanese to become the cost leaders—to charge lower 
prices and still maintain profit margins. 

Kodak was also facing competition on other 
product fronts. Its cameras had an advantage because 
of their ease of use as compared with complex 35- 
mm single-lens reflex models. They were also inex- 
pensive. However, the quality of their prints could 
not compare with those of 35-mm cameras. In 1970 
Kodak had toyed with the idea of producing a simple- 
to-use 35-mm camera but had abandoned it. In the 
late 1970s, however, the Japanese did develop an 
easy-to-use 35-mm pocket camera featuring such in- 
novations as auto flash, focus, and rewind. The qual- 
ity of the prints produced by these cameras was far 
superior to the grainy prints produced by the smaller 
Instamatic and disk cameras, and consumers began 
to switch to these products in large numbers. This 
shift led to the need for new kinds of film, which 
Kodak was slow to introduce, thus adding to its 
product problems. 

Shrinking market share due to increased competi- 
tion from the Japanese was not Kodak’s only problem. 
In the early 1980s, it introduced several less-than- 
successful products. In 1982, it introduced a new disk 
camera as a replacement for the pocket Instamatic. 
The disk camera used a negative even smaller than the 
negative of the Instamatic and was smaller and easier 
to use. Four and a half million units were shipped to 
the domestic market by Christmas, but almost a mil- 
lion of the units still remained on retailers’ shelves in 
the new year. The disk cameras had been outsold by 
pocket 35-mm cameras, which produced higher- 
quality pictures. The disk camera also sold poorly in 
the European and Japanese markets. Yet Kodak’s re- 
search showed that 90% of disk camera users were 
satisfied with the camera and especially liked its high 
“yield rate” of 93% printable pictures, compared with 
75% for the pocket Instamatic. 


A final blow on the camera front came when 
Kodak lost its patent suit with Polaroid Corp. Kodak 
had forgone the instant photography business in the 
1940s when it turned down Edwin Land’s offer to de- 
velop his instant photography process. Polaroid devel- 
oped it, and instant photography was wildly successful, 
capturing a significant share of the photographic mar- 
ket. In response, Kodak set out in the 1960s to develop 
its own instant camera to compete with Polaroid’s. 
According to testimony in the patent trial, Kodak 
spent $94 million perfecting its system, only to scrub it 
when Polaroid introduced the new SX-70 camera in 
1972. Kodak then rushed to produce a competing in- 
stant camera, hoping to capitalize on the $6.5 billon in 
sales of instant cameras. However, on January 9, 1986, 
a federal judge ordered Kodak out of the instant pho- 
tography business for violating seven of Polaroid’s 
patents in its rush to produce an instant camera. The 
cost to Kodak for closing its instant photography oper- 
ation and exchanging the 16.5 million cameras sold to 
consumers was over $800 million. In 1985 Kodak re- 
ported that it had exited the industry at a cost of $494 
million. However, the total costs of this misadventure 
were finally realized on July 15, 1991, when Kodak 
agreed to pay Polaroid a sum of $925 million to settle 
out of court a suit that Polaroid had brought against 
Kodak for patent infringement. 

On its third product front, photographic process- 
ing, Kodak also experienced problems. It faced stiff 
competition from foreign manufacturers of photo- 
graphic paper and from new competitors in the film- 
processing market. Increasingly, film processors were 
turning to cheaper sources of paper to reduce the 
costs of film processing. Once again the Japanese had 
developed cheaper sources of paper and were eroding 
Kodak’s market share. At the same time, many new 
independent film-processing companies had emerged 
and were printing film at far lower rates than Kodak’s 
own official developers. These independent laborato- 
ries had opened to serve the needs of drugstores and 
supermarkets, and many of them offered twenty- 
four-hour service. They used the less expensive paper 
to maintain their cost advantage and were willing to 
accept lower profit margins in return for a higher vol- 
ume of sales. As a result, Kodak lost markets for its 
chemical and paper products—products that had 
contributed significantly to its revenues and profits. 

The photographic industry surrounding Kodak 
had changed dramatically. Competition had increased 
in all product areas, and Kodak, while still the largest 
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producer, faced increasing threats to its profitability 
as it was forced to reduce prices to match the compe- 
tition. To cap the problem, by 1980 the market was all 
but saturated: 95% of all U.S. households owned at 
least one camera. Facing increased competition in a 
mature market was not an enviable position for a 
company used to high profitability and growth. 

The second major problem that Kodak had to 
confront was due not to increased competition in ex- 
isting product markets but to the emergence of new 
industries that provided alternative means of pro- 
ducing and recording images. The introduction of 
videotape recorders, and later video cameras, gave 
consumers an alternative way to use their dollars to 
produce images, particularly moving images. Video 
basically destroyed the old, film-based home movie 
business on which Kodak had a virtual monopoly. 
After Sony’s introduction of the Betamax machine in 
1975, a video industry grew into a multibillion-dollar 
business. VCRs and 16-mm video cameras became 
increasingly hot-selling items as their prices fell with 
the growth in demand and the standardization of 
technology. The development of compact 8-mm 
video cameras that were much smaller than the 16- 
mm version, and then the later introduction of laser 
disks, compact disks, and, in the 1990s, DVDs were 
also significant developments. The vast amount of 
data that can be recorded on these disks gave them a 
great advantage in reproducing images through elec- 
tronic means. It was increasingly apparent that the 
whole nature of the imaging and recording process 
was changing from chemical methods of reproduc- 
tion to electronic, digital methods. Kodak’s managers 
should have perceived this transformation to digital- 
based methods as a disruptive technology because its 
technical preeminence was based on silver halide 
photography. However, as is always the case with 
such technologies, the real threat lies in the future. 

These changes in the competitive environment 
caused enormous difficulties for Kodak. Between 
1972 and 1982, profit margins from sales declined 
from 15.7 to 10.7%. Kodak’s glossy image lost its lus- 
ter. It was in this declining situation that Colby 
Chandler took over as chairman in July 1983. 


Kodak’s New Strategy 


Chandler saw the need for dramatic changes in Kodak’s 
businesses and quickly pioneered four changes in strat- 
egy: (1) he strove to increase Kodak’s control of its 
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existing chemical-based imaging businesses; (2) he 
aimed to make Kodak the leader in electronic imag- 
ing; (3) he spearheaded attempts by Kodak to diver- 
sify into new businesses to increase profitability; and 
(4) he began on major efforts to reduce costs and 
improve productivity. To achieve the first three ob- 
jectives, he began a huge program of acquisitions, 
realizing that Kodak did not have the time to venture 
new activities internally. Because Kodak was cash 
rich and had low debt, financing these acquisitions 
was easy. 

For the next six years, Chandler acquired busi- 
nesses in four main areas, and by 1989 Kodak had 
been restructured into four main operating groups: 
imaging, information systems, health, and chemi- 
cals. In a statement to shareholders at the annual 
meeting in 1988, Chandler announced that with the 
recent acquisition of Sterling Drug for $5 billion the 
company had achieved its objective: “With a sharp 
focus on these four sectors, we are serving diversified 
markets from a unified base of science and manufac- 
turing technology. The logical synergy of the Kodak 
growth strategy means that we are neither diversi- 
fied as a conglomerate nor a company with a one- 
product family.” 

The way these operating groups developed under 
Chandler’s leadership is described in the following 
text. 


The Imaging Group 


Imaging comprised Kodak’s original businesses, in- 
cluding consumer products, motion picture and au- 
diovisual products, photo finishing, and consumer 
electronics. The unit was charged with strengthening 
Kodak’s position in its existing businesses. Kodak’s 
strategy in its photographic imaging business has 
been to fill gaps in its product line by introducing 
new products either made by Kodak or bought from 
Japanese manufacturers and sold under the Kodak 
name. For example, in attempting to maintain mar- 
ket share in the camera business, Kodak introduced a 
new line of disk cameras to replace the Instamatic 
lines. However, in addition, Kodak bought a minority 
stake and entered into a joint venture with Chinon of 
Japan to produce a range of 35-mm automatic cam- 
eras that would be sold under the Kodak name. This 
arrangement would capitalize on Kodak’s strong 
brand image and give Kodak a presence in this mar- 
ket to maintain its camera and film sales. That ven- 
ture succeeded; Kodak sold 500,000 cameras and 
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gained 15% of the market. In addition, Kodak in- 
vested heavily in developing new and advanced film. 
It introduced a whole new range of “DX” coded film 
to match the new 35-mm camera market film that 
possesses the vivid color qualities of Fuji film. Kodak 
had not developed vivid film color earlier because of 
its belief that consumers wanted “realistic” color. 

Kodak also made major moves to solidify its hold 
on the film-processing market. It attempted to stem 
the inflow of foreign low-cost photographic paper by 
gaining control over the processing market. In 1986 it 
acquired Texas-based Fox Photo Inc. for $96 million 
and became the largest national wholesale photo- 
graph finisher. In 1987, it acquired the laboratories of 
American Photographic Group. In 1989, it solidified 
its hold on the photo-finishing market by forming a 
joint venture between its operations and the photo- 
finishing operations of Fuqua industries. The new 
company, Qualex Inc., had ninety-four laboratories 
nationwide. These acquisitions provided Kodak with 
a large, captive customer for its chemical and paper 
products as well as control over the photo-finishing 
market. Also, in 1986 Kodak introduced new im- 
proved one-hour film-processing labs to compete 
with other photographic developers. To accompany 
the new labs, Kodak popularized the Kodak “Color 
Watch” system that requires these labs to use only 
Kodak paper and chemicals. Kodak hoped that this 
would stem the flow of business to one-hour mini- 
labs and also establish the industry standard for qual- 
ity processing. 

New and improved film products, including 
Kodak Gold Label film and Ektachrome film, were 
announced during 1988, as were new types of 35-mm 
cameras. Kodak also formed a battery venture with 
Matsushita to produce a range of alkaline batteries for 
Kodak. A gold-topped battery was introduced to 
compete with Duracell’s copper-top battery. More- 
over, Kodak internally ventured a new lithium battery 
that lasted six times as long as conventional batteries. 
As a result of these moves, Kodak regained control 
over the processing end of the market and made in- 
roads into the camera, film, and battery ends as well. 
In 1988, Kodak earnings were helped by the decline 
in value of the dollar, which forced Fuji Photo, its 
main competitor, to raise its prices. Consequently, 
Kodak was able to increase its prices. All these meas- 
ures increased Kodak’s visibility in the market; Kodak 
was protecting its mission of “You push the button, 
we do the rest.” 
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Kodak also engaged in a massive internal cost-cut- 
ting effort to improve the efficiency of the photographic 
products group. Beginning in 1984 it introduced more 
and more stringent efficiency targets aimed at reducing 
waste while increasing productivity. In 1986, it estab- 
lished a baseline for measuring the total cost of waste 
incurred in the manufacture of film and paper through- 
out its worldwide operations. By 1987 it had cut that 
waste by 15%, and by 1989 it announced total cost sav- 
ings worth $500 million annually. 

Despite these strategic moves, the net earnings of 
Kodak’s photographic business dropped dramatically 
in 1989. Although Kodak’s volume and sales of its 
products were up, profit margins were down. Polaroid 
with its new One Film product was advertising ag- 
gressively to capture market share. Fuji, realizing the 
strong threat posed by Kodak’s price cutting, re- 
sponded in kind, and a price war ensued. Both Fuji 
and Kodak were spending massive amounts to adver- 
tise their products in order to increase market share. 
In 1989, Kodak had 80% of the $7 billion film market 
while Fuji had 11%, but Fuji increased its advertising 
budget by 65% in 1989 to increase its market share 
and simultaneously offered discount coupons on its 
film products. Moreover, Fuji announced plans for a 
major new filmmaking plant in Europe—a plant the 
size of its Japanese plant, which by itself can produce 
enough film for one-quarter of the world market. The 
result was a huge amount of excess capacity in global 
film production as Fuji, the cost leader, went all out to 
build global market share through aggressive pricing. 

Kodak’s losses mounted as it was forced to reduce 
prices to counter Fuji’s attempts to build market share 
and to give multipack discounts on its products. Also 
to fight back, Kodak announced a fifteen-year agree- 
ment with the Walt Disney Co. to use Disney charac- 
ters in its advertising. However, these moves were very 
expensive for Kodak and slashed profits. They also 
offset most of the benefits from Kodak’s cost-cutting 
effort, and the slow growth in Kodak’s core photo- 
graphic imaging business meant that there was little 
prospect of increasing profitability. 

It was because of this slow industry growth that 
Chandler saw the need for diversification. Because 
sales increased only 5% a year and Kodak already had 
80% of the market, it was tied to the fortunes of one 
industry. While this made Kodak cash-rich when com- 
petition was weak, it made Kodak poor when competi- 
tion increased. This fact, plus the increasing use and 
growing applications of digital imaging techniques, 
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led to Chandler’s second strategic thrust: an immedi- 
ate policy of acquisition and diversification into the 
electronic imaging business with the stated goal of 
being “first in both industries’>—imaging and digital. 


The Information Systems Group 


In 1988, when Sony introduced an electronic camera 
that could take still pictures and then transmit them 
back to a television screen, it became increasingly ob- 
vious that the threat to Kodak from new electronic 
imaging techniques would continue to increase. Al- 
though pictures taken with video film could not 
match the quality achieved with chemical reproduc- 
tion, the advent of compact disks offered the prospect 
of an imaging medium that could meet such stan- 
dards in the future. For the company to survive and 
prosper in the imaging business, Kodak’s managers 
began to realize that it required expertise in a broad 
range of technologies to satisfy customers’ recording 
and imaging needs—they began to see the threat 
posed by the disruptive technology. Kodak’s managers 
saw that a large number of different types of elec- 
tronic markets were emerging. Electronic imaging 
had become important in the medical sciences and in 
all business, technical, and research activities, driven 
by the advent of powerful personal computers. How- 
ever, Kodak’s managers did not choose to focus on im- 
aging products and markets close to “photographs.” 
They began to target any kind of imaging applications 
in communications, computer science, and various 
hard-copy-output technologies that they believed 
might be important in the imaging markets of the fu- 
ture. Since Kodak had no expertise in digital imaging, 
it began to buy companies its managers perceived 
did have these skills, and then pursued its strategy of 
marketing the products of these companies under its 
own famous brand name—for instance, an electronic 
publishing system for corporate documents and an 
automated microfilm-imaging system. 

Kodak thus began a strategy of acquisitions and 
joint ventures to invest its excess cash in new imagin- 
ing technologies that it hoped, somehow, would lead 
to increased future profitability. In the new informa- 
tion systems group, several acquisitions were made, 
including Atex Inc., Eikonix Corp., and Disconix Inc. 
Atex, acquired in 1981, made newspaper and maga- 
zine electronic publishing and text-editing systems to 
newspapers and magazines worldwide as well as to 
government agencies and law firms. Eikonix Corp. was 
a leader in the design, development, and production of 
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precision digital imaging systems. Further growth within 
the information systems group came with the develop- 
ment of the Ektaprint line of copier-duplicators. The 
copiers achieved good sales growth and reached new 
standards for quality, reliability, and productivity in the 
very competitive high-volume segment of the copier 
marketplace. In 1988, Kodak announced another major 
move into the copier service business. It purchased 
IBM’s copier service business and copier sales agree- 
ments in the United States. Kodak also announced that 
it would market copiers manufactured by IBM while 
continuing to market its own Ektaprint copiers. This 
service agreement was eventually extended to sixteen 
countries outside the United States. 

Kodak also announced two new image manage- 
ment packages: the Kodak Ektaprint Electronic Pub- 
lishing System (KEEPS) and the Kodak Imaging 
Management System (KIMS). KIMS electronically 
scans, digitizes, and stores film images and transmits 
image information electronically. The system enables 
users with large, active databases to view and manip- 
ulate information stored on microfilm and magnetic 
or optical disks. KEEPS was a high-quality electronic 
publishing package that had the ability to edit, print, 
and update text and graphics for publications. How- 
ever, the KEEPS package included a computer made 
by Sun Microsystems, software produced by Interleaf 
Inc. and just enhanced by Kodak, and a printer man- 
ufactured by Canon. In 1988, Kodak announced that 
it would begin marketing a “VY-P1” printer developed 
in a joint venture with Hitachi to make high-quality 
still images from VCRs and camcorders. Although 
Kodak had begun to spend more and more of its R&D 
budget on digital imaging, it still had not internally 
ventured any important new products. 

Moreover, these new markets did not overlap 
much with its core photography business. With these 
moves, Kodak extended its activities into the electronic 
areas of artificial intelligence, computer systems, con- 
sumer electronics, peripherals, telecommunications, 
and test and measuring equipment. Kodak was hoping 
to gain a strong foothold in these new businesses to 
make up for losses in its traditional business—not to 
strengthen its core business. 

Soon, Kodak’s managers began to purchase im- 
aging companies that made products as diverse as 
computer workstations and floppy disks. It aggres- 
sively acquired companies to fill in its product lines 
and obtain technical expertise in information sys- 
tems. After taking more than a decade to make its 
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first four acquisitions, Kodak completed seven acqui- 
sitions in 1985 and more than ten in 1986. Among 
the 1985 acquisitions—for $175 million—was Verba- 
tim Corp., a major producer of floppy disks. This ac- 
quisition made Kodak one of the three big producers 
in the floppy disk industry. 

Entry into the information systems market, like 
the expansion in its core photographic products busi- 
ness, produced new competitive problems for Kodak. 
In entering office information systems, Kodak entered 
areas where it faced strong competition from estab- 
lished companies such as IBM, Apple, and Sun. The 
Verbatim acquisition brought Kodak into direct com- 
petition with 3M. Entering the copier market brought 
Kodak into direct competition with Japanese firms 
such as Canon that competitively marketed their own 
lines of advanced, low-cost products. Kodak was en- 
tering new businesses where it had little expertise, 
where it was unfamiliar with the competitive prob- 
lems, and where there was already strong competition. 

Thus Kodak was forced to retreat from some of 
these markets. In 1990, it announced that it would sell 
Verbatim to Mitsubishi. (Mitsubishi was immediately 
criticized by Japanese investors for buying a company 
with an old, outdated product line.) Kodak was soon 
forced to withdraw from many other areas of business 
by selling assets or closing operations and taking a 
write-off. For example, to reduce costs it sold Sayett 
Technology, Kodak Video programs and videocas- 
settes, and Aquidneck Data Corp. The decline in the 
performance of the information systems group, at- 
tributed to increased competition, a flat office systems 
market, and delays in bringing out new products, re- 
duced earnings from operations from a profit of 
$311 million in 1988 to a loss of $360 million in 1989. 


The Health Group 


Kodak’s interest in health products emerged from its 
involvement in the design and production of film for 
medical and dental x-rays. The growth of imaging in 
medical sciences offered Kodak an opportunity to 
apply its skills in new areas, and it began to develop 
such products as Kodak Ektachem—clinical blood an- 
alyzers. It developed other products—Ektascan laser 
imaging films, printers, and accessories—for im- 
proving the display, storage, processing, and retrieval 
of diagnostic images. 

However, Kodak did not confine its interests in 
medical and health matters to imaging-based prod- 
ucts. In 1984, it established within the health group a 
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life sciences division to develop and commercialize 
new products deriving from Kodak’s distinctive com- 
petencies in chemistry and biotechnology. One of the 
division’s objectives was to focus on product opportu- 
nities in markets with relatively few competitors and 
high profit potential—products such as nutritional 
supplements that can be delivered orally or intra- 
venously, as well as nutrition products for sale over the 
counter to consumers. Another objective was to de- 
velop innovative ways to control the absorption of 
pharmaceutical drugs into the body so that a drug 
would remain therapeutically effective for the opti- 
mum amount of time. A third objective involved de- 
veloping new applications for existing products and 
processes. Kodak had in its files about 500,000 chemi- 
cal formulations on which it could base new products. 

Within life sciences was the bioproducts division, 
which engaged in joint research with biotechnology 
companies such as Cetus Corp., Amgen, and Im- 
munex. Bioproducts pursued an aggressive strategy 
to scale up and commercialize products based on 
biotechnology derived from in-house as well as out- 
side contract research. Ventures entered into by the 
bioproducts division included an agreement with 
Advanced Genetic Sciences for the commercial pro- 
duction of SNOW-MAX, a product useful in making 
artificial snow for ski areas. 

Kodak began to enter into joint ventures in the 
biotechnical industry, both to build its business and 
to enter new businesses. In April 1985 Kodak and 
ICN Pharmaceuticals jointly announced the forma- 
tion of a research institute that would explore new 
biomedical compounds aimed at stopping the spread 
of viral infections and slowing the aging process. 
Kodak and ICN were to invest $45 million over six 
years to form and operate the Nucleic Acid Research 
Institute, a joint venture located at ICN’s Costa Mesa, 
California, facility. The institute would dedicate 
much of its research exclusively to preclinical studies 
of new antiviral and anti-aging substances. 

However, these advances into biotechnology 
proved expensive, and the uncertainty of the indus- 
try caused Kodak to question the wisdom of entering 
this highly volatile area. In 1988, to reduce the costs 
of operating the bioproducts division, a joint venture 
incorporating bioproducts was formed between 
Kodak and Cultor Ltd. of Finland, and Kodak essen- 
tially left the market. The remaining parts of the life 
sciences division were then folded into the health 
group in 1988, when Chandler completed Kodak’s 
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biggest acquisition, the purchase of Sterling Drug for 
more than $5 billion. 

The Sterling acquisition once again totally altered 
Kodak’s strategy for the health group. Sterling Drug is 
a worldwide manufacturer and marketer of prescrip- 
tion drugs, over-the-counter medicine, and consumer 
products. It has such familiar brand names as Bayer 
aspirin, Phillips’ milk of magnesia, and Panadol. 
Chandler thought this merger would provide Kodak 
with the marketing infrastructure and international 
drug registration that it needed to become a major 
player in the pharmaceuticals industry. With this ac- 
quisition, Kodak’s health group became pharmaceu- 
tically oriented, its mission being to develop a full 
pipeline of major prescription drugs and a world- 
class portfolio of over-the-counter medicine. 

Analysts, however, questioned the acquisition. 
Once again Chandler was taking Kodak into an in- 
dustry where competition was intense and the indus- 
try itself was consolidating because of the massive 
cost of drug development. Kodak had no expertise in 
this area, despite its forays into biotechnology, and the 
acquisition was unrelated to the other activities of the 
health group. Some analysts claimed that the acquisi- 
tion was aimed at deterring a possible takeover of 
Kodak and that it was too expensive. 

The acquisition of Sterling dramatically increased 
the sales of the health group but dampened Kodak’s 
earnings and helped lead to a reversal in profits in 
1989. Moreover, by purchasing Sterling, Kodak had 
obtained Sterling’s Lehn & Fink products division, 
which produced products as diverse as Lysol and Min- 
wax wood-care products. Far from wishing to sell this 
division, Kodak believed that this acquisition would 
lead to long-term profits. Analysts asked whether this 
was growth without profitability. 


The Chemicals Group 


Established more than sixty-five years ago as a supplier 
of raw materials for Kodak’s film and processing busi- 
nesses, the Eastman Chemical Co. has been responsible 
for developing many of the chemicals and plastics that 
have made Kodak the leader in the photographic in- 
dustry. The company has also been a major supplier 
of chemicals, fibers, and plastics to thousands of cus- 
tomers worldwide. Kodak has been enjoying in- 
creased growth in its plastic material and resins unit 
because of outstanding performance and enthusias- 
tic customer acceptance of Kodak PET (polyethylene 
terephthalate), a polymer used in soft-drink bottles 
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and other food and beverage containers. The growth 
in popularity of 16-ounce PET bottles spurred a 
record year for both revenue and volume in 1985. 
Kodak announced the opening of a major new PET 
facility in England in 1988. In 1986, three new busi- 
nesses were established within the chemicals group: 
specialty printing inks, performance plastics, and an- 
imal nutrition supplements. They all had the com- 
mon objective of enabling the chemicals group to 
move quickly into profitable new market segments 
where there is the potential for growth. 

In its chemical business, too, Kodak ran into the 
same kinds of problems experienced by its other op- 
erating groups. There is intense competition in the 
plastics industry, not only from U.S. firms like DuPont 
but also from large Japanese and European firms like 
Imperial Chemical Industries PLC and Hoech, which 
compete directly with Kodak for sales. In specialty 
plastics and PET, for example, volume increased but 
Kodak was forced to reduce prices by 5% to compete 
with other firms in the industry. This squeeze in 
profit margins also contributed to the reversal in 
earnings in 1989. 


Logical Synergies? 

With the huge profit reversal in 1989 after all the years 
of acquisition and internal development, analysts were 
questioning the existence of the “logical synergy” that 
Chandler claimed for Kodak’s businesses. Certainly, 
the relative contributions of the various operating 
groups to Kodak’s total sales differed from the past, 
and Kodak was somewhat less dependent on the pho- 
tographic industry. But was Kodak positioned to 
compete successfully in the 1990s? What was the ra- 
tionale for Kodak’s entry into different businesses? 
What were the synergies that Chandler was talking 
about? Wasn’t the improvement on profits in 1990 
due to corporate restructuring to reduce costs? 


Corporate Restructuring 
and Cost Reduction 


As Chandler tackled changes in strategy, he also di- 
rected his efforts at reshaping Kodak’s management 
style and organizational structure to (1) reduce costs 
and (2) make the organization more flexible and at- 
tuned to the competitive environment. Because of its 
dominance in the industry, in the past, Kodak had 
not worried about outside competition. As a result, 
the organizational culture at Kodak emphasized 
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traditional, conservative values rather than entrepre- 
neurial values. Kodak was often described as a conser- 
vative, plodding monolith because all decision making 
had been centralized at the top of the organization 
among a clique of senior managers. Furthermore, the 
company had been operating along functional lines. 
Research, production, and sales and marketing had 
operated separately in different units at corporate 
headquarters and dispersed to many different global 
locations. Kodak’s different product groups also oper- 
ated separately. The result of these factors was a lack of 
communication and slow, inflexible decision making 
that led to delays in making new product decisions. 
When the company attempted to transfer resources 
between product groups, conflict often resulted, and 
the separate functional operations also led to poor 
product group relations, for managers protected their 
own turf at the expense of corporate goals. Moreover, 
there was a lack of attention to the bottom line, and 
management failed to institute measures to control 
waste. 

Another factor encouraging Kodak’s conservative 
orientation was its promotion policy. Seniority and 
loyalty to “mother Kodak” counted nearly as much as 
ability when it came to promotions. Only twelve 
presidents had led the company since its beginnings 
in the 1880s. Long after George Eastman’s suicide in 
1932, the company followed his cautious ways: “If 
George didn’t do it, his successors didn’t either.” 

Kodak’s technical orientation also contributed to 
its problems. Traditionally, its engineers and scientists 
had dominated decision making, and marketing had 
been neglected. The engineers and scientists were per- 
fectionists who spent enormous amounts of time de- 
veloping, analyzing, testing, assessing, and retesting 
new products. Little time, however, was spent deter- 
mining whether the products satisfied consumer 
needs. As a result of this technical orientation, man- 
agement passed up the invention of xerography, leav- 
ing the new technology to be developed by a small 
Rochester, New York, firm named Haloid Co. (later 
Xerox). Similarly, Kodak had passed up the instant 
camera business. Kodak’s lack of a marketing orienta- 
tion allowed competitors to overtake it in several areas 
that were natural extensions of the photography busi- 
ness, such as 35-mm cameras and video recorders. 

Kodak’s early management style, while profitable 
throughout the 1960s because of the company’s priv- 
ileged competitive position, was thus creating diffi- 
culties. With its monopoly in the photographic film 
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and paper industry gone, Kodak was in trouble. 
Chandler had to alter Kodak’s management orienta- 
tion. He began with some radical changes in the 
company’s culture and structure. 

Firmly committed to cost cutting, Chandler or- 
chestrated a massive downsizing of the work force to 
eliminate the fat that had accumulated during Kodak’s 
prosperous past. Traditionally, Kodak had prided itself 
on being one of the most “Japanese” of all U.S. compa- 
nies, hiring college graduates and giving them a per- 
manent career. Now it had to go against one of its 
founding principles and reduce its work force. Kodak’s 
policy of lifetime employment was swept out the door 
when declining profitability led to a large employee 
layoff. Chandler instituted a special early retirement 
program, froze pay raises, and ordered the company’s 
first layoffs in more than a decade. By 1985, the “yellow 
box factory” had dropped 12,600 of its 136,000 em- 
ployees. To further reduce costs in 1986, divisions were 
required to cut employment by an additional 10% and 
to cut budgetary expenditures by 5%. These measures 
helped, but because of Kodak’s deteriorating perform- 
ance, new rounds of cost cutting came in 1988 and 
1989. Additional 5% reductions in employment aimed 
at saving $1 billion. The effect of these huge cuts was 
seen in 1990 when profits rebounded; however, it was 
not clear whether their effect on earnings would be 
short run or long run. 

Although these measures had an effect on 
Kodak’s culture, Chandler still needed to reshape 
Kodak’s structure. In 1985 he began by shedding the 
old, stratified corporate structure for what he called 
an “entrepreneurial” approach. The first step was to 
reorganize the imaging group into seventeen operat- 
ing units. Each of the seventeen lines of business con- 
tained all the functions necessary for success, including 
marketing, financial, planning, product development, 
and manufacturing. Each unit was treated as an inde- 
pendent profit center and was managed by a young ex- 
ecutive with authority over everything from design to 
production. All units had the common goal of im- 
proving quality and efficiency and eliminating prob- 
lems in the transfer of resources and technology 
among operating groups. The purpose behind this 
change was to eliminate the old divisional orienta- 
tion, which had led to competition and reduced inte- 
gration within the company. Chandler hoped the 
changes in organizational control and structure 
would promote innovation, speed reaction time, and 
establish clear profit goals. With this restructuring, 
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Chandler also reduced Kodak’s top-heavy manage- 
ment to decentralize decision making to lower levels 
in the hierarchy. This reorganization was a sign that 
the company was at last shedding its paternalistic ap- 
proach to management. 

With its new risk-taking attitude, Kodak also at- 
tempted to create a structure and culture to encour- 
age internal venturing. It formed a “venture board” 
to help underwrite small projects and make conven- 
tional venture capital investments. In addition, the 
company created an “office of submitted ideas” to 
screen outside projects. Kodak received more than 
three thousand proposals, but only thirty survived 
the screening process. This aggressive research pro- 
gram led to a breakthrough in tubular silver halide 
grains, which improve the light-gathering capabil- 
ity of film. The discovery resulted in the new line of 
35-mm products. However, Kodak’s attempts at new 
venturing were generally unsuccessful. Of the four- 
teen ventures that Kodak created, six were shut down, 
three were sold, and four were merged into other divi- 
sions. One reason was Kodak’s management style, 
which also affected its new businesses. Kodak’s top 
managers never gave operating executives real author- 
ity or abandoned the centralized, conservative ap- 
proach of the past. One example is Kodak’s managing 
of Atex Inc., the manufacturer of desktop publishing 
systems that Kodak bought in 1981. Because of 
Kodak’s overbearing management style, the top execu- 
tives and employees of Atex resigned, creating serious 
management problems for Kodak. The Atex executives 
claimed that Kodak executives were hardworking but 
bureaucratic and did not understand the competitive 
nature of computer technology. Kodak managers 
should have been reacting to the computer market- 
place weekly. They did not, and Atex executives could 
not handle Kodak’s slow pace. 

Another reason for the failure at managing new 
ventures and acquisitions was that Kodak did not 
give managers an equity stake in the new ventures, so 
they felt that they had no stake in the ventures’ suc- 
cess. Having learned its lesson, Kodak announced 
that throughout the company pay would be more 
closely related to performance. For example, in 1990 
up to 40% of a manager’s annual compensation was 
to be based on corporate performance. Even at the 
middle-manager level, 15% of compensation was to 
be linked to company results. Kodak hoped by these 
measures to make the company more entrepreneurial 
and to move it along the cost reduction path. 
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Kodak also reorganized its worldwide facilities to 
reduce costs. International divisions were turning 
out identical products at higher cost than their coun- 
terparts in the United States. In a plan to coordinate 
worldwide production to increase productivity and 
lower costs, Kodak streamlined European production 
by closing duplicate manufacturing facilities and 
centralizing production and marketing operations, 
and it also brought some foreign manufacturing 
home. As a result, Kodak gained $55 million in pro- 
ductivity savings. However, Fuji’s new European fa- 
cility posed a severe challenge. Starting from scratch 
and employing production techniques learned from 
low-cost Japanese operations, Fuji remained the clear 
cost leader with the ability to start a price war to in- 
crease market share. 


George Fisher Changes Kodak 


Chandler retired as CEO in 1989 and was replaced by 
his chief operating officer, Kay Whitmore, another 
Kodak veteran. Whitmore immediately was forced to 
confront the problem of dealing with the poor per- 
formance of Chandler’s misguided acquisitions. As 
Kodak’s performance continued to plunge under his 
leadership, however, he came under intense scrutiny 
from analysts, who began to question the whole logic 
behind Kodak’s aggressive diversification efforts. 
Whitmore responded by hiring managers from out- 
side Kodak to help him restructure the company, but 
when they proposed selling off most of Kodak’s new 
acquisitions and laying off many more thousands of 
employees to reduce costs, Whitmore resisted. He, 
too, was entrenched in the old Kodak culture and was 
unwilling to take such drastic steps. Finally, after con- 
tinued criticism from analysts, Kodak’s board of di- 
rectors ousted Whitmore as CEO, and in 1993 George 
Fisher, the first outsider to lead Kodak in 117 years, 
became the new CEO. Fisher left his job as CEO of 
Motorola to join Kodak. At Motorola, he had been 
credited with leading that company into the digital 
age, and it was his expertise in the digital sector that 
led to his appointment. Fisher was given 2 million 
Kodak stock options at around $90 a share, Kodak’s 
then stock price, to reward him for what many felt 
would be a fast turnaround in Kodak’s fortunes. 
Fisher’s strategy was to reverse Chandler’s diversi- 
fication into any industry in the digital sector. Kodak’s 
principal thrust, Fisher decided, should be to 
strengthen its competencies in the digital photography 
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industry. However, given that Kodak had spent so 
much money on making its acquisitions, the question 
was what to do about its other businesses, especially 
as the company was now burdened with increasing 
debt from its acquisitions and falling profits. Fisher’s 
solution was dramatic. 

Looking at Kodak’s four business groups, he de- 
cided that the over-the-counter drugs component of 
the health products group was doing nothing to add 
value to Kodak’s profitability, and he decided to di- 
vest Sterling Drugs and use the cash to pay off debt. 
Soon, all that was left of this group was the health 
imaging business. Fisher also decided that the chemi- 
cals group, despite its expertise in the invention and 
manufacture of chemicals, no longer fitted with his 
new digital strategy. Henceforth Kodak would buy its 
chemicals in the open market, and in 1995 he spun 
this group off and gave each Kodak shareholder a 
share in the new company, Eastman Chemicals, 
whose stock price soon increased rapidly. The infor- 
mation systems group with its diverse businesses was 
a more difficult challenge; the issue was which com- 
ponents would help promote Kodak’s new digital 
strategy and which were superfluous and could be 
sold off. In the end, Fisher decided that Kodak would 
focus on building its presence in the document imag- 
ing industry with a focus on photocopiers, commer- 
cial inkjet printers, and commercial digital imaging 
and either sold or closed down the various other 
parts of the business that did not fit this theme. 
However, he also decided to outsource the sales and 
service end of the business, and in 1995 Kodak an- 
nounced an agreement with Danka Business Systems 
for it to sell and service Kodak’s high-volume copiers 
throughout the United States and Canada. 

With these actions, within two years Fisher had 
pared down Kodak’s debt by $7 billion, dumped 
chemicals and health, and boosted Kodak’s stock 
price—all this signaled good times ahead. However, 
Fisher still had to confront the problems inside 
Kodak’s core photographic imaging group, and here 
the solution was neither easy nor quick. Kodak was 
still plagued by high operating costs that were still 
27% of annual revenue, and Fisher knew he needed 
to get these costs down to about 15 to 20% to com- 
pete effectively in the digital world. Kodak’s work 
force had shrunk to 95,000 by 1993, and he wanted 
to avoid further layoffs, which would demoralize an 
already shaken work force. But with Kodak’s current 
revenue in 1995 of $16 billion, this would mean 
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finding ways to squeeze another couple of billion out 
of operating costs. 

At the same time, Fisher also knew that Kodak 
had to invest more and more of its R&D budget into 
digital imaging. Kodak had no particular compe- 
tency in making either digital cameras or the soft- 
ware necessary to allow them to operate efficiently. 
Soon Kodak was spending over $400 million a year 
on digital projects. However, new digital products 
were slow to come on line. Also, consumers were slow 
to embrace digital photography, the cameras were ex- 
pensive and bulky, the software was complicated to 
use, and printing digital photographs was both ex- 
pensive and difficult at this time. Neither Kodak nor 
its customers had ramped up the digital photography 
learning curve, and by 1997 its digital business was 
still losing over $100 million a year. 

To compound matters, in 1995 Fuji Film decided 
to open up a state-of-the-art filmmaking operation 
in the United States to further attack the $6 billion 
film market with “home-grown” products. Fuji also 
snatched the biggest photo-finishing contract in the 
United States, the Wal-Mart account, away from 
Kodak in 1995, and soon after sales of Fuji film in 
Wal-Mart started to rocket. Through 1995-1997 Fuji 
also lowered its prices and started a price war, and by 
1997 Kodak’s share of the U.S. film market had fallen 
to 78%, down a further 4% from 1996, while Fuji’s 
had risen to 14%. This loss of four points cost Kodak 
about $125 million in lost sales, and sales of private- 
label film were beginning to increase, putting more 
pressures on revenues and costs. 

To speed product development, Fisher reorgan- 
ized Kodak’s product groups into fourteen au- 
tonomous business units based on serving the needs 
of distinct groups of customers, such as those for its 
health products or commercial products. The idea 
was to decentralize decision making, thus putting 
managers closer to their major customers and escap- 
ing from Kodak’s suffocating centralized style of de- 
cision making. Fisher also changed the top managers 
in charge of the film and camera units; however, he 
did not bring in many outsiders to spearhead the 
new digital efforts. This new emphasis on customer 
groups also meant that overhead costs rose because 
each unit had its own complement of functions; thus 
sales forces and so on were duplicated. 

Fisher had been performing the roles of Kodak’s 
chairman, CEO, president, and COO—something 
that analysts now started to complain about bitterly. 
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How could Kodak get rid of its centralized decision- 
making style when its new leader apparently wanted 
to centralize all important decision making in his 
own hands? The reorganization into fourteen au- 
tonomous business units had not decentralized con- 
trol to business unit leaders, and Fisher and his top 
management team were still overseeing all important 
strategy decisions. This explained the slow pace of 
change at Kodak. Thus while Fisher had brought 
Kodak’s focus back to its core photography business, 
he had not put in place the infrastructure that would 
allow its managers to achieve its new digital mission. 

In 1996, Fisher finally realized his dilemma, and 
with pressure from the board, Daniel A. Carp was 
named Kodak’s president and COO, the appointment 
to COO meaning that he was Fisher’s heir apparent 
as Kodak’s CEO. Carp was a Kodak veteran who had 
spearheaded the global consolidation of its opera- 
tions and its entry into major new international 
markets such as China. He was widely credited with 
having had a major impact on Kodak’s attempts to 
fight Fuji on a global level and help it to maintain its 
market share. Henceforth, Kodak’s digital and applied 
imaging, business imaging, and equipment manufac- 
turing—almost all its major operating groups— 
would now report to Carp. Carp also retained control 
of the Greater China region, where potential future 
film sales were seen as crucial to Kodak’s future in its 
battle with arch-rival Fuji. 

However, Kodak’s revenues and profits continued 
to decline during the mid to late 1990s. It was slowly 
but steadily losing market share in its core film busi- 
ness to Fuji, but now generic film brands were also at- 
tracting customers and putting squeezes on profit 
margins. By 2000 analysts estimated it had only 66% 
of the U.S. market. Although the major price war with 
Fuji was over, sales of private-label film were still ris- 
ing, and Kodak was periodically forced to use tactics 
such as multipack price discounts and rebates to pre- 
vent even further erosions to its market share, even at 
the cost of profits. Fisher knew that Kodak must pre- 
serve its market share to protect its future profitability 
and to give time both for it to develop its own digital 
competencies and for customers to develop an under- 
standing and appetite for digital cameras. Meanwhile, 
the quality of the pictures taken by digital cameras 
was advancing rapidly as more and more pixels were 
being crammed into them. Also, at the low end, the 
price of a basic digital camera was falling rapidly be- 
cause of economies of scale in production. Perhaps, 
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finally, the digital photography market was taking off, 
but would Kodak be able to meet the challenge? 

Despite early enthusiasm from analysts, Kodak’s 
slow progress on all fronts and Fisher’s leadership 
had become a major disappointment. When in July 
1997 Fisher announced poor second-quarter results, 
analysts and shareholders who had bought into his 
new strategy for Kodak began to bail out. Its share 
price soon tumbled to below $70 from $90, and 
Fisher’s stock options that had been granted at $90 
were now valueless at this price. Many analysts won- 
dered if Kodak’s board had been right in February 
1997 to extend Fisher’s contract for three more years 
to December 31, 2000. 


Carp’s Growing Influence 


With Carp now in control of both Kodak’s digital 
and global operations, the pace of change started to 
quicken. In 1997, Kodak announced it would open 
an office of the COO in Hong Kong to capitalize on 
trends in emerging markets, especially because of 
China’s low-cost manufacturing advantages. Also in 
1997, Kodak increased its stake in the Japanese cam- 
era manufacturer Chinon to 50.1%, effectively taking 
control of the company that now was making its ad- 
vanced digital cameras and scanners. In 1998, Kodak 
announced its lowest-priced-yet digital camera with 
“megapixel” (million pixels per inch) image quality. 
This camera looked and operated like a conventional 
point-and-shoot camera. Kodak also bought Picture- 
vision Inc., whose digital Photonet online network 
products, combined with Kodak’s brand name, 
would attract more customers who could now scan 
their pictures into its digital network, transmit the 
images and share them with others, and also receive 
outputs ranging from reprints to enlargements. 
Photo retailers also named Kodak’s digital picture- 
maker kiosks the “top product of the year.” Cus- 
tomers could take their ordinary photographs and 
use the kiosks to remove red eye, do quick and easy 
color corrections, and zoom or crop to select and 
print the best part of a photo. Essentially, Kodak was 
using these kiosks to help customers learn about the 
advantages of digital photography and to help de- 
velop the market. Kodak and Intel also formed an 
agreement to use Intel digital scanning equipment in 
Kodak’s Qualex photo-finishing labs to make it easy 
for customers to put photos onto CD-ROM for use 
in home computers. In 1998, AOL and Kodak an- 
nounced a strategic alliance to offer AOL members 


C493 
Ss 


an exclusive online service, “You've Got Pictures,” 
whereby AOL members could have their regular 
processed pictures delivered in digital format to their 
AOL mailboxes. Customers were becoming increas- 
ingly familiar with how the new digital products 
worked, and Kodak was in the forefront of online ef- 
forts to capture customers and promote the Internet 
for transmission of digital images. 

Thus Kodak was beginning to make steady 
progress in its digital mission; its digital cameras 
were growing in popularity, in large part because of 
its developing competencies in making easy-to-use 
camera-printer software. Also, its digital kiosks and 
photo-finishing operations were being increasingly 
visited by customers, and their number was increas- 
ing rapidly both in the United States and globally. In 
recognition of his progress, in June 1999 Kodak’s 
board named Carp as new CEO of Kodak, and he was 
to keep his other roles of president and COO. Fisher 
was to remain chairman until January 2001. 

In the next few years, Kodak’s developing digital 
skills led to new products in all its major businesses. 
In 1999, its health imaging group announced the 
then fastest digital image management system for 
echocardiography labs. It also entered the digital ra- 
diography market with three state-of-the-art digital 
systems for capturing x-ray images. Its document im- 
aging group announced several new electronic docu- 
ment management systems. It also teamed up with 
inkjet maker Lexmark to introduce the stand-alone 
Kodak Personal Picture Maker by Lexmark, which 
could print color photos from both compact flash 
cards and Smart Media. Its commercial and govern- 
ment systems group announced advanced new high- 
powered digital cameras for uses such as in space and 
in the military. 

With these developments, Kodak’s net earnings 
shot up between 1998 and 2000, and its stock price 
recovered somewhat. However, one reason for the in- 
crease in net revenues was that the devastating price 
war with Fuji that had raged from 1979 to 1999 had 
ended as both companies saw that continuing to offer 
price discounts simply reduced both companies’ prof- 
its. Kodak also was still not getting quickly to the 
market the range of new digital imaging products it 
needed to drive its future profitability, since there 
was intense competition in the core film businesses, 
which had traditionally given it 30 to 40% of its prof- 
its. Here, as in film products, Kodak’s high operating 
costs overwhelmed the benefits it obtained from its 


new product introductions and hurt its bottom 
line—its profits were not increasing. 


Kodak in the Early 2000s 


New digital product developments and changing in- 
dustry conditions in most of its markets began to 
punish Kodak afresh as it entered the 2000s. In the 
consumer imaging group, for example, Kodak 
launched a new camera, the EasyShare, in 2001. Over 
4 million digital cameras were sold in 2000 and over 
6 million in 2001, and over a half-million of the easy- 
to-use new Kodak camera were sold in 2001. How- 
ever, given the huge development costs and intense 
competition from Japanese companies like Sony and 
Canon, which also make advanced cameras and 
“digicams,” Kodak has not yet made any money from 
its digital cameras—profit margins are razor thin be- 
cause of intense competition. Moreover, every time it 
sells a digital camera, it reduces demand for its high- 
margin film; so Kodak is cannibalizing a profitable 
product for an unprofitable one—with no choice in 
the matter. As a result, its profitability has plunged. 

Kodak argued that it would make more money 
in the future from sales of the paper necessary to 
print these images and from its photo-finishing op- 
erations. However, it is becoming increasingly obvi- 
ous that consumers are not printing out many of the 
photographs they take, preferring to save many in 
disk form and only selecting and printing out the few 
best ones to send to relatives and friends. With chem- 
ical films, one could not pick and choose; the whole 
roll had to be developed. So revenues are not increas- 
ing on this front. Moreover, it is the ink sellers such 
as Hewlett-Packard and Lexmark that have been 
charging monopoly prices for ink cartridges, which 
have been making the money in printing images, and 
Kodak has failed to use its strengths in chemicals to 
get into the printer ink business. 

On the photo-finishing end, Kodak’s future rev- 
enues and profits depend on it maximizing the num- 
ber of its in-store kiosks or the number of photo- 
finishing contracts with large chain stores. After 
Kodak lost the Wal-Mart contract to Fuji, it signed 
new agreements with Walgreens (the second largest 
U.S. film processor, with over 3,000 stores) and with 
Kmart. It also operated its own Fox and Qualex 
photo-finishing labs. However, in 2001, Kmart de- 
clared Chapter 11 bankruptcy, and the Fox photo 
store chain, which was primarily finishing traditional 
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roll film, went bankrupt, causing a large loss to 
Kodak. To compound matters, in June 2002 it was re- 
ported that Walgreens was testing Fuji’s new photo- 
finishing laboratory system in thirty of its stores and 
that it might award this important contract to Fuji 
when it came up for renewal sometime in 2002. In 
June 2002, recognizing that Fuji was gaining a com- 
petitive edge in the vital photo-finishing systems 
market, Kodak announced that it was buying key 
components of its new digital system from Agfa, a 
European imaging firm, since it did not have the time 
to develop them itself. This suggests that Kodak’s 
technology was no better than that of competitors, 
and it might be even behind that of competitors like 
Fuji. Thus it was not clear that Kodak had a lead in all 
the activities—cameras, software, paper, and photo 
finishing—necessary to dominate the photography 
market as it had in the past. It did have its powerful 
brand name going for it, however, which is why it has 
been so concerned to protect its market share at any 
cost to its profits. 

At the industry level, the emergence of powerful 
buyers in many markets also seriously hurt Kodak’s 
performance. In photo finishing, large store chains 
like Wal-Mart and Walgreens are in strong bargain- 
ing positions and can threaten Kodak’s profitability 
(it has been estimated that 10% of Kodak’s photo- 
finishing operations are with Walgreens). This same 
situation occurred in the health imaging industry. 
Here, Kodak’s state-of-the-art imaging products 
were widely expected to generate large revenues and 
boost its profitability. However, after a good start, in 
2000 Kodak faced the problem of bargaining over 
prices with Novation Group Purchasing organiza- 
tion, a major buyer of health equipment and there- 
fore a powerful buyer as well. Kodak was forced to 
slash its prices to win the contract against agile com- 
petitors, and this experience was repeated with many 
other large health care providers. So intense was 
competition in this segment that in 2001 sales of 
laser printers and health-related imagining prod- 
ucts, which make up Kodak’s second biggest busi- 
ness, fell 7% while profit in the segment fell 30%, 
causing a large drop in Kodak’s share price. In 2000, 
after its profits fell drastically, it announced another 
2,000 job cuts, and in 2001 it announced another 
5,000, for a total of 7,000, bringing Kodak’s work 
force down to about 78,000. 

Also, in 2001 Carp announced another major reor- 
ganization of Kodak’s businesses. To give it a sharper 
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focus on its products and customers, Kodak an- 
nounced that it was moving from a structure based 
on customer groups to one based on strategic product 
lines, and it created four distinct product groups: the 
film group, which now contained all its silver halide 
activities; consumer digital imaging; health imaging 
group; and growing commercial imaging group, 
which continued to develop its business imaging and 
printing applications. Nevertheless, revenues plunged 
from $19 billion in 2001 to only $13 billion by 2002, 
its profits almost disappeared, and analysts now won- 
dered if Kodak under Carp was really faring any bet- 
ter than Kodak under Fisher. There was no real 
change taking place, and Carp was avoiding the mas- 
sive downsizing that still needed to take place to make 
Kodak a viable company. Analysts attributed this to 
Kodak’s entrenched, inbred, and unresponsive top 
management that persisted in doing everything pos- 
sible to frustrate real efforts to reduce costs and 
streamline operations. For despite all the advances in 
its digital skills, Kodak was still burdened with high 
operating costs, well out of proportion with its de- 
clining revenues. Would the layoffs or reorganization 
be enough to turn Kodak’s performance around? 

Amazingly, despite its problems, Kodak still paid 
its shareholders one of the top ten dividends of all 
companies in the Fortune 500. Analysts argue that it 
should be run for profit now, not in the future. But 
Kodak’s managers replied that the economic reces- 
sion and events of 2000-2002 were to blame for a 
large part of its problems and that it had all the 
pieces in place for a sustained recovery and for domi- 
nance in the digital arena using its powerful brand 
name once the market recovered. Investors didn’t be- 
lieve this story. Kodak’s stock price plunged in 2002 
and was selling in the $30s by June—a far cry from 
the $90s when Fisher took over and a continuing sign 
of the fall of this once economic powerhouse. 

The year 2002 proved to be a turning point in the 
photographic imaging business as sales of digital 
cameras and other products soared. The result for 
Kodak’s film business was disastrous because not 
only did sales of Kodak film start to fall sharply, but 
what analysts had expected was true—photographers 
printed only a fraction of the pictures they took, so 
demand for Kodak’s paper also fell. In 2003, this 
trend accelerated as digital cameras became the 
camera of choice of photographers worldwide and 
Kodak’s film and paper revenues continued to fall. 
This was very serious for Kodak because sales of film 
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and paper are its most profitable product and generate 
most of its cash. Kodak’s fourth-quarter net income 
was only $19 million in 2003, compared with a net in- 
come of $113 in 2002. This huge fall in Kodak’s prof- 
itability was somewhat ironic given that Kodak’s line 
of EasyShare digital cameras were the best-selling 
cameras in the United States by 2003. Sales rose by 
87% in 2003, and Kodak now was the number 2 global 
seller with about 18% of the market. However, rising 
sales of digital products were not enough to offset 
losses in film since profit margins remained tight in 
digital products because of intense competition from 
companies such as Canon, Olympus, and Nikon. 

In the fall of 2003, CEO Daniel Carp announced 
Kodak’s cash-cow yellow box business was in “irre- 
versible decline” and that it was withdrawing from 
the Advanced Photo Systems camera business and 
stopping sales of reloadable film cameras, the old sil- 
ver halide kind. However, Carp also announced a 
major change of strategy; Kodak would stop invest- 
ing in its traditional business and pour all its re- 
sources into developing new digital products, such as 
cameras and accessories, to improve its competitive 
position and margins. It bought the remaining 44% 
of Chinon, its Japanese unit that designed and made 
its digital cameras, to protect its competency in digital 
imaging and ensure the long-term flow of profits 
from this unit. Kodak began a major push to develop 
new camera models and also to develop skills in inkjet 
printing to create digital photo printing systems so its 
users could directly print from its cameras. Also, Carp 
announced Kodak would try to grow its digital health 
imaging business, which was enjoying increased suc- 
cess, and announced a new initiative to make inroads 
in the digital commercial printing business. 

However, analysts and investors reacted to this 
news badly. Xerox had tried to enter the digital 
printer business years before with no success against 
HP, the market leader. Moreover, they wondered how 
new revenues from digital products could ever make 
up for the loss of Kodak’s film and paper revenues. 
Carp also announced that to fund this new strategy, 
Kodak would reduce its hefty dividend by 72% from 
$1.80 to 50 cents a share, which would raise $1.3 bil- 
lion for investment in digital products. Investors had 
no faith in Carp’s new plan, and Kodak’s stock, which 
had been around $27, plunged to $22, its lowest price 
in decades. Analysts argued that Kodak should have 
funded its new strategy by reducing operating costs 
to increase business efficiency, pointing out that a 5% 
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increase in efficiency would have raised the $1.3 bil- 
lion. Kodak’s top management came under intense 
criticism for not reducing its cost structure, and 
Kodak’s stock price continued to fall as it became 
clearer that its new strategy would do little to raise its 
falling revenues. 

Finally, in the spring of 2004, Carp announced an- 
other change of strategy for Kodak—a strategy that it 
should have implemented at least a decade ago and 
probably two decades ago, when competition from 
Fuji in its film business began to bite into its profits. 
Announcing that it “was smart business in a business 
that’s shrinking,” Carp said Kodak would cut its work 
force by 21% by the end of 2006 and take charges of 
$1.5 billion against revenues to cover the cost of this 
new round of huge layoffs. This would mean that an- 
other 12,000 to 15,000 Kodak employees would lose 
their jobs, but that operating costs would drop by 
about $1 billion a year. Jobs would be lost in film 
manufacturing, at the support and corporate levels, 
and from global downsizing as Kodak reduced its 
total facilities worldwide by one-third and continued 
to shutter photo-finishing labs that served retailers. 

This news sent Kodak’s share price up by 20% in 
2004 as investors finally hoped Kodak would be able 
to take the profits from its new streamlined film busi- 
ness and invest them successfully in new digital imag- 
ing technology ventures. However, Kodak was late 
building the distinctive competences that might give 
it a competitive advantage in many digital imaging re- 
search areas. With so many agile competitors, and a 
fast-changing digital technology, there were many 
challenges still facing the company—could it do it? 


A New Kodak CEO Takes Control 


By 2003 it had become clear that Carp was not the 
right person to take on the hard job of radically re- 
structuring Kodak’s operations. He was too politically 
involved in the present status quo, and he would 
never make the changes necessary. So Kodak’s board 
of directors hired Antonio Perez, a former HP execu- 
tive, as its new president and COO, to take charge of 
the reorganization effort. Perez was the person who 
made the hard choices about which divisions Kodak 
would close and orchestrated the termination of 
thousands of Kodak’s managers and employees. In 
2004, Carp realized he had lost the support of the 
board, and Perez’s success at restructuring the com- 
pany led to his appointment as Kodak’s new CEO. He 
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was now in charge of implementing the downsized, 
streamlined company’s new digital imaging strategy. 
Perez announced a major three-year restructuring 
plan in 2004 to continue to 2007 to transform the 
company into a leader in digital imaging. 


Lowering the Cost Structure 


On the cost side, Perez announced that Kodak 
needed “to install a new, lower-cost business model 
consistent with the realities of a digital business. The 
reality of digital businesses is thinner margins—we 
must continue to move to the business model appro- 
priate for that reality.” His main objectives were to re- 
duce operating facilities by 33%, divest redundant 
operations, and reduce its labor force by 20%, and to 
achieve this Kodak made many strategic changes. In 
January 2004, it stopped all its traditional camera 
and film activities except for the Advanced Photo 
System and 35-mm film. Also in 2004, Kodak imple- 
mented SAP’s ERP system to link all segments of its 
value chain activities together and to its suppliers in 
order to reduce costs. Kodak had benchmarked its 
competitors and found it had a much larger cost of 
goods sold than them; using SAP, its goal was to re- 
duce cost of goods sold from 19% to 14% by 2007 
and so significantly boost profit margins. 

Since 2004 Kodak has steadily laid off more than 
25,000 employees, shut down and sold units, and 
moved to a more centralized structure with all four 
heads of Kodak’s main operating groups reporting di- 
rectly to Perez. In September 2006, Kodak announced 
the closing of its synthetic chemicals operation, which 
seemed to signal one of the last steps in its current 
drive to lower costs and move from its traditional op- 
erations to focus on the digital side of its business. 
Also, in 2006, Kodak signed deal with Flextronics, a 
Singapore-based company, to outsource its camera 
manufacturing and so trim excess capacity and focus 
on developing new digital core competences. 

The costs of this transformation have been huge. 
It created losses of $900 million in 2004, $1.1 billion 
in 2005, and around $1 billion in 2006. Because of 
this transformation, its ROIC was a negative 20% 
compared to its main digital rival, Canon, which en- 
joys a positive 14% ROIC. 


Building Differentiated Products 

Kodak was still organized into four main business 
units; now the push was on to develop innovative new 
products in three of these imaging units—consumer, 
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business graphics, and health, while reducing costs in 
the fourth, film products. The main problem facing 
Kodak continued to be that profit margins were by 
far the highest in the declining film unit; digital 
products result in profit margins 50 to 70% lower 
than film products, so increasing profit margins in 
digital sales was vital. Kodak had to increase profit 
margins in all its consumer, commercial graphics, 
and health imaging units, and Perez’s new goal was to 
eliminate any digital business in which Kodak was 
not number | or 2 in terms of market share. 

In the consumer unit, Perez put the focus on devel- 
oping new improved digital cameras and bringing out 
new products several times a year—and to increase 
profit margins at the expense of increasing market 
share. It already was the market leader in the United 
States. Now its goal was to keep its prices and profits 
high in consumer imaging. So it needed differentiated 
products, and in 2004, Kodak announced it had devel- 
oped the world’s smallest ultrawide-angle optical zoom 
digital camera, the Kodak EasyShare V705, and other 
innovations. But competition from manufacturers like 
Canon and Nikon came quickly, and in 2005, Kodak 
brought out a new line of more powerful EasyShare 
cameras to fight back. However, Kodak gained the 
number | spot in digital camera sales in the United 
States in the second quarter of 2005, and digital imag- 
ing product sales and revenues increased sharply, 
which seemed to be a boon to the company. As an ex- 
ample, Kodak said sales of its EasyShare line of digital 
cameras rose 87% compared with the previous year. 

At the same time, however, growing consumer ac- 
ceptance of digital cameras accelerated the decline of 
Kodak’s traditional film business. And, in 2006, the 
company’s prospects deteriorated further as growth 
in its consumer digital cameras and photo printers 
came to a standstill because of increased competition 
and a mature market. This resulted in intensified 
price pressure in consumer digital products, which 
forced it to lower prices and so its revenues and profit 
margins. At the same time, this led to a major decline 
in its film business, which was still Kodak’s major 
profit maker. Nevertheless, in 2006, the company 
brought out new products such as its dual-lens cam- 
eras and cameras with WiFi that could connect wire- 
lessly to PCs to download and print photographs, and 
it used these innovations to once again raise prices. 

Improving its other consumer digital imaging 
products and services was also a continuing part of 
Kodak’s new strategy. Perez was determined to make 
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Kodak the leader in digital processing and printing in 
the United States and even globally. Kodak’s 
EasyShare Internet service that allows customers to 
download their images to its website and receive back 
both printed photographs and the images on a CD 
soared in popularity, for example. EasyShare rev- 
enues increased by 55% from 2003 to 2004, and it 
reached a customer base of 30 million by 2006. 
However, profit margins were still slim since this is 
an expensive business. 

In another major move to attract and reach cus- 
tomers, Kodak put all its efforts into developing and 
extending its empire of digital processing kiosks, in- 
stalling them into stores, pharmacies, and other 
outlets as fast as possible because it sensed the im- 
portance of establishing its brand name in this arena. 
It configured these kiosks to give customers total 
control over which pictures to develop at what quan- 
tity, quality, and size. Kodak discovered that putting 
two kiosks in one store reduced customer waiting time 
significantly and that customers often shopped in 
stores while waiting for their images to be processed. 
This led to increased store sales—something that led 
to more demand for kiosks. In 2005, for example, 
Kodak and Wal-Mart signed an alliance to put 2,000 
kiosks into 1,000 Wal-Mart store. By 2006, Kodak had 
over 65,000 kiosks worldwide and was the global 
leader in this business—far ahead of its nearest com- 
petitor. Retailers increasingly discovered how Kodak 
kiosks offer an attractive digital processing alternative 
at a much lower cost than managing their own onsite 
digital mini-labs. Kodak, of course, also receives a 
larger percentage of the photo printing revenues 
when it controls in-store kiosks, and in 2005 revenues 
grew by 60% and printing volume by 400%—this 
looked good for the future. 

Kodak also has made major attempts to penetrate 
the mobile imaging market because of the huge 
growth in the use of camera phones in the 2000s. 
Around 600 million camera phones were sold glob- 
ally in 2006 alone. The Kodak Mobile Imaging Ser- 
vice offers camera phone users several options to 
view, order, and share prints of all the digital photos 
on their phones. Users can upload and store pictures 
from their cameras in their personal EasyShare ac- 
counts; then after editing, they can send their favorite 
photos back to their mobile phones or to anybody 
else’s, and they can be used as photo wallpaper or 
caller ID. Launching this service required many part- 
nerships and collaborations with wireless providers 
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like Verizon and Cingular and also handset manufac- 
turers such as Nokia, Motorola, and many others that 
have integrated imaging capability into mobile de- 
vices. Kodak benefits from the revenues it receives 
when camera users take advantage of its processing 
and printing services as users upload, share, and enjoy 
pictures via mobile phone capability. In January 2006, 
Kodak and Motorola announced a ten-year global 
product cross-licensing and marketing agreement. By 
combining Motorola’s expertise in mobile devise 
technology and Kodak’s experience in digital imag- 
ing, the two companies plan to improve the digital 
capturing feature of the phone. 

As a result of its substantial investment in R&D, 
Kodak is now number 1 in sales of digital cameras 
and snapshot printing systems in the United States, 
and second or third globally, and number 1 in online 
services and in physical digital kiosks in stores. This 
rosy picture is hampered by the fact that the digital 
imaging market has intense competition and thin 
profit margins, however, and Perez decided to keep 
prices high and sacrifice market share for higher 
margins. Thus R&D seemed especially important 
given the progress being made by all digital competi- 
tors in improving technology. The costs of research 
and marketing and selling the new, improved prod- 
ucts that need to be continually introduced are high, 
and all competitors needed to protect their margins. 
Nevertheless, even though Kodak was now competi- 
tive in the consumer digital market segment, it still 
was not able to make enough profit to offset the 
losses it incurred from the rapid decline of its cash- 
cow film business. All its efforts in consumer digital 
products staved off bankruptcy but contributed little 
or nothing to increasing its profitability. 


Graphic Communications Group 


In fact, although its consumer digital business is its 
most visible unit, Kodak has been putting forth 
major efforts to increase its strengths and distinctive 
competencies in its graphic communications group 
(GCG)—this seemed to be the best bet for increasing 
its future profitability because profit margins are 
much higher. In 2005, for example, sales of the 
graphic communications group more than doubled, 
and the profit margins of products sold by this unit 
are three times as high as in its consumer unit be- 
cause the primary users of these products are compa- 
nies with large budgets. In this segment, Kodak has 
also been able to increase sales and profits by keeping 
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its prices high and refusing to lower prices—even 
during price wars with aggressive competitors like 
Xerox, Canon, and HP—because of the innovative 
features of its new imaging products. 

The six main customers groups served by the 
GCG are commercial printers, in-plant printers, data 
centers, digital service providers, packaging compa- 
nies, and newspapers. Within each of these segments, 
Kodak has developed digital products that offer cus- 
tomers a single solution to deliver the products and 
services they need to compete in their business. 
Kodak solutions extend from up-front workflow and 
professional services, to digital pre-press, to print— 
in other words, all the way from initial composition 
to final product printing. Kodak was able to develop 
this end-to-end solution because of its acquisition in 
the 2000s of specialist digital printing companies such 
as KPG, CREO, Versamark, and Express. By 2006, it 
had successfully integrated all these new companies 
and their employees into the GCG. 

From each acquisition Kodak gained access to 
more products and more customers along with more 
services and solutions to offer them. No single solu- 
tion will work for every customer because each busi- 
ness customer uses some combination of traditional 
offset printing and new digital printing, which is why 
GCG assembled the broadest product portfolio in the 
industry. Kodak claims that no other competitor can 
offer the same breadth of products and solutions that 
it offers. Kodak’s product line includes image scanners 
and document management systems, the industry’s 
leading portfolio of digital proofing solutions. It also 
includes offset, flexo, digital plates and CTP award- 
winning wide-format inkjet printing, including the 
most robust toner-based platforms for four-color and 
monochrome printing. Kodak also claims to have the 
leading continuous inkjet technology for high-speed, 
high-volume printing, as well as imprinting capabili- 
ties that can be combined with traditional offset 
printing for those customers still in the process of 
making the transition to digital printing. 


The Medical Imaging Group 


By 2006 the costs of research and marketing digital 
products in its consumer and commercial units was 
putting intense pressure on the company’s resources— 
and Kodak still had to invest large amounts of capital 
to develop a lasting competitive advantage in its med- 
ical imaging unit. Here too in the 2000s, Kodak had 
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made many strategic acquisitions to strengthen its 
competitive advantage in several areas of the medical 
imaging segment, such as digital mammography and 
advanced x-rays. It had developed one of the top five 
medical imaging groups in the world. However, in 
May 2006 Kodak put its medical imaging unit up for 
sale. It realized that this unit required too much fu- 
ture investment in its own right if it was to succeed— 
and its consumer and commercial groups were not 
providing the revenue enough for this investment. In 
addition, Kodak could realize capital from the sale of 
this unit to reduce its long-term debt and provide 
some capital to pursue new initiatives in its two re- 
maining digital units. Also, although the medical unit 
accounted for nearly one-fifth of Kodak’s overall sales 
in 2005, its operating profit had plunged 21% as 
profit margins fell because of increased competition 
from major rivals such as GE. 

Each of Kodak’s digital business units was en- 
countering its own set of competitive threats, and 
Kodak still lacked a secure “core” digital group on 
which to base its future success, although now all bets 
seemed to be on its commercial imaging unit—given 
its high profit margins. At the same time, profits 
from its old profitable film unit were declining 
sharply; Kodak needed more cash, so something had 
to be done to find a buyer for its medical unit. 

In January 2007, Kodak announced that its med- 
ical imaging unit had been sold to the Onex Corp., 
Canada’s biggest buyout firm, which owned a small 
but profitable medical imaging unit in its portfolio, 
for $2.35 billion. In addition, if the acquisition re- 
sulted in substantial synergies that met certain profit 
targets, Kodak would get another $200 million. Kodak 
plans to use the proceeds to repay about $1.15 billion 
of debt and to fund its digital research program. All 
8,000 health group employees, who make x-ray film, 
medical printers, and information management soft- 
ware and storage systems, will now be employed by 
Onex. Perez said, “We now plan to focus our attention 
on the significant digital growth opportunities within 
our businesses in consumer and professional imaging 
and graphic communications.” 

In 2007, Kodak entered the fourth year of its digi- 
tal makeover under Perez. It has accumulated $2 bil- 
lion in net losses over the last eight quarters and piled 
up $2.6 billion in restructuring charges since January 
2004. However, its losses narrowed to $37 million in 
the July-to-September quarter as digital profits 
surged above $100 million. Just a year ago, the film 
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group’s gross profit exceeded the consumer digital 
unit’s by $86 million, but now the consumer unit 
earned a gross profit of $323 million, a 31% increase 
from the fourth quarter of 2005, versus a $243 mil- 
lion profit for the film unit, a 27% decrease. Also, by 
disposing of its health imaging unit, trimming man- 
ufacturing operations, and cutting 27,000 more jobs, 
Kodak’s global work force is now under 50,000 from 
a peak of 145,300 in 1988. 

After the sale, industry analysts wondered if 
Kodak was hoping to find a buyer for the rest of its as- 
sets because it will be even more exposed to fluctua- 
tions in sales without health imaging, previously its 
second largest revenue earner. But because its com- 
petitive position is so uncertain, it is not clear that 
private equity bidders or even industry buyers would 
be interested in the company. Another scenario would 
be for Kodak to use the money it raises from the sale 
of its medical imaging group to make a takeover at- 
tempt of the newly reborn Xerox Corp., which is one 
of its major competitors in the commercial digital 
graphic business, a merger that might be welcomed 
by the stockholders of both companies. Certainly 
Kodak’s stockholders have taken an optimistic view of 
its future, either as an independent company, as a 
takeover target, or as an acquirer of another major 
digital company—its share price rose by 30% in the 
second half of 2006. 

It rose again on February when Kodak an- 
nounced that it was introducing a revolutionary new 
line of color digital printers using an advanced 
Kodak ink that would provide brighter pictures that 
would keep their clarity for decades. Apparently 
Perez, who had been in charge of HP’s printer busi- 
ness before he left Kodak, had made developing the 
line a major part of his turnaround strategy, and he 
and a research team had been working on the new 
project codenamed “Goya.” The new printers will ar- 
rive in stores in March priced at $149 to $299, and 
Kodak is targeting consumers who print loads of pho- 
tos and are willing to pay full price for high-quality 
printers. However, Perez’s printer strategy is based 
upon charging a higher price for the printer than 
competitors like HP and Lexmark, but then charging 
a much lower price for the ink cartridge to attract a 
bigger market share. Black ink cartridges will cost 
$9.99 and color $14.99, which will be about 10 cents 
a print, far lower than the current 20 to 25 cents per 
print. Kodak’s strategy is that consumers will be will- 
ing to buy the printers and then print more pictures, 
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which will give it a share of the market that will make 
this a multibillion revenues generator in the years 
ahead. Perez expects inkjet printing to produce 
Kodak’s best profit—in double digits after a three- 
year investment phase. 

At the same time, in a clear sign the U.S. market 
has matured, shipments of digital cameras fell 3% in 
the fourth quarter to 12.1 million units from 12.4 mil- 
lion units a year ago, a sharp contrast from double- 
digit gains in previous years, when the attraction of 
filmless cameras swelled as consumers replaced their 
traditional film devices; now much demand is in the 
direction of upgrading to better digital cameras. As 
noted earlier, Perez kept prices high to protect profit 
margins and so for years Canon had a 20% market 
share, followed by Sony with 17% and Kodak with 16%. 
But Perez’s strategy seems to be the correct one because 
also in February Panasonic announced a totally new 
line of advanced digital cameras that will further cut 
profit margins unless companies drop price competi- 
tion. So with its paper, kiosk, Internet, and now printer 
business growing, Kodak might be able to generate 
profits in the consumer unit too, so that combined with 
the profits from its commercial graphics unit, it will in- 
deed have turned the corner and will emerge as a digital 
leader in the coming decade. 
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Philips versus Matsushita: 
A New Century, a New Round 


This case was prepared by Christopher A. Bartlett, Harvard Business School. 


hroughout their long histories, N.V. Philips 

(Netherlands) and Matsushita Electric (Japan) 
had followed very different strategies and emerged 
with very different organizational capabilities. Philips 
built its success on a worldwide portfolio of respon- 
sive national organizations while Matsushita based its 
global competitiveness on its centralized, highly effi- 
cient operations in Japan. 

During the 1990s, both companies experienced 
major challenges to their historic competitive posi- 
tions and organizational models, and at the end of 
the decade, both companies were struggling to 
reestablish their competitiveness. At the start of the 
new millennium, new CEOs at both companies were 
implementing yet another round of strategic initia- 
tives and organizational restructurings. Observers 
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wondered how the changes would affect their long- 
running competitive battle. 


Philips: Background 


In 1892, Gerard Philips and his father opened a small 
light-bulb factory in Eindhoven, Holland. When 
their venture almost failed, they recruited Gerard’s 
brother, Anton, an excellent salesman and manager. 
By 1900, Philips was the third largest light-bulb pro- 
ducer in Europe. 

From its founding, Philips developed a tradition 
of caring for workers. In Eindhoven it built company 
houses, bolstered education, and paid its employees 
so well that other local employers complained. When 
Philips incorporated in 1912, it set aside 10% of prof- 
its for employees. 


Technological Competence 
and Geographic Expansion 


While larger electrical products companies were rac- 
ing to diversify, Philips made only light-bulbs. This 
one-product focus and Gerard’s technological 
prowess enabled the company to create significant 
innovations. Company policy was to scrap old plants 
and use new machines or factories whenever ad- 
vances were made in new production technology. 
Anton wrote down assets rapidly and set aside sub- 
stantial reserves for replacing outdated equipment. 
Philips also became a leader in industrial research, 
creating physics and chemistry labs to address pro- 
duction problems as well as more abstract scientific 
ones. The labs developed a tungsten metal filament 
bulb that was a great commercial success and gave 
Philips the financial strength to compete against its 
giant rivals. 
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Holland’s small size soon forced Philips to look 
beyond its Dutch borders for enough volume to mass 
produce. In 1899, Anton hired the company’s first ex- 
port manager, and soon the company was selling into 
such diverse markets as Japan, Australia, Canada, 
Brazil, and Russia. In 1912, as the electric lamp in- 
dustry began to show signs of overcapacity, Philips 
started building sales organizations in the United 
States, Canada, and France. All other functions re- 
mained highly centralized in Eindhoven. In many 
foreign countries Philips created local joint ventures 
to gain market acceptance. 

In 1919, Philips entered into the Principal Agree- 
ment with General Electric, giving each company the 
use of the other’s patents. The agreement also di- 
vided the world into “three spheres of influence”: 
General Electric would control North America; 
Philips would control Holland; but both companies 
agreed to compete freely in the rest of the world. 
(General Electric also took a 20% stake in Philips.) 
After this time, Philips began evolving from a highly 
centralized company, whose sales were conducted 
through third parties, to a decentralized sales organi- 
zation with autonomous marketing companies in 
14 European countries, China, Brazil, and Australia. 

During this period, the company also broadened 
its product line significantly. In 1918, it began pro- 
ducing electronic vacuum tubes; eight years later its 
first radios appeared, capturing a 20% world market 
share within a decade; and during the 1930s, Philips 
began producing X-ray tubes. The Great Depression 
brought with it trade barriers and high tariffs, and 
Philips was forced to build local production facilities 
to protect its foreign sales of these products. 


Philips: Organizational Development 


One of the earliest traditions at Philips was a shared 
but competitive leadership by the commercial and 
technical functions. Gerard, an engineer, and Anton, 
a businessman, began a subtle competition where 
Gerard would try to produce more than Anton could 
sell and vice versa. Nevertheless, the two agreed that 
strong research was vital to Philips’ survival. 

During the late 1930s, in anticipation of the im- 
pending war, Philips transferred its overseas assets to 
two trusts, British Philips and the North American 
Philips Corporation; it also moved most of its vital re- 
search laboratories to Redhill in Surrey, England, and 
its top management to the United States. Supported 
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by the assets and resources transferred abroad, and 
isolated from their parent, the individual country or- 
ganizations became more independent during the war. 

Because waves of Allied and German bombing 
had pummeled most of Philips’ industrial plants in 
the Netherlands, the management board decided to 
build the postwar organization on the strengths of 
the national organizations (NOs). Their greatly in- 
creased self-sufficiency during the war had allowed 
most to become adept at responding to country- 
specific market conditions—a capability that became 
a valuable asset in the postwar era. For example, when 
international wrangling precluded any agreement on 
three competing television transmission standards 
(PAL, SECAM, and NTSC), each nation decided 
which to adopt. Furthermore, consumer preferences 
and economic conditions varied: in some countries, 
rich, furniture-encased TV sets were the norm; in 
others, sleek, contemporary models dominated the 
market. In the United Kingdom, the only way to pen- 
etrate the market was to establish a rental business; 
in richer countries, a major marketing challenge was 
overcoming elitist prejudice against television. In 
this environment, the independent NOs had a great 
advantage in being able to sense and respond to the 
differences. 

Eventually, responsiveness extended beyond 
adaptive marketing. As NOs built their own technical 
capabilities, product development often became a 
function of local market conditions. For example, 
Philips of Canada created the company’s first color 
TV; Philips of Australia created the first stereo TV; and 
Philips of the United Kingdom created the first TVs 
with teletext. 

While NOs took major responsibility for financial, 
legal, and administrative matters, fourteen product 
divisions (PDs), located in Eindhoven, were formally 
responsible for development, production, and global 
distribution. (In reality, the NOs’ control of assets 
and the PDs’ distance from the operations often un- 
dercut this formal role.) The research function re- 
mained independent and, with continued strong 
funding, set up eight separate laboratories in Europe 
and the United States. 

While the formal corporate-level structure was 
represented as a type of geographic/product matrix, 
it was clear that NOs had the real power. NOs re- 
ported directly to the management board, which 
Philips enlarged from 4 members to 10 to ensure that 
top management remained in contact with and 
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control of the highly autonomous NOs. Each NO 
also regularly sent envoys to Eindhoven to represent 
its interests. Top management, most of whom had 
careers that included multiple foreign tours of duty, 
made frequent overseas visits to the NOs. In 1954, 
the board established the International Concern 
Council to formalize regular meetings with the heads 
of all major NOs. 

Within the NOs, the management structure mim- 
icked the legendary joint technical and commercial 
leadership of the two Philips brothers. Most were led 
by a technical manager and a commercial manager. In 
some locations, a finance manager filled out the top 
management triad that typically reached key decisions 
collectively. This cross-functional coordination capa- 
bility was reflected down through the NOs in front- 
line product teams, product-group-level management 
teams, and at the senior management committee of 
the NOs’ top commercial, technical, and financial 
managers. 

The overwhelming importance of foreign opera- 
tions to Philips, the commensurate status of the NOs 
within the corporate hierarchy, and even the cosmo- 
politan appeal of many of the offshore subsidiaries’ 
locations encouraged many Philips managers to take 
extended foreign tours of duty, working in a series of 
two- or three-year posts. This elite group of expatri- 
ate managers identified strongly with each other and 
with the NOs as a group and had no difficulty repre- 
senting their strong, country-oriented views to cor- 
porate management. 


Philips: Attempts at Reorganization 


In the late 1960s, the creation of the Common Mar- 
ket eroded trade barriers within Europe and diluted 
the rationale for maintaining independent, coun- 
try-level subsidiaries. New transistor- and printed 
circuit-based technologies demanded larger produc- 
tion runs than most national plants could justify, and 
many of Philips’ competitors were moving produc- 
tion of electronics to new facilities in low-wage areas 
in East Asia and Central and South America. Despite 
its many technological innovations, Philips’ ability to 
bring products to market began to falter. In the 
1960s, the company invented the audiocassette and 
the microwave oven but let its Japanese competitors 
capture the mass market for both products. A decade 
later, its R&D group developed the V2000 videocas- 
sette format—superior technically to Sony’s Beta or 
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Matsushita’s VHS—but was forced to abandon it 
when North American Philips decided to outsource, 
brand, and sell a VHS product which it manufac- 
tured under license from Matsushita. 

In the following pages, we will see how over 
three decades, seven chairmen experimented with 
reorganizing the company to deal with its growing 
problems. Yet, entering the new millennium, Philips’ 
financial performance remained poor and its global 
competitiveness was still in question. (See Exhibits 1 
and 2.) 


Van Reimsdijk and Rodenburg 
Reorganizations, 1970s 


Concerned about what one magazine described as 
“continued profitless progress,” newly appointed CEO 
Hendrick van Riemsdijk created an organization 
committee to prepare a policy paper on the division 
of responsibilities between the PDs and the NOs. 
Their report, dubbed the “Yellow Booklet,” outlined 
the disadvantages of Philips’ matrix organization in 
1971: “Without an agreement [defining the relation- 
ship between national organizations and product di- 
visions], it is impossible to determine in any given sit- 
uation which of the two parties is responsible... . As 
operations become increasingly complex, an organi- 
zational form of this type will only lower the speed of 
reaction of an enterprise.” 

On the basis of this report, van Reimsdijk pro- 
posed rebalancing the managerial relationships be- 
tween PDs and NOs—“tilting the matrix towards the 
PDs” in his words—to allow Philips to decrease the 
number of products marketed, build scale by con- 
centrating production, and increase the flow of 
goods among national organizations. He proposed 
closing the least efficient local plants and converting 
the best into International Production Centers 
(IPCs), each supplying many NOs. In so doing, van 
Reimsdijk hoped that PD managers would gain con- 
trol over manufacturing operations. Due to the polit- 
ical and organizational difficulty of closing local 
plants, however, implementation was slow. 

In the late 1970s, his successor CEO, Dr. Rodenburg, 
continued this thrust. Several IPCs were established, 
but the NOs seemed as powerful and independent as 
ever. He furthered matrix simplification by replacing 
the dual commercial and technical leadership with 
single management at both the corporate and na- 
tional organizational levels. Yet the power struggles 
continued. 
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Wisse Dekker Reorganization, 1982 


Unsatisfied with the company’s slow response and 
concerned by its slumping financial performance, 
upon becoming CEO in 1982, Wisse Dekker outlined 
a new initiative. Aware of the cost advantage of 
Philips’ Japanese counterparts, he closed inefficient 
operations—particularly in Europe where 40 of the 
company’s more than 200 plants were shut. He fo- 
cused on core operations by selling some businesses 
(for example, welding, energy cables, and furniture) 
while acquiring an interest in Grundig and Westing- 
house’s North American lamp activities. Dekker also 
supported technology-sharing agreements and en- 
tered alliances in offshore manufacturing. 

To deal with the slow-moving bureaucracy, he 
continued his predecessor’s initiative to replace dual 
leadership with single general managers. He also 
continued to “tilt the matrix” by giving PDs formal 
product management responsibility, but leaving NOs 
responsible for local profits. And, he energized the 
management board by reducing its size, bringing on 
directors with strong operating experience, and cre- 
ating subcommittees to deal with difficult issues. 
Finally, Dekker redefined the product planning 
process, incorporating input from the NOs, but giv- 
ing global PDs the final decision on long-range di- 
rection. Still sales declined and profits stagnated. 


Van der Klugt Reorganization, 1987 


When Cor van der Klugt succeeded Dekker as chair- 
man in 1987, Philips had lost its long-held consumer 
electronics leadership position to Matsushita, and was 
one of only two non-Japanese companies in the 
world’s top ten. Its net profit margins of 1% to 2% not 
only lagged behind General Electric’s 9%, but even its 
highly aggressive Japanese competitors’ slim 4%. Van 
der Klugt set a profit objective of 3% to 4% and made 
beating the Japanese companies a top priority. 

As van der Klugt reviewed Philips’ strategy, he 
designated various businesses as core (those that 
shared related technologies, had strategic impor- 
tance, or were technical leaders) and non-core 
(standalone businesses that were not targets for 
world leadership and could eventually be sold if re- 
quired). Of the four businesses defined as core, three 
were strategically linked: components, consumer 
electronics, and telecommunications and data sys- 
tems. The fourth, lighting, was regarded as strategi- 
cally vital because its cash flow funded development. 
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The non-core businesses included domestic appli- 
ances and medical systems which van der Klugt 
spun off into joint ventures with Whirlpool and GE, 
respectively. 

In continuing efforts to strengthen the PDs rela- 
tive to the NOs, van der Klugt restructured Philips 
around the four core global divisions rather than the 
former 14 PDs. This allowed him to trim the man- 
agement board, appointing the displaced board 
members to a new policy-making Group Manage- 
ment Committee. Consisting primarily of PD heads 
and functional chiefs, this body replaced the old NO- 
dominated International Concern Council. Finally, 
he sharply reduced the 3,000-strong headquarters 
staff, reallocating many of them to the PDs. 

To link PDs more directly to markets, van der 
Klugt dispatched many experienced product-line 
managers to Philips’ most competitive markets. For 
example, management of the digital audio tape and 
electric-shaver product lines were relocated to Japan, 
while the medical technology and domestic appli- 
ances lines were moved to the United States. 

Such moves, along with continued efforts at glob- 
alizing product development and production efforts, 
required that the parent company gain firmer control 
over NOs, especially the giant North American 
Philips Corp. (NAPC). Although Philips had ob- 
tained a majority equity interest after World War II, it 
was not always able to make the U.S. company re- 
spond to directives from the center, as the V2000 
VCR incident showed. To prevent replays of such ex- 
periences, in 1987 van der Klugt repurchased pub- 
licly owned NAPC shares for $700 million. 

Reflecting the growing sentiment among some 
managers that R&D was not market oriented 
enough, van der Klugt halved spending on basic re- 
search to about 10% of total R&D. To manage what 
he described as “R&D’s tendency to ponder the fun- 
damental laws of nature,” he made the R&D budget 
the direct responsibility of the businesses being sup- 
ported by the research. This required that each re- 
search lab become focused on specific business areas 
(see Exhibit 3). 

Finally, van der Klugt continued the effort to 
build efficient, specialized, multi-market production 
facilities by closing 75 of the company’s 420 remain- 
ing plants worldwide. He also eliminated 38,000 of 
its 344,000 employees—21,000 through divesting 
businesses, shaking up the myth of lifetime employ- 
ment at the company. He anticipated that all these 
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EXHIBIT 3 
Philips Research Labs by Location and Specialty, 1987 


Location Size (Staff) 


Specialty 


Eindhoven, The Netherlands 2,000 Basic research, electronics, 


manufacturing technology 
Microelectronics, television, defense 


Communications, office equipment, 
medical imaging 

Fiber optics, X-ray systems 
Microprocessors, chip materials, design 
Artificial intelligence 


Optical systems, television, 
superconductivity, defense 


Integrated circuits 


Redhill, Surrey, England 450 
Hamburg, Germany 350 


Aachen, W. Germany 
Paris, France 

Brussels 

Briarcliff Manor, New York 


Sunnyvale, California 


Source: Philips, in Business Week, March 21, 1988, p. 156. 


restructurings would lead to a financial recovery by 
1990. Unanticipated losses for that year, however— 
more than 4.5 billion Dutch guilders ($2.5 billion)— 
provoked a class-action law suit by angry American 
investors, who alleged that positive projections by the 
company had been misleading. In a surprise move, 
on May 14, 1990, van der Klugt and half of the man- 
agement board were replaced. 


Timmer Reorganization, 1990 


The new president, Jan Timmer, had spent most of 
his 35-year Philips career turning around unprof- 
itable businesses. With rumors of a takeover or a gov- 
ernment bailout swirling, he met with his top 100 
managers and distributed a hypothetical—but fact- 
based—press release announcing that Philips was 
bankrupt. “So what action can you take this week- 
end?” he challenged them. 

Under “Operation Centurion,” headcount was re- 
duced by 68,000 or 22% over the next 18 months, 
earning Timmer the nickname “The Butcher of Eind- 
hoven.” Because European laws required substantial 
compensation for layoffs—Eindhoven workers re- 
ceived 15 months’ pay, for example—the first round 
of 10,000 layoffs alone cost Philips $700 million. To 
spread the burden around the globe and to speed the 
process, Timmer asked his PD managers to negotiate 
cuts with NO managers. According to one report, 
however, country managers were “digging in their 
heels to save local jobs.” But the cuts came—many 


from overseas operations. In addition to the job cuts, 
Timmer vowed to “change the way we work.” He es- 
tablished new performance rules and asked hundreds 
of top managers to sign contracts that committed 
them to specific financial goals. Those who broke 
those contracts were replaced—often with outsiders. 

To focus resources further, Timmer sold off var- 
ious businesses including integrated circuits to 
Matsushita, minicomputers to Digital, defense elec- 
tronics to Thomson and the remaining 53% of appli- 
ances to Whirlpool. Yet profitability was still well below 
the modest 4% on sales he promised. In particular, 
consumer electronics lagged with slow growth in a 
price-competitive market. The core problem was iden- 
tified by a 1994 McKinsey study that estimated that 
value added per hour in Japanese consumer electronic 
factories was still 68% above that of European plants. 
In this environment, most NO managers kept their 
heads down, using their distance from Eindhoven as 
their defense against the ongoing rationalization. 

After three years of cost-cutting, in early 1994 
Timmer finally presented a new growth strategy to 
the board. His plan was to expand software, services, 
and multimedia to become 40% of revenues by 2000. 
He was betting on Philips’ legendary innovative ca- 
pability to restart the growth engines. Earlier, he 
had recruited Frank Carrubba, Hewlett-Packard’s 
director of research, and encouraged him to focus 
on developing 15 core technologies. The list, which 
included interactive compact disc (CD-i), digital 
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compact cassettes (DCC), high definition television 
(HDTV), and multimedia software, was soon 
dubbed “the president’s projects.” Over the next few 
years, Philips invested over $2.5 billion in these tech- 
nologies. But Timmer’s earlier divestment of some of 
the company’s truly high-tech businesses and a 37% 
cut in R&D personnel left it with few who under- 
stood the technology of the new priority businesses. 

By 1996, it was clear that Philips’ analog HDTV 
technology would not become industry standard, 
that its DCC gamble had lost out to Sony’s Minidisc, 
and that CD-i was a marketing failure. And while 
costs in Philips were lower, so too was morale, partic- 
ularly among middle management. Critics claimed 
that the company’s drive for cost-cutting and stan- 
dardization had led it to ignore new worldwide mar- 
ket demands for more segmented products and 
higher consumer service. 


Boonstra Reorganization, 1996 


When Timmer stepped down in October 1996, the 
board replaced him with a radical choice for 
Philips—an outsider whose expertise was in market- 
ing and Asia rather than technology and Europe. Cor 
Boonstra was a 58-year-old Dutchman whose years 
as CEO of Sara Lee, the U.S. consumer products firm, 
had earned him a reputation as a hard-driving mar- 
keting genius. Joining Philips in 1994, he headed the 
Asia Pacific region and the lighting division before 
being tapped as CEO. 

Unencumbered by tradition, he immediately an- 
nounced strategic sweeping changes designed to reach 
his target of increasing return on net assets from 17% 
to 24% by 1999. “There are no taboos, no sacred 
cows,” he said. “The bleeders must be turned around, 
sold, or closed.” Within three years, he had sold off 40 
of Philips’ 120 major businesses—including such well 
known units as Polygram and Grundig. He also initi- 
ated a major worldwide restructuring, promising to 
transform a structure he described as “a plate of 
spaghetti” into “a neat row of asparagus.” He said: 


How can we compete with the Koreans? They 
don’t have 350 companies all over the world. 
Their factory in Ireland covers Europe and their 
manufacturing facility in Mexico serves North 
America. We need a more structured and simpler 
manufacturing and marketing organization to 
achieve a cost pattern in line with those who do 
not have our heritage. This is still one of the 
biggest issues facing Philips. 
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Within a year, 3,100 jobs were eliminated in 
North America and 3,000 employees were added in 
Asia Pacific, emphasizing Boonstra’s determination 
to shift production to low-wage countries and his 
broader commitment to Asia. And after three years, 
he had closed 100 of the company’s 356 factories 
worldwide. At the same time, he replaced the com- 
pany’s 21 PDs with 7 divisions, but shifted day-to- 
day operating responsibility to 100 business units, 
each responsible for its profits worldwide. It was a 
move designed to finally eliminate the old PD/NO 
matrix. Finally, in a move that shocked most employ- 
ees, he announced that the 100-year-old Eindhoven 
headquarters would be relocated to Amsterdam with 
only 400 of the 3,000 corporate positions remaining. 

By early 1998, he was ready to announce his new 
strategy. Despite early speculation that he might 
abandon consumer electronics, he proclaimed it as 
the center of Philips’ future. Betting on the “digital 
revolution,” he planned to focus on established tech- 
nologies such as cellular phones (through a joint 
venture with Lucent), digital TV, digital videodisc, 
and web TV. Furthermore, he committed major re- 
sources to marketing, including a 40% increase in ad- 
vertising to raise awareness and image of the Philips 
brand and de-emphasize most of the 150 other 
brands it supported worldwide—from Magnavox 
TVs to Norelco shavers to Marantz stereos. 

While not everything succeeded (the Lucent cell 
phone JV collapsed after nine months, for example), 
overall performance improved significantly in the 
late 1990s. By 2000, Boonstra was able to announce 
that he had achieved his objective of a 24% return on 
net assets. 


Kleisterlee Reorganization, 2001 


In May 2001, Boonstra passed the CEO’s mantle to 
Gerard Kleisterlee, a 54-year-old engineer (and ca- 
reer Philips man) whose turnaround of the compo- 
nents business had earned him a board seat only a 
year earlier. Believing that Philips had finally turned 
around, the board challenged Kleisterlee to grow 
sales by 10% annually and earnings 15%, while in- 
creasing return on assets to 30%. 

Despite its stock trading at a steep discount to its 
breakup value, Philips governance structure and 
Dutch legislation made a hostile raid all but impossi- 
ble. Nonetheless, Kleisterlee described the difference 
as “a management discount” and vowed to eliminate 
it. “Our fragmented organization makes us carry 
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costs that are too high,” he said. “In some production 
activities where we cannot add value, we will out- 
source and let others do it for us.” 

The first sign of restructuring came within weeks, 
when mobile phone production was outsourced to 
CEC of China. Then, in August, Kleisterlee an- 
nounced an agreement with Japan’s Funai Electric to 
take over production of its VCRs, resulting in the im- 
mediate closure of the European production center in 
Austria and the loss of 1,000 jobs. The CEO acknowl- 
edged that he was seeking partners to take over the 
manufacturing of some of its other mass-produced 
items such as television sets. 

But by 2001, a slowing economy resulted in the 
company’s first quarterly loss since 1996, and by 
year’s end the loss had grown to 2.6 billion euros 
compared to the previous year’s 9.6 billion profit. 
Many felt that these growing financial pressures— 
and shareholders’ growing impatience—were finally 
leading Philips to recognize that its best hope of sur- 
vival was to outsource even more of its basic manu- 
facturing and become a technology developer and 
global marketer. It believed it was time to recognize 
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that its 30-year quest to build efficiency into its 
global operations had failed. 


Matsushita: Background 


In 1918, Konosuke Matsushita (or “KM” as he was af- 
fectionately known), a 23-year-old inspector with the 
Osaka Electric Light Company, invested ¥100 to start 
production of double-ended sockets in his modest 
home. The company grew rapidly, expanding into 
battery-powered lamps, electric irons, and radios. On 
May 5, 1932, Matsushita’s 14th anniversary, KM an- 
nounced to his 162 employees a 250-year corporate 
plan broken into 25-year sections, each to be carried 
out by successive generations. His plan was codified 
in a company creed and in the “Seven Spirits of Mat- 
sushita” (see Exhibit 4), which, along with the company 
song, continued to be woven into morning assemblies 
worldwide and provided the basis of the “cultural and 
spiritual training” all new employees received during 
their first seven months with the company. 

In the postwar boom, Matsushita introduced a 
flood of new products: TV sets in 1952; transistor 


Creed Through our industrial activities, we strive to foster progress, to promote the general welfare of society, and to 
devote ourselves to furthering the development of world culture. 


Seven Spirits of Matsushita 
Service through Industry 
Fairness 
Harmony and Cooperation 
Struggle for Progress 
Courtesy and Humility 
Adjustment and Assimilation 
Gratitude 
KM's Business Philosophy (Selected Quotations) 


“The purpose of an enterprise is to contribute to society by supplying goods of high quality at low prices in ample 


quantity.” 


“Profit comes in compensation for contribution to society. .. . [It] is a result rather than a goal.” 
“The responsibility of the manufacturer cannot be relieved until its product is disposed of by the end user.” 
“Unsuccessful business employs a wrong management. You should not find its causes in bad fortune, unfavorable 


surroundings or wrong timing.” 


“Business appetite has no self-restraining mechanism. ... When you notice you have gone too far, you must have 
the courage to come back.” 


Source: “Matsushita Electric Industrial (MEI) in 1987,” Harvard Business School Case No. 388-144. 


C510 


radios in 1958; color TVs, dishwashers, and electric 
ovens in 1960. Capitalizing on its broad line of 5,000 
products (Sony produced 80), the company opened 
25,000 domestic retail outlets. With more than six 
times the outlets of rival Sony, the ubiquitous “Na- 
tional Shops” represented 40% of appliance stores in 
Japan in the late 1960s. These not only provided as- 
sured sales volume, but also gave the company direct 
access to market trends and consumer reaction. 
When postwar growth slowed, however, Matsushita 
had to look beyond its expanding product line and 
excellent distribution system for growth. After trying 
many tactics to boost sales—even sending assembly 
line workers out as door-to-door salesmen—the 
company eventually focused on export markets. 


The Organization’s Foundation: Divisional Structure 


Plagued by ill health, KM wished to delegate more 
authority than was typical in Japanese companies. In 
1933, Matsushita became the first Japanese company 
to adopt the divisional structure, giving each division 
clearly defined profit responsibility for its product. In 
addition to creating a “small business” environment, 
the product division structure generated internal 
competition that spurred each business to drive 
growth by leveraging its technology to develop new 
products. After the innovating division had earned 
substantial profits on its new product, however, com- 
pany policy was to spin it off as a new division to 
maintain the “hungry spirit.” 

Under the “one-product-one-division” system, 
corporate management provided each largely self- 
sufficient division with initial funds to establish its 
own development, production, and marketing capa- 
bilities. Corporate treasury operated like a commer- 
cial bank, reviewing divisions’ loan requests for 
which it charged slightly higher-than-market inter- 
est, and accepting interest-bearing deposits on their 
excess funds. Divisional profitability was determined 
after deductions for central services such as corpo- 
rate R&D and interest on internal borrowings. Each 
division paid 60% of earnings to headquarters and fi- 
nanced all additional working capital and fixed asset 
requirements from the retained 40%. Transfer prices 
were based on the market and settled through the 
treasury on normal commercial terms. KM expected 
uniform performance across the company’s 36 divi- 
sions, and division managers whose operating profits 
fell below 4% of sales for two successive years were 
replaced. 
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While basic technology was developed in a cen- 
tral research laboratory (CRL), product development 
and engineering occurred in each of the product di- 
visions. Matsushita intentionally under-funded the 
CRL, forcing it to compete for additional funding 
from the divisions. Annually, the CRL publicized its 
major research projects to the product divisions, 
which then provided funding in exchange for tech- 
nology for marketable applications. While it was 
rarely the innovator, Matsushita was usually very fast 
to market—earning it the nickname “Manishita,” or 
copycat. 


Matsushita: Internationalization 


Although the establishment of overseas markets was 
a major thrust of the second 25 years in the 250- 
year plan, in an overseas trip in 1951 KM had been 
unable to find any American company willing to 
collaborate with Matsushita. The best he could do 
was a technology exchange and licensing agreement 
with Philips. Nonetheless, the push to internation- 
alize continued. 


Expanding Through Color TV 


In the 1950s and 1960s, trade liberalization and 
lower shipping rates made possible a healthy export 
business built on black and white TV sets. In 1953, 
the company opened its first overseas branch of- 
fice—the Matsushita Electric Corporation of Amer- 
ica (MECA). With neither a distribution network nor 
a strong brand, the company could not access tradi- 
tional retailers, and had to resort to selling its prod- 
ucts through mass merchandisers and discounters 
under their private brands. 

During the 1960s, pressure from national govern- 
ments in developing countries led Matsushita to 
open plants in several countries in Southeast Asia 
and Central and South America. As manufacturing 
costs in Japan rose, Matsushita shifted more basic 
production to these low-wage countries, but almost 
all high-value components and subassemblies were 
still made in its scale-intensive Japanese plants. By 
the 1970s, an East-West trade war mentality forced 
the company to establish assembly operations in the 
Americas and Europe. In 1972, it opened a plant in 
Canada; in 1974, it bought Motorola’s TV business 
and started manufacturing its Quasar brand in the 
United States; and in 1976, it built a plant in Cardiff, 
Wales, to supply the Common Market. 
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Building Global Leadership Through VCRs 


The birth of the videocassette recorder (VCR) pro- 
pelled Matsushita into first place in the consumer 
electronics industry during the 1980s. Recognizing the 
potential mass-market appeal of the VCR—developed 
by Californian broadcasting company, Ampex, in 
1956—engineers at Matsushita began developing 
VCR technology. After six years of development 
work, Matsushita launched its commercial broadcast 
video recorder in 1964, and introduced a consumer 
version two years later. 

In 1975, Sony introduced the technically superior 
“Betamax” format, and the next year JVC launched a 
competing “VHS” format. Under pressure from 
MITI, the government’s industrial planning ministry, 
Matsushita agreed to give up its own format and 
adopt the established VHS standard. During Mat- 
sushita’s 20 years of VCR product development, vari- 
ous members of the VCR research team spent most 
of their careers working together, moving from cen- 
tral labs to the product division’s development labs 
and eventually to the plant producing VCRs. 

The company quickly built production to meet 
its own needs as well as those of OEM customers like 
GE, RCA, Philips, and Zenith, who decided to forego 
self-manufacture and outsource to the low-cost 
Japanese. Between 1977 and 1985, capacity increased 
33-fold to 6.8 million units. Increased volume en- 
abled Matsushita to slash prices 50% within five 
years of product launch, while simultaneously im- 
proving quality. In parallel, the company aggressively 
licensed the VHS format to other manufacturers, in- 
cluding Hitachi, Sharp, Mitsubishi and, eventually, 
Philips. By the mid-1980s, VCRs accounted for 30% 
of total sales—over 40% of overseas revenues—and 
provided 45% of profits. 


Changing Systems and Controls 


In the mid-1980s, Matsushita’s growing number of 
overseas companies reported to the parent in one of 
two ways: wholly owned, single-product global 
plants reported directly to the appropriate product 
division, while overseas sales and marketing sub- 
sidiaries and overseas companies producing a broad 
product line for local markets reported to Matsushita 
Electric Trading Company (METC), a separate legal 
entity. (See Exhibit 5 for METC’s organization.) 
Throughout the 1970s, the central product divi- 
sions maintained strong operating control over their 
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offshore production units. Overseas operations used 
plant and equipment designed by the parent com- 
pany, followed manufacturing procedures dictated by 
the center, and used materials from Matsushita’s do- 
mestic plants. By the 1980s, growing trends toward 
local sourcing gradually weakened the divisions’ di- 
rect control so instead of controlling inputs, they 
began to monitor measures of output (for example, 
quality, productivity, inventory levels). 

About the same time, product divisions began re- 
ceiving the globally consolidated return on sales re- 
ports that had previously been consolidated in 
METC statements. By the mid-1980s, as worldwide 
planning was introduced for the first time, corporate 
management required all its product divisions to 
prepare global product strategies. 


Headquarters-Subsidiary Relations 


Although METC and the product divisions set detailed 
sales and profits targets for their overseas subsidiaries, 
local managers were told they had autonomy on how 
to achieve the targets. “Mike” Matsuoko, president of 
the company’s largest European production subsidiary 
in Cardiff, Wales, however, emphasized that failure to 
meet targets forfeited freedom: “Losses show bad 
health and invite many doctors from Japan, who pro- 
vide advice and support.” 

In the mid-1980s, Matsushita had over 700 expa- 
triate Japanese managers and technicians on foreign 
assignment for four to eight years, but defended that 
high number by describing their pivotal role. “This 
vital communication role,” said one manager, “al- 
most always requires a manager from the parent 
company. Even if a local manager speaks Japanese, he 
would not have the long experience that is needed to 
build relationships and understand our management 
processes.” 

Expatriate managers were located throughout 
foreign subsidiaries, but there were a few positions 
that were almost always reserved for them. The most 
visible were subsidiary general managers whose main 
role was to translate Matsushita philosophy abroad. 
Expatriate accounting managers were expected to 
“mercilessly expose the truth” to corporate head- 
quarters; and Japanese technical managers were sent 
to transfer product and process technologies and 
provide headquarters with local market information. 
These expatriates maintained relationships with sen- 
ior colleagues in their divisions, who acted as career 
mentors, evaluated performance (with some input 
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EXHIBIT 5 
Organization of METC, 1985 
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Source: Harvard Business School Case No. 388-144. 


Note: ( ) = number of people. 


from local managers), and provided expatriates with 
information about parent company developments. 
General managers of foreign subsidiaries visited 
Osaka headquarters at least two or three times each 
year—some as often as every month. Corporate 
managers reciprocated these visits, and on average, 
major operations hosted at least one headquarters 
manager each day of the year. Face-to-face meetings 
were considered vital: “Figures are important,” said 


Appliances Audio... 


one manager, “but the meetings are necessary to de- 
velop judgment.” Daily faxes and nightly phone calls 
between headquarters and expatriate colleagues were 
a vital management link. 


Yamashita’s Operation Localization 


Although international sales kept rising, as early as 
1982 growing host country pressures caused concern 
about the company’s highly centralized operations. 
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In that year, newly appointed company President 
Toshihiko Yamashita launched “Operation Localiza- 
tion” to boost offshore production from less than 
10% of value-added to 25%, or half of overseas sales, 
by 1990. To support the target, he set out a program 
of four localizations—personnel, technology, mate- 
rial, and capital. 

Over the next few years, Matsushita increased the 
number of local nationals in key positions. In the 
United States, for example, U.S. nationals became the 
presidents of three of the six local companies, while 
in Taiwan the majority of production divisions were 
replaced by Chinese managers. In each case, however, 
local national managers were still supported by sen- 
ior Japanese advisors, who maintained a direct link 
with the parent company. To localize technology and 
materials, the company developed its national sub- 
sidiaries’ expertise to source equipment locally, mod- 
ify designs to meet local requirements, incorporate 
local components, and adapt corporate processes and 
technologies to accommodate these changes. And by 
the mid-1980s, offshore production subsidiaries were 
free to buy minor parts from local vendors as long as 
quality could be assured, but still had to buy key 
components from internal sources. 

One of the most successful innovations was to 
give overseas sales subsidiaries more choice over the 
products they sold. Each year the company held a 
two-week internal merchandising show and product 
planning meeting where product divisions exhibited 
the new lines. Here, overseas sales subsidiary man- 
agers described their local market needs and negoti- 
ated for change in features, quantities, and even 
prices of the products they wanted to buy. Product 
division managers, however, could overrule the sales 
subsidiary if they thought introduction of a particu- 
lar product was of strategic importance. 

President Yamashita’s hope was that Operation 
Localization would help Matsushita’s overseas com- 
panies develop the innovative capability and entre- 
preneurial initiatives that he had long admired in the 
national organizations of rival Philips. (Past efforts 
to develop such capabilities abroad had failed. For 
example, when Matsushita acquired Motorola’s TV 
business in the United States, the U.S. company’s 
highly innovative technology group atrophied as 
American engineers resigned in response to what 
they felt to be excessive control from Japan’s highly 
centralized R&D operations.) Yet despite his four 
localizations, overseas companies continued to act 
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primarily as the implementation arms of central 
product divisions. In an unusual act for a Japanese 
CEO, Yamashita publicly expressed his unhappiness 
with the lack of initiative at the TV plant in Cardiff. 
Despite the transfer of substantial resources and the 
delegation of many responsibilities, he felt that the 
plant remained too dependent on the center. 


Tanii’s Integration and Expansion 


Yamashita’s successor, Akio Tanii, expanded on his 
predecessor’s initiatives. In 1986, feeling that Mat- 
sushita’s product divisions were not giving sufficient 
attention to international development—in part be- 
cause they received only 3% royalties for foreign pro- 
duction against at least 10% return on sales for exports 
from Japan—he brought all foreign subsidiaries under 
the control of METC. Tanii then merged METC into 
the parent company in an effort to fully integrate do- 
mestic and overseas operations. Then, to shift opera- 
tional control nearer to local markets, he relocated 
major regional headquarters functions from Japan to 
North America, Europe, and Southeast Asia. Yet still 
he was frustrated that the overseas subsidiary compa- 
nies acted as little more than the implementing 
agents of the Osaka-based product divisions. 

Through all these changes, however, Mat- 
sushita’s worldwide growth continued generating 
huge reserves. With $17.5 billion in liquid financial 
assets at the end of 1989, the company was referred 
to as the “Matsushita Bank,” and several top execu- 
tives began proposing that if they could not de- 
velop innovative overseas companies, they should 
buy them. Flush with cash and international suc- 
cess, in early 1991 the company acquired MCA, the 
U.S. entertainment giant, for $6.1 billion with the 
objective of obtaining a media software source for 
its hardware. Within a year, however, Japan’s bubble 
economy had burst, plunging the economy into re- 
cession. Almost overnight, Tanii had to shift the 
company’s focus from expansion to cost contain- 
ment. Despite his best efforts to cut costs, the prob- 
lems ran too deep. With 1992 profits less than half 
their 1991 level, the board took the unusual move of 
forcing Tanii to resign in February 1993. 


Morishita’s Challenge and Response 

At 56, Yoichi Morishita was the most junior of the 
company’s executive vice presidents when he was 
tapped as the new president. Under the slogan “sim- 
ple, small, speedy and strategic,” he committed to 
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cutting headquarters staff and decentralizing respon- 
sibility. Over the next 18 months, he moved 6,000 
staff to operating jobs. In a major strategic reversal, 
he also sold 80% of MCI to Seagram, booking a $1.2 
billion loss on the transaction. 

Yet the company continued to struggle. Japan’s do- 
mestic market for consumer electronics collapsed— 
from $42 billion in 1989 to $21 billion in 1999. Excess 
capacity drove down prices and profits evaporated. 
And although offshore markets were growing, the rise 
of new competition—first from Korea, then China— 
created a global glut of consumer electronics, and 
prices collapsed. 

With a strong yen making exports from Japan un- 
competitive, Matsushita’s product divisions rapidly 
shifted production offshore during the 1990s, mostly 
to low-cost Asian countries like China and Malaysia. 
By the end of the decade, its 160 factories outside 
Japan employed 140,000 people—about the same 
number of employees as in its 133 plants in Japan. Yet, 
despite the excess capacity and strong yen, manage- 
ment seemed unwilling to radically restructure its in- 
creasingly inefficient portfolio of production facilities 
or even lay off staff due to strongly-held commit- 
ments to lifetime employment. Despite Morishita’s 
promises, resistance within the organization pre- 
vented his implementation of much of the promised 
radical change. 

In the closing years of the decade, Morishita 
began emphasizing the need to develop more of its 
technology and innovation offshore. Concerned that 
only 250 of the company’s 3,000 R&D scientists and 
engineers were located outside Japan, he began invest- 
ing in R&D partnerships and technical exchanges, 
particularly in fast emerging fields. For example, in 
1998 he signed a joint R&D agreement with the 
Chinese Academy of Sciences, China’s leading re- 
search organization. Later that year, he announced the 
establishment of the Panasonic Digital Concepts Cen- 
ter in California. Its mission was to act as a venture 
fund and an incubation center for the new ideas and 
technologies emerging in Silicon Valley. To some it 
was an indication that Matsushita had given up trying 


C515 
—SE= 


to generate new technology and business initiatives 
from its own overseas companies. 


Nakamura’s Initiatives 


In April 2000, Morishita became chairman and Kunio 
Nakamura replaced him as president. Profitability was 
at 2.2% of sales, with consumer electronics at only 
0.4%, including losses generated by one-time cash 
cows, the TV and VCR divisions. (Exhibit 6 provides 
the financial history for Matsushita and key product 
lines.) The new CEO vowed to raise this to 5% by 
2004. Key to his plan was to move Matsushita beyond 
its roots as a “super manufacturer of products” and 
begin “to meet customer needs through systems and 
services.” He planned to flatten the hierarchy and em- 
power employees to respond to customer needs, and 
as part of the implementation, all key headquarters 
functions relating to international operations were 
transferred to overseas regional offices. 

But the biggest shock came in November, when 
Nakamura announced a program of “destruction and 
creation,” in which he disbanded the product division 
structure that KM had created as Matsushita’s basic 
organizational building block 67 years earlier. Plants, 
previously controlled by individual product divisions, 
would now be integrated into multi-product produc- 
tion centers. In Japan alone 30 of the 133 factories 
were to be consolidated or closed. And marketing 
would shift to two corporate marketing entities, one 
for Panasonic brands (consumer electronics, informa- 
tion and communications products) and one for Na- 
tional branded products (mostly home appliances). 

In February, 2001, just three months after raising 
his earnings estimate for the financial year ending 
March 2001, Nakamuta was embarrassed to readjust 
his estimate sharply downward. As Matsushita’s first 
losses in 30 years accelerated, the new CEO announced 
a round of emergency measures designed to cut costs. 
When coupled with the earlier structural changes, 
these were radical moves, but in a company that even 
in Japan was being talked about as a takeover target, 
observers wondered if they were sufficient to restore 
Matsushita’s tattered global competitiveness. 


Merck, the FDA, and 
the Vioxx Recall 


This case was prepared by Anne T. Lawrence, San Jose State University. 


n 2006, the pharmaceutical giant Merck faced 

major challenges. Vioxx, the company’s once best- 
selling prescription painkiller, had been pulled off 
the market in September 2004 after Merck learned it 
increased the risk of heart attacks and strokes. When 
news of the recall broke, the company’s stock price had 
plunged thirty percent to $33 a share, its lowest point 
in eight years, where it had hovered since. Standard & 
Poor’s had downgraded the company’s outlook from 
“stable” to “negative.” In late 2004, the Justice Depart- 
ment had opened a criminal investigation into 
whether the company had “caused federal health pro- 
grams to pay for the prescription drug when its use 
was not warranted.”! The Securities and Exchange 
Commission was inquiring into whether Merck had 
misled investors. By late 2005, more than 6,000 law- 
suits had been filed, alleging that Vioxx had caused 
death or disability. From many quarters, the company 
faced troubling questions about the development and 
marketing of Vioxx, new calls for regulatory reform, 
and concerns about its political influence on Capitol 
Hill. In the words of Senator Charles Grassley, chair- 
man of a Congressional committee investigating the 
Vioxx case, “a blockbuster drug [had become] a 


blockbuster disaster”? 


Merck, Inc.3 


Merck, the company in the eye of this storm, was 
one of the world’s leading pharmaceutical firms. As 
shown in Exhibit 1, in 2005 the company ranked 
fourth in sales, after Pfizer, Johnson & Johnson, and 


Copyright © 2006 by Anne T. Lawrence. All rights reserved. An earlier 
version of this case was presented at the Western Casewriters Associa- 
tion Annual Meeting, Long Beach, California, March 30, 2006. This 
case was prepared from publicly available materials. 
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GlaxoSmithKline. In assets and market value, it 
ranked fifth. However, Merck ranked first in prof- 
its, earning $7.33 billion on $30.78 billion in sales 
(24 percent). 

Merck had long enjoyed a reputation as one of 
the most ethical and socially responsible of the 
major drug companies. For an unprecedented seven 
consecutive years (1987 to 1993), Fortune magazine 
had named Merck its “most admired” company. In 
1987, Merck appeared on the cover of Time under 
the headline, “The Miracle Company.” It had consis- 
tently appeared on lists of best companies to work 
for and in the portfolios of social investment funds. 
The company’s philanthropy was legendary. In the 
1940s, Merck had given its patent for streptomycin, 
a powerful antibiotic, to a university foundation. 
Merck was especially admired for its donation of 
Mectizan. Merck’s scientists had originally devel- 
oped this drug for veterinary use, but later discov- 
ered that it was an effective cure for river blindness, 
a debilitating parasitic disease afflicting some of 
the world’s poorest people. When the company re- 
alized that the victims of river blindness could not 
afford the drug, it decided to give it away for free, 
in perpetuity.* 

In 1950, George W. Merck, the company’s long- 
time CEO, stated in a speech: “We try never to forget 
that medicine is for the people. It is not for the prof- 
its. The profits follow, and if we have remembered 
that, they never fail to appear. The better we have re- 
membered that, the larger they have been.”° This 
statement was often repeated in subsequent years as a 
touchstone of the company’s core values. 

Merck was renowned for its research labs, which 
had a decades-long record of achievement, turning 
out one innovation after another, including drugs 


EXHIBIT 1 
The World’s Top Pharmaceutical Companies, 2005 


Sales Profits 
Company ($bil) ($bil) 


Pfizer 

Johnson & Johnson 
Merck 

Novartis 

Roche Group 
GlaxoSmithKline 
Aventis 
Bristol-Myers Squibb 
AstraZeneca 

Abbott Labs 


Assets 


($bil) ($bil) 
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Market Value 


Source: Forbes 2000, available online at www.forbes.com. Listed in order of overall ranking in the Forbes 2000. 


for tuberculosis, cholesterol, hypertension, and AIDS. 
In the early 2000s, Merck spent around $3 billion 
annually on research. Some felt that the company’s 
culture had been shaped by its research agenda. 
Commented the author of a history of Merck, the 
company was “intense, driven, loyal, scientifically 
brilliant, collegial, and arrogant.”® In 2006, although 
Merck had several medicines in the pipeline— 
including vaccines for rotavirus and cervical cancer, 
and drugs for insomnia, lymphoma, and the effects 
of stroke—some analysts worried that the pace of 
research had slowed significantly. 

Estimating the company’s financial liability from 
the Vioxx lawsuits was difficult. Some 84 million 
people had taken the drug worldwide over a five-year 
period from 1999 to 2004. In testimony before Con- 
gress, Dr. David Graham, a staff scientist at the Food 
and Drug Administration, estimated that as many as 
139,000 people in the United States had had heart at- 
tacks or strokes as a result of taking Vioxx, and about 
55,000 of these had died.” Merrill Lynch estimated 
the company’s liability for compensatory damages 
alone in the range of $4 to $18 billion.’ However, 
heart attacks and strokes were common, and they had 
multiple causes, including genetic predisposition, 
smoking, obesity, and a sedentary lifestyle. Deter- 
mining the specific contribution of Vioxx to a par- 
ticular cardiovascular event would be very difficult. 


The company vigorously maintained that it had 
done nothing wrong and vowed to defend every 
single case in court. By early 2006, only three cases 
had gone to trial, and the results had been a virtual 
draw—one decision for the plaintiff, one for Merck, 
and one hung jury. 


Government Regulation 
of Prescription Drugs 


In the United States, prescription medicines—like 
Vioxx—were regulated by the Food and Drug Ad- 
ministration (FDA).? Before a new drug could be 
sold to the public, its manufacturer had to carry out 
clinical trials to demonstrate both safety and effec- 
tiveness. Advisory panels of outside medical experts 
reviewed the results of these trials and recommended 
to the FDA’s Office of Drug Safety whether or not to 
approve a new drug.!° After a drug was on the mar- 
ket, the agency’s Office of New Drugs continued to 
monitor it for safety, in a process known as post- 
market surveillance. These two offices both reported 
to the same boss, the FDA’s director of the Center for 
Drug Evaluation and Research. 

Once the FDA had approved a drug, physicians 
could prescribe it for any purpose, but the manufac- 
turer could market it only for uses for which it had 
been approved. Therefore, companies had an incentive 
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to continue to study approved drugs to provide data 
that they were safe and effective for the treatment of 
other conditions. 

In the 1980s, the drug industry and some patient 
advocates had criticized the FDA for being too slow 
to approve new medicines. Patients were concerned 
that they were not getting new medicines fast 
enough, and drug companies were concerned that 
they were losing sales revenue. Each month an average 
drug spent under review represented $41.7 million in 
lost revenue, according to one study.!! 

In 1992, Congress passed the Prescription Drug 
User Fee Act (PDUFA). This law, which was sup- 
ported by the industry, required pharmaceutical 
companies to pay “user fees” to the FDA to review 
proposed new medicines. Between 1993 and 2001, 
the FDA received around $825 million in such fees 
from drug makers seeking approval. (During this pe- 
riod, it also received $1.3 billion appropriated by 
Congress.) This infusion of new revenue enabled the 
agency to hire 1,000 new employees and to shorten 
the approval time for new drugs from 27 months in 
1993 to 14 months in 2001.” 

Despite the benefits of PDUFA, some felt that in- 
dustry-paid fees were a bad idea. In an editorial pub- 
lished in December 2004, the Journal of the American 
Medical Association (JAMA) concluded: “It is unrea- 
sonable to expect that the same agency that was re- 
sponsible for approval of drug licensing and labeling 
would also be committed to actively seek evidence to 
prove itself wrong (ie., that the decision to approve 
the product was subsequently shown to be incor- 
rect). JAMA went on to recommend establishment of 
a separate agency to monitor drug safety.!? Dr. David 
Kessler, a former FDA Commissioner, rejected this 
idea, responding that “strengthening post-marketing 
surveillance is certainly in order, but you don’t want 
competing agencies.” !4 

Some evidence suggested that the morale of FDA 
staff charged with evaluating the safety of new medi- 
cines had been hurt by relentless pressure to bring 
drugs to market quickly. In 2002, a survey of agency 
scientists found that only 13 percent were “completely 
confident” that the FDA’s “final decisions adequately 
assess the safety of a drug.” Thirty-one percent were 
“somewhat confident” and 5 percent lacked “any 
confidence.” Two-thirds of those surveyed lacked 
confidence that the agency “adequately monitors the 
safety of prescription jobs once they are on the 
market.” And nearly one in five said they had “been 


pressured to approve or recommend approval” for a 
drug “despite reservations about [its] safety, efficacy 
or quality.”!5 

After the FDA shortened the approval time, the 
percentage of drugs recalled following approval in- 
creased from 1.56% for 1993-1996 to 5.35% for 
1997-2001.!° Vioxx was the ninth drug taken off the 


market in seven years. 


Influence at the Top 


The pharmaceutical industry’s success in accelerat- 
ing the approval of new drugs reflected its strong 
presence in Washington. The major drug compa- 
nies, their trade association PhRMA (Pharmaceuti- 
cal Research and Manufacturers of America), and 
their executives consistently donated large sums of 
money to both political parties and, through their 
political action committees, to various candidates. 
The industry’s political contributions are shown in 
Exhibit 2. 

Following the Congressional ban on soft money 
contributions in 2003, the industry shifted much of 
its contributions to so-called stealth PACs, non- 
profit organizations which were permitted by law to 
take unlimited donations without revealing their 
source. These organizations could, in turn, make 
“substantial” political expenditures, providing politi- 
cal activity was not their primary purpose.!7 

In addition, the industry maintained a large corps 
of lobbyists active in the nation’s capital. In 2003, for 
example, drug companies and their trade association 
spent $108 million on lobbying and hired 824 individ- 
ual lobbyists, according to a report by Public Citizen.!® 
Merck spent $40.7 million on lobbying between 1998 
and 2004.!° One of the industry’s most effective tech- 
niques was to hire former elected officials or members 
of their staffs. For example, Billy Tauzin, formerly a 
Republican member of Congress from Louisiana and 
head of the powerful Committee on Energy and 
Commerce, which oversaw the drug industry, became 
president of PhRMA at a reported annual salary of $2 
million in 2004.7° 

Over the years, the industry’s representatives in 
Washington had established a highly successful 
record of promoting its political agenda on a range of 
issues. In addition to faster drug approvals, these had 
more recently included a Medicare prescription drug 
benefit, patent protections, and restrictions on drug 
imports from Canada. 
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Pharmaceutical/Health Products Industry: Political Contributions, 1990-2006 


Contributions 
from Individuals 


Election Total 
Cycle Contributions 


$5,187,393 
$18,181,045 
$29,441,951 
$26,688,292 


$1,753,159 
$8,445,485 
$3,332,040 
$5,660,457 
$2,673,845 
$3,413,516 
$1,935,150 
$2,389,370 
$771,621 
$30,374,643 


$13,169,694 
$13,754,796 
$7,706,303 
$7,924,262 
$3,237,592 
$125,291,328 


Source: Center for Responsive Politics, online at www.opensecrets.org. 


The Blockbuster Model 


In the 1990s, 80 percent of growth for the big phar- 
maceutical firms came from so-called “blockbuster” 
drugs.”! Blockbusters have been defined by Fortune 
magazine as “medicines that serve vast swaths of the 
population and garner billions of dollars in annual 
revenue.”** The ideal blockbuster, from the compa- 
nies’ view, was a medicine that could control chronic 
but usually non-fatal conditions that afflicted large 
numbers of people with health insurance. These 
might include, for example, daily maintenance drugs 
for high blood pressure or cholesterol, allergies, 
arthritis pain, or heartburn. Drugs that could actu- 
ally cure a condition—and thus would not need to be 
taken for long periods—or were intended to treat 
diseases, like malaria or tuberculosis, that affected 
mainly the world’s poor, were often less profitable. 
Historically, drug companies focused most of their 
marketing efforts on prescribing physicians. The indus- 
try hired tens of thousands of sales representatives— 
often, attractive young men and women—to make 
the rounds of doctors’ offices to talk about new prod- 
ucts and give out free samples.?? Drug companies 
also offered doctors gifts—from free meals to tickets 
to sporting events—to cultivate their good will. They 
also routinely sponsored continuing education 
events for physicians, often featuring reports on their 
own medicines, and supported doctors financially 
with opportunities to consult and to conduct clinical 


Contributions 


$42,616,505 


Soft Money 
Contributions 


Percentage 


from PACs to Republicans 


$3,434,234 N/A 
$9,735,560 N/A 
$6,957,382 $19,152,529 
$5,649,913 $15,377,922 
$4,107,068 $6,388,781 
$3,584,217 $6,757,063 
$3,477,146 $2,294,007 
$3,205,014 $2,329,878 
$2,465,971 N/A 
$52,300,180 


trials.*4 In 2003 Merck spent $422 million to market 
Vioxx to doctors and hospitals.”° 

During the early 2000s, when Vioxx and Pfizer’s 
Celebrex were competing head-to-head, sales represen- 
tatives for the two firms were hard at work promoting 
their brand to doctors. Commented one rheumatolo- 
gist of the competition between Merck and Pfizer at the 
time: “We were all aware that there was a great deal of 
marketing. Like a Coke-Pepsi war.””° An internal Merck 
training manual for sales representatives, reported in 
The Wall Street Journal, was titled “Dodge Ball Vioxx.’ It 
explained how to “dodge” doctors’ questions, such as “I 
am concerned about the cardiovascular effects of 
Vioxx.” Merck later said that this document had been 
taken out of context and that sales representatives 


“were not trained to avoid physician’s questions.””” 


Direct-to-Consumer Advertising 


Although marketing to doctors and hospitals contin- 
ued to be important, in the late 1990s the focus shifted 
somewhat. In 1997, the FDA for the first time allowed 
drug companies to advertise directly to consumers. The 
industry immediately seized this opportunity, placing 
numerous ads for drugs—from Viagra to Nexium—on 
television and in magazines and newspapers. In 2004, 
the industry spent over $4 billion on such direct-to- 
consumer, or DTC, advertising. For example, in one ad 
for Vioxx, Olympic figure skating champion Dorothy 
Hamill glided gracefully across an outdoor ice rink to 
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the tune of “It’s a Beautiful Morning” by the sixties 
pop group The Rascals, telling viewers that she would 
“not let arthritis stop me.” In all, Merck spent more 
than $500 million advertising Vioxx.”8 

The industry’s media blitz for Vioxx and other 
drugs was highly effective. According to research by 
the Harvard School of Public Heath, each dollar 
spent on DTC advertising yielded $4.25 in sales. 

The drug companies defended DTC ads, saying 
they informed consumers of newly available therapies 
and encouraged people to seek medical treatment. In 
the age of the Internet, commented David Jones, an ad- 
vertising executive whose firm included several major 
drug companies, “consumers are becoming much more 
empowered to make their own health care decisions.””? 

However, others criticized DTC advertising, saying 
that it put pressure on doctors to prescribe drugs that 
might not be best for the patient. “When a patient comes 
in and wants something, there is a desire to serve them,” 
said David Wofsy, president of the American College of 
Rheumatology. “There is a desire on the part of physi- 
cians, as there is on anyone else who provides service, to 
keep the customer happy.”°? Even some industry execu- 
tives expressed reservations. Said Hank McKinnell, 
CEO of Pfizer, “I'm beginning to think that direct-to- 
consumer ads are part of the problem. By having them 
on television without a very strong message that the 
doctor needs to determine safety, we’ve left this impres- 


sion that all drugs are safe. In fact, no drug is safe.”>! 


The Rise of Vioxx 


Vioxx, the drug at the center of Merck’s legal woes, 
was known as “a selective COX-2 inhibitor.” Scientists 


EXHIBIT 3 
Vioxx Sales in the United States, 1999-2004 


U.S. Prescriptions 
Dispensed 


U.S. Sales 


4,845,000 
20,630,000 
25,406,000 
22,044,000 
19,959,000 
13,994,000 


$372,697,000 
$1,526,382,000 
$2,084,736,000 
$1,837,680,000 
$1,813,391,000 
$1,342,236,000 


*Withdrawn from the market in September 2004. 


had long understood that an enzyme called cyclo- 
oxygenase, or COX for short, was associated with pain 
and inflammation. In the early 1990s, researchers 
learned that there were really two kinds of COX en- 
zyme. COX-1, it was found, performed several bene- 
ficial functions, including protecting the stomach 
lining. COX-2, on the other hand, contributed to 
pain and inflammation. Existing anti-inflammatory 
drugs suppressed both forms of the enzyme, which is 
why drugs like ibuprofen (Advil) relieved pain, but 
also caused stomach irritation in some users. 

A number of drug companies, including Merck, 
were intrigued by the possibility of developing a 
medicine that would block just the COX-2, leaving 
the stomach-protective COX-1 intact. Such a drug 
would offer distinctive benefits to some patients, 
such as arthritis sufferers who were at risk for ulcers 
(bleeding sores in the intestinal tract).** As many as 
16,500 people died each year in the United States 
from this condition.*? 

In May 1999, after several years of research and 
testing by Merck scientists, the FDA approved Vioxx 
for the treatment of osteoarthritis, acute pain in 
adults, and menstrual symptoms. The drug was later 
approved for rheumatoid arthritis. Although Merck, 
like other drug companies, never revealed what it 
spent to develop specific new medicines, estimates of 
the cost to develop a major new drug ran as high as 
$800 million.*4 

Vioxx quickly became exactly what Merck had 
hoped: a blockbuster. At its peak in 2001, Vioxx gen- 
erated $2.1 billion in sales in the United States alone, 
contributing almost 10 percent of Merck’s total sales 
revenue worldwide, as shown in Exhibit 3. 


U.S. Sales of Vioxx as % 
of Total Merck Sales 


Sources: Columns 1 and 2: IMS Health (www.imshealth.com); Column 3: Merck Annual Reports (www.merck.com). 


The retail price of Vioxx was around $3.00 per 
pill, compared with pennies per pill for older anti- 
inflammatory drugs like aspirin and Advil. Of course, 
Vioxx was often covered, at least partially, under a 
user’s health insurance, while over-the-counter drugs 
were not. 


Safety Warnings 


Even before the drug was approved, some evidence 
cast doubt on the safety of Vioxx. These clues were 
later confirmed in other studies. 


Merck Research 


Internal company emails suggested that Merck scien- 
tists might have been worried about the cardiovascu- 
lar risks of Vioxx as early as its development phase. In 
a 1997 email, reported in The Wall Street Journal, Dr. 
Alise Reicin, a Merck scientist, stated that “the possi- 
bility of CV (cardiovascular) events is of great con- 
cern.” She added, apparently sarcastically, “I just can’t 
wait to be the one to present those results to senior 
management!” A lawyer representing Merck said this 
email had been taken out of context.*° 


VIGOR 


A study code-named VIGOR, completed in 2000 after 
the drug was already on the market, compared 
rheumatoid arthritis patients taking Vioxx with an- 
other group taking naproxen (Aleve). Merck financed 
the research, which was designed to study gastroin- 
testinal side effects. The study found—as the company 
had expected—that Vioxx was easier on the stomach 
than naproxen. But it also found that the Vioxx group 
had nearly five times as many heart attacks (7.3 per 
thousand person-years) as the naproxen group (1.7 
per thousand person-years).*° Publicly, Merck hy- 
pothesized that these findings were due to the heart- 
protective effect of naproxen, rather than to any defect 
inherent in Vioxx. Privately, however, the company 
seemed worried. In an internal email dated March 9, 
2000, under the subject line “Vigor,” the company’s re- 
search director, Dr. Edward Scolnick, said that cardio- 
vascular events were “clearly there” and called them “a 
shame.” But, he added, “there is always a hazard.”>’ At 
that time, the company considered reformulating 
Vioxx by adding an agent to prevent blood clots (and 
reduce CV risk), but then dropped the project. 

The FDA was sufficiently concerned by the VIGOR 
results that it required Merck to add additional warning 
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language to its label. These changes appeared in April 
2002, after lengthy negotiations between the agency 
and the company over their wording.*® 


Kaiser/Permanente 


In August 2004, Dr. David Graham, a scientist at the 
FDA, reported the results of a study of the records of 
1.4 million patients enrolled in the Kaiser health 
maintenance organization in California. He found 
that patients on high doses of Vioxx had three times 
the rate of heart attacks as patients on Celebrex, a 
competing COX-2 inhibitor made by Pfizer. Merck 
discounted this finding, saying that studies of patient 
records were less reliable than double blind clinical 
studies.°? Dr. Graham later charged that his superiors 
at the FDA had “ostracized” him and subjected him 
to “veiled threats” if he did not qualify his criticism of 
Vioxx. The FDA called these charges “baloney.” 


APPROVe 


In order to examine the possibility that Vioxx posed a 
cardiovascular risk, Merck decided to monitor pa- 
tients enrolled in a clinical trial called APPROVe to 
see if they those taking Vioxx had more heart attacks 
and strokes than those who were taking a placebo 
(sugar pill). This study had been designed to deter- 
mine if Vioxx reduced the risk of recurrent colon 
polyps (a precursor to colon cancer); Merck hoped it 
would lead to FDA approval of the drug for this con- 
dition. The APPROVe study was planned before the 
VIGOR results were known. 


Merck Recalls the Drug 


On the evening of Thursday, September 23, 2004, Dr. 
Peter S. Kim, president of Merck Research Labs, re- 
ceived a phone call from scientists monitoring the 
colon polyp study. Researchers had found, the scien- 
tists told him, that after 18 months of continuous use 
individuals taking Vioxx were more than twice as 
likely to have a heart attack or stroke than those tak- 
ing a placebo. The scientists recommended that the 
study be halted because of “unacceptable” risk.*! 

Dr. Kim later described to a reporter for The New 
York Times the urgent decision-making process that 
unfolded over the next hours and days as the com- 
pany responded to this news. 


On Friday, I looked at the data with my team. The 
first thing you do is review the data. We did that. 
Second is you double-check the data, go through 
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it and make sure that everything is O.K. [At that 
point] I knew that barring some big mistake in 
the analysis, we had an issue here. Around noon, 
I called [CEO] Ray Gilmartin and told him what 
was up. He said, “Figure out what was the best 
thing for patient safety.” We then spent Friday 
and the rest of the weekend going over the data 
and analyzing it in different ways and calling up 
medical experts to set up meetings where we 
would discuss the data and their interpretations 
and what to do.** 


According to later interviews with some of the 
doctors consulted that weekend by Merck, the group 
was of mixed opinion. Some experts argued that 
Vioxx should stay on the market, with a strong warn- 
ing label so that doctors and patients could judge the 
risk for themselves. But others thought the drug 
should be withdrawn because no one knew why the 
drug was apparently causing heart attacks. One ex- 
pert commented that “Merck prides itself on its ethi- 
cal approach. I couldn’t see Merck saying we’re going 
to market a drug with a safety problem.”*? 

On Monday, Dr. Kim recommended to Gilmartin 
that Vioxx be withdrawn from the market. The CEO 
agreed. The following day, Gilmartin notified the 
board, and the company contacted the FDA. On 
Thursday, September 30, Merck issued a press re- 
lease, which stated in part: 


Merck & Co., Inc. announced today a voluntary 
withdrawal of VIOXX®. This decision is based on 
new data from a three-year clinical study. In this 
study, there was an increased risk for cardiovascu- 
lar (CV) events, such as heart attack and stroke, in 
patients taking VIOXX 25 mg compared to those 
taking placebo (sugar pill). While the incidence of 
CV events was low, there was an increased risk be- 
ginning after 18 months of treatment. The cause 
of the clinical study result is uncertain, but our 
commitment to our patients is clear... . Merck is 
notifying physicians and pharmacists and has in- 
formed the Food and Drug Administration of this 
decision. We are taking this action because we be- 
lieve it best serves the interests of patients. That is 
why we undertook this clinical trial to better un- 
derstand the safety profile of VIOXX. And it’s why 
we instituted this voluntary withdrawal upon 
learning about these data. Be assured that Merck 
will continue to do everything we can to maintain 
the safety of our medicines. 
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Mired in Corruption—Kellogg, 
Brown and Root in Nigeria 


This case was prepared by Charles W. L. Hill, the University of Washington. 


n 1998, the large Texas-based oil and gas service firm, 

Halliburton, acquired Dresser Industries. Among 
other businesses, Dresser owned M. W. Kellogg, one of 
the world’s largest general contractors for construc- 
tion projects in distant parts of the globe. After the 
acquisition, Kellogg was combined with an existing 
Halliburton business and renamed Kellogg, Brown 
and Root, or KBR for short. At the time, it looked 
like a good deal for Halliburton. Among other 
things, Kellogg was involved in a four-firm consor- 
tium that was building a series of liquefied natural 
gas (LNG) plants in Nigeria. By early 2004, the total 
value of the contracts associated with these plants 
had exceeded $8 billion. 

In early 2005, however, Halliburton put KBR up 
for sale. The sale was seen as an attempt by Halliburton 
to distance itself from several scandals that had en- 
gulfed KBR. One of these concerned allegations that 
KBR had systematically overcharged the Pentagon 
for services it provided to the U.S. military in Iraq. 
Another scandal centered on the Nigerian LNG 
plants and involved KBR employees, several former 
officials of the Nigeria government, and a mysterious 
British lawyer named Jeffrey Tesler. 

The roots of the Nigerian scandal date back to 
1994 when Kellogg and its consortium partners 
were trying to win an initial contract from the 
Nigerian government to build two LNG plants. The 
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contract was valued at around $2 billion. Each of 
the four firms held a 25% stake in the consortium, 
and each had veto power over its decisions. Kellogg 
employees held many of the top positions at the 
consortium, and two of the other members, Tech- 
nip of France and JGC of Japan, have claimed that 
Kellogg managed the consortium (the fourth mem- 
ber, ENI of Italy, has not made any statement re- 
garding management). 

The KBR consortium was one of two to submit a 
bid on the initial contract, and its bid was the lower 
of the two. By early 1995, the KBR consortium was 
deep in final negotiations on the contract. It was at 
this point that Nigeria’s oil minister had a falling out 
with the country’s military dictator, General Abacha, 
and was replaced by Dan Etete. Etete proved to be far 
less accommodating to the KBR consortium, and 
suddenly the entire deal looked to be in jeopardy. Ac- 
cording to some observers, Etete was a tough cus- 
tomer who immediately began to use his influence 
over the LNG project for personal gain. Whether this 
is true or not, what is known is that the KBR consor- 
tium quickly entered into a contract with Tesler. The 
contract, signed by a Kellogg executive, called on 
Tesler to obtain government permits for the LGN 
project, maintain good relations with government 
officials, and provide advice on sales strategy. Tesler’s 
fee for these services was $60 million. 

Tesler, it turned out, had long-standing relations 
with some twenty to thirty senior Nigerian govern- 
ment and military officials. In his capacity as a 
lawyer, for years Tesler had handled their London 
affairs, helping them to purchase real estate and set 
up financial accounts. Kellogg had a relationship 
with Tesler that dated back to the mid-1980s, when 
it had employed him to broker the sale of Kellogg’s 
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minority interest in a Nigerian fertilizer plant to the 
Nigerian government. 

What happened next is currently the subject of 
government investigations in France, Nigeria, and the 
United States. The suspicion is that Tesler promised to 
funnel big sums to Nigerian government officials if 
the deal was done. Investigators base these suspicions 
on a number of factors, including the known corrup- 
tion of General Abacha’s government; the size of the 
payment to Tesler, which seemed out of all propor- 
tion to the services he was contracted to provide; and 
a series of notes turned up by internal investigators at 
Halliburton. The handwritten notes, taken by Wojciech 
Chodan, a Kellogg executive, document a meeting 
between Chodan and Tesler in which they discussed 
the possibility of channeling $40 million of Tesler’s 
$60 million payment to General Abacha. 

It is not known whether a bribe was actually paid. 
What is known is that in December 1995, Nigeria 
awarded the $2 billion contract to the KBR consor- 
tium. The LNG plant soon became a success. Nigeria 
contracted to build a second plant in 1999, two more 
in 2002, and a sixth in July 2004. KBR rehired Tesler 
in 1999 and again in 2001 to help secure the new 
contracts, all of which it won. In total, Tesler was paid 
some $132.3 million from 1994 through to early 
2004 by the KBR consortium. 

Tesler’s involvement in the project might have re- 
mained unknown were it not for an unrelated event. 
Georges Krammer, an employee of the French com- 
pany Technip, which along with KBR was a member 
of the consortium, was charged by the French gov- 
ernment for embezzlement. When Technip refused to 
defend Krammer, he turned around and aired what 
he perceived to be Technip’s dirty linen. This in- 
cluded the payments to Tesler to secure the Nigeria 
LNG contracts. 

This turn of events led French and Swiss officials to 
investigate Tesler’s Swiss bank accounts. They discov- 
ered that Tesler was “kicking back” some of the funds 
he received to executives in the consortium and to 
sub-contractors. One of the alleged kickbacks was a 
transfer of $5 million from Tesler’s account to that of 
Albert J. “Jack” Stanley, who was head of M. W. Kellogg 
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and then Halliburton’s KBR unit. Tesler also trans- 
ferred some $2.5 million into Swiss bank accounts 
held under a false name by the Nigerian oil minister, 
Dan Etete. Other payments include a $1 million 
transfer into an account controlled by Wojciech 
Chodan, the former Kellogg executive whose exten- 
sive handwritten notes suggest the payment of a 
bribe to General Abacha, and $5 million to a German 
subcontractor on the LNG project in exchange for 
“information and advice.” 

After this all came out in June 2004, Halliburton 
promptly fired Jack Stanley and severed its long- 
standing relationship with Jeffrey Tesler, asking its 
three partners in the Nigeria consortium to do the 
same. The U.S. Justice Department took things fur- 
ther, establishing a grand jury investigation to deter- 
mine if Halliburton, through its KBR subsidiary, had 
been in violation of the Foreign Corrupt Practices 
Act. In November 2004, the Justice Department 
widened its investigation to include payments in con- 
nection with the Nigerian fertilizer plant that Kellogg 
had been involved with during the 1980s under the 
leadership of Jack Stanley. In March 2005, the Justice 
Department also stated that it was looking at whether 
Jack Stanley had tried to coordinate bidding with ri- 
vals and fix prices on certain foreign construction 
projects. As of late 2006, the investigation was still on- 
going. As for Halliburton’s plans to sell KBR, these too 
had come to naught. In April 2006, Halliburton an- 
nounced that it would spin off KBR to investors, but a 
lack of interest in the offering resulted in a delay, and 
it was not clear when Halliburton would be able to 
complete the planned transaction. 
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